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EXECUTIVE SUMMARY 

This report is a study of El Salvadorean rural financial markets. It 
specifically focuses on the supply and demand of agricultural credit and 
rural savings mobilization. The report has three broad objectives: (1) to 
exmine and analyze rural savings mobilization and agricultural credit in El 
Salvador, (2) to identify the needs for and possibilities for mobilizing more 
rural savings and extending more agricultural credit, and (3) to make 
recommendations to USAID and the government of El Salvador for policy and 
project interventions in rural savings mobilization and agricultural credit. 
Particular emphasis is placed on the needs of the reformed sector and other 
small farmers. 

The report consists of fourteen chapters which contain the detailed 
data and analysis. The reader is referred to Chapter XIV for a detailed 
summary, conclusions and recommendations. The executive summary 
presents a condensed version of the principal findings and recommendations. 

Agricultural Credit 

Institutional Structure 

There are six classes of formal-market institutions that extend credit 
to agriculture: the state Agricultural Development Bank (BFA), Mortgage 
Bank, nine mixed banks, National Coffee Institute (INCAFE), El Salvadorean 
Federation of Credit Unions (FEDECACES) and the Federation of Rural Credit 
Funds (FEDECCREDITO). In addition, there is an active informal-credit 
market consisting of money lenders, middlemen and some input suppliers. 

BFA and the Mortgage Bank each provide about one-fifth of the 
annual flows of formal-market credit. Tle mixed banks provide about half. 
INCAFE is disengaging from lending for coffee production, directing its credit 
to processing. 

Agricultural lending is highly centalized in the capital city. Virtually 
all loans from the mi:ed banks and the Mortgage Bank are managed out of 
the central offices, despite the fact that they have numerous branches in 
urban centers outside the capital. BFA decision making is more 
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decentralized, the twenty-five agencies and zonal committees have loan 
approval authority for loans up to ¢50,000. 

Credit 

In 1984, whether measured by annual flows or year-end portfolio, the 

agricultural sector received less credit in real terms, after taking account of 
1980. This figure, however, understates theinflation, than it received in 

decline because it includes refinanced loans, which by 1984 accounted for 

about 28 percent of the portfolio. Over the 1980-1984 period, the mixed 

banks were the only class of institution to show a positive real rate of 

growth in lending to the sector. 

The large majority of credit is for short-term production purposes. 

Lending is heavily concentrated in the capital-intensive traditional export 

crops of coffee, cotton and suggar cane, however, between 1980 and 1984 

the real amounts of credit for these crops as well as for basic grains declined. 

Land reform, civil strife, terrorism, soft world markets for exports and 

unfavorable domestic pricing policies were contributing factors. The real 

levels of credit for non-traditional products such as fruits, vegetables, 
livestock, poultry and fisheries increased, reflecting some new diversification 

These new activities were undertaken by non-reformed sectorin the sector. 

borrowers. Reformed sector clients used credit for traditional crops and in a
 

lesser extend for diversification.
 

Clientele
 

Over the 1980- 1984 period, the reformed sector received 18.2 percent 

of the credit; with the large bulk of the rest going to medium- and large

sized farmers. Most reformed-sector credit goes to Phase I cooperatives. In 

were served. All have been assigned to specific1934, 244 cooperatives 
BFA had almost half and the mixed and Mortgage Bank theinstitutions. 

Over theother half. FEDECCREDITO and INCAFE had less than one percent. 
portion has risen, as some problematical1980-1984 period BFA's 

cooperatives were transferred to it from other institutions: a factor which 

contributed to BFA's difficulties. 

About 19,000 Phase III beneficiaries received credit in 1984; the 
titles. Of these, four-fifths wereequivalent of 30 percent of those with 

served by BFA and most of the others by the mixed bahks. In order to reach 
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more farmers, BFA has formed solidarity groups to mak"e group loans to the 
beneilciaries and other small farmers. 

Delinquency and Refinancing 

The delinquency is a major and serious problem for all institutions 
lending to agriculture. Rates of 25 percent or more for most institutions are 
common. The true state of delinquency is masked over, however by
refinancing. Since 1980, the government has applied a policy of liberal 
refinancing of delinquent loans to counter the serious problems that arose 
due to the difficulties associated with agrarian reform, civil strife and 
unfavorable marlket conditions. As a consequence, between 1980-1984 
refinanced loans in the year-end portfolio grew at an average annual rate of 
1 3.7 percent. Although, this was a short-run solution to help financial 
institutions and make borrowers elegible for future credit, i;a the long run it 
will be problematical. It is probable that a large portion of the refinanced 
loans will never be repaid or if they are their real value will be considerably
less than the amount lent. In either case, they represent income transfers 
from the lending institutions (or indirectly from the government) to the 
borrowers. 

Source of Funds 

Institutions use their "own" funds (deposits, capital), Central Bank of 
Reserve (BCR) rediscounts or special domestic or foreign aid sources of funds. 
Of these sources BCR rediscounts and foreign aid are te most important.
Since 1980 USAID and IDB have made major loans commitments, totaling
$178 million, to El Salvador to establish loan funds in BFA. These 
commitments account for 61 percent of foreign assistance to the agricultural 
sector. USAID has also provided financing for FEDECACES as well as projects 
to support the organization development of the Phase I cooperatives. This 
has been BFA's principal source of funds for extending credit to the reformed 
sector. 

BCR rediscounts are the most important sources of funds for Mortgage
Bank and mixed-bank lending to agriculture. The institutions prefer to use 
their deposits for financing other classes of loans. 
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Credit Delivery Systems 

The banks were found to use credit delivery systems that are 
generally cumbersome, time consuming and costly. This would be expected, 
however, because they are used as credit rationing mechanisms in face of an 
excess demand for credit. Another reason is their concern for control over 
the use of credit, both in the loan application phase and during the course of 
the loan. Much of this concern is derived from the government's credit plan 
to direct credit, especially BCR rediscounts, to targeted purposes. 

There is considerable room for streamlining the credit delivery 
systems, which would reduce costs for both lenders and borrowers. The 
motives for doing this, however, lie in needs to reduce administrative costs 
and/or to reduce the need for using costly credit delivery systems as a way 
to ration credit; matters to be discussed below. 

Informal-market Credit 

Case studies in four communities showed considerable informal
market lending by identifiable moneylenders and middlemen. Both lend 
money for the crop cycle, usually in rather small amounts to numerous small 
farmers. Some of these lenders obtain their funds from bank loans, 
espeaially BFA. The annual interest rate in 1985 was 24 percent The credit 
delivery system is very simple, there is virtually no paperwork, so 
transactions costs are low. These lenders are clearly performing an 
important service to many small farmers. Competition among lenders, keeps 
them from excercising excessive monopoly powers. It is a system that is 
worthy of more exploration as a way to get credit to small farmers, for 
example by means of bank loans to informal-market lenders. 

Monetary and Credit Policies 

The Monetary Board has taken a passive stance with respect to 
manetary and credit policies; it makes infrequent use of changes in its 
instruments of legal reserve requirements, maximum interest rate structure, 
rediscount rate and foreign exchange rate to influence macroeconomic 
performance and financial markets. With respect to credit it has preferred 
to use regulations and controls to direct amounts and flows. In the case of 
agriculture, the basic instruments are BCR rediscounts within the fixed 
interest rate structure. The rediscounts are limited in amount and are 
directed towards targeted activities that are established by a national credit 
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plan. In the 1984/1985 agricultural year there were sixteen rediscount 
lines for agriculture. 

The interest rate structure establishes maximum loan rates and 
minimum deposit rates. There are several classes of loan rates, with 
preferential and concessionary rates given for priority activities, the rate 
structure for most agricultural loans was 13 or 14 percent, including 
agriculture. 

The Monetary Board has kept the interest rate structure at low levels,
using cheap creadit as a stimulus for economic activity and as a means to 
reduce inflationary pressures. It is also political, concessionary credit 
implies subsidies and income transfers. After taking account of inflation the 
loan rates are low or even negative, thus the income transfer is substantial. 

The tow rates also contribute to an excess demand for credit which 
creates the need for other credit rationaing mechanisms. The low rates 
contribute to the missallocation of financial and real resources, worsening
income distribution, the lack of financial viability of financial institutions, the 
creation of higher borrower transactions costs and serve as a disincentive for 
financial savings since they implicitly put a celling on deposit rates. 

The rediscount lines attempt to limit the amount of lending and to 
direct the flow of credit to the sector. The rediscount policy undoubtedly has 
an impact on the amount of credit flowing to agriculture and on how credit is 
distributed, but there is little doubt that its net impact is different than is 
planned because of fungibility. As a result "agricultural illusion" can be 
expected, some funds that are ostensibly borrowed for agricultural purposes 
at consessionary interest rates are indeed directed to other endeavors, 
investments or even consumption. 

Demand and SuppIy of Credit 

Excess Demand 

The decline in agricultural credit use over the 1980-1984 period was 
associated with a decline in sector GDP. If the government had not made 
special efforts to lend to the reformed sector cooperatives the demand would 
have declined even more. The decrease in demand was accompanied by a 
decline in supply. The monetary authorities were reducing credit to control 
inflation and forestall devaluation. Nevertheless, there continued to be an 
excess demand, as would be expected with concessionary interest rates. 
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There is evidence of excess demand because of non-interest rate credit 
rationing mechanisms that were imposed by both the Central Band and the 
several financial institutions. The extent of the excess demand in 1935 was 
estimated by interviews with the chief agricultural credit officers of the 
mixed banks, the Mortgage Bank and BFA. In their view, there wras $94.6 
million in unsatisfied demand, which was the equivalent of 33 percent of the 
annual flows of new credit, excluding refinancing, in 1984. According to the
bankers' judgement, even if the interes rate were raised to the level of the 
informal market, an excess demand would exist. 

Of the total estimated excess demand, $36.98 was in the reformed 
sector, mostly in the Phase I cooperatives, and $19.32 for other small 
farmers. About three-fourths of this demand was for medium-or long-term
investments, including livestock irrigation, coffee plantations and 
agroindustry. 

Future Demand 

Future demand for credit will be basically a function of the 
profitability of farming. Unfortunately, the out look for significant growth in
El Salvador's traditional exports is limited and may even be problematical,
expecially in cotton and sugar. Non-traditional exports of shrimp, fruits and 
vegetables appear to offer growth potential and, the demand for more 
financing of these products can be expected. there will be an increase in 
demand for domestic foodstuffs associated with economic recovery and 
population growth. 

Government policy play important role. Domesticwill an price
supports and preferrential entry into the U.S. market have bolstered sugar
productions. If either of thesee were to be withdrawn this activity would 
ecounter trouble. Coffee producers continue to be layed through unfavorable 
exchange rates and windfall taxes when prices rise. Both discourage
production, but, of course, El Salvador has limits imposed on its production
by the International Coffee Organization's country quotas. Government 
support prices have bolstered cotton production in face of a declining and 
problematical world market; nevertheless, cotton production has declined 
considerably. The government has a domestic price support program, but 
IRA cannot buy all of the production. Since the government subsidizes the 
consumer by selling the products at lower prices in the domestic market,
market forces take the pri .e to less than she support levels, decreasing
profitability. There are attempts to keep input prices low. May are sold 
through the BFA's input supply stores. With the new and higher official 
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foreign excharge rate, prices of inputs will be higher in the future. This will 
put a squeeze on profitc. 

Social conflict and terrorism will also play important roles. 
Agricultural production in conflict regions is seriously disrupted. In these 
areas and others, terroristic activities, like burning of fields, has created an 
additional production risk. Both of these contribute to a decrease in demand. 
Although these problems have disminished since the early 1980s, they are 
still significant. 

These problems were identified by the bankers when asked to specify 
the most important factors limiting the demand for credit. Their responses 
were: high costs of inputs, low export prices, social conflict and terrorism, 
high interest rates, low prices for domestic products, high interest rates and 
lack of marketing infrastructure. Phase I cooperatives were also considered 
to face problems of cooperative management and organization. 

In spite of these difficulties, the bankers were optomistic about the 
future demand for credit. In these view, between 1986 and 1990 the real 
demand for credit will increase at an average annual rate of 10.7 percent. 
At this rate, by 1990 El Salvador will have a total demand for agricultural 
credit of $639. I million. 

Savings Mobilization 

The Record 

El Salvadorean rural financial market policy has been almost 
exclusively directed to agricultural credit; scant attemtion has been given to 
mobilizing deposits in rural areas. For example, the BFA is authorized to 
mobilize deposits, yet it has only done this in a token way in three offices. 

The mixed Banks and the Mortgage Bank have been quite successful in 
mobilizing deposits, but not among small farmers. Their clients are mostly 
urban residents and the urban working class. It is almost certain that they 
are effective in mobilizing deposits among the medium-and large-sized 
farmers, most of whom reside in urban sites. 

Indeed, over the 1980- 1984 period, El Salvador has had an impressive 
record of mobilizing time and savings deposits in financial institutions. In 
each year, the real value has increased. There has been a shift, however, to 
the longer-term but higher interest paying time deposits, which reflects and 
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increased confidence in the economic and political situation as well theas 
desire to combat the effects of inflation. Most of the savings were in the 
mixed banks, the Mortgage Bank and the savings and loan association. 

This has occurred in spite of monetary policy that has created few
incentives for savers. Deposit rates are peged to the loan rates and the 
structure has been changed only infrequentiy. Taking account of inflation,
the real rates have been very low, mostly negative the mixed banks use 
other incentives to mobilize deposits, including promotional campaigns,
rallies and life insurance. 

A longitudinal study of the determinants of time and savings deposits
in financial institutions showed the level of GDP and fiancial deepening to be 
the most important determinants of savings. The interest rate also played a
positive role, but deposits were found to be ineslactic with respect to the 
interest rate, probably because there were so few changes in the rate 
structure over the time period. 

Small-farmer Saving 

As noted above, financial institutions lending to the agricultural sector 
have depended to a large extent on infusions of capital--foreign assistance,
BCR rediscounts and government susidies--to obtain their loanable funds for 
the sector. The terms and conditions of these funds have been sufficiently
attractive to not motivate the institutions such as BFA, to make special
efforts to mobilize savings among small farmers. Thus, an opportunity for 
financial intermediation is lost, the institutions remain dependent on outside 
funding and farmers lose the opportunity to save in financial insitutions. 

BFA Feasibility 

BFA is and ideal institution for trying to mobilize savings in rural 
areas, because it has twenty-six offices throughout the republic. Recently,
the Bank has developed an interest in mobilizing more savings as a result of 
a shortage of loanable funds, in part caused by the high rates of delinquency
and refinancing, and prospects of reduced foreing assistance. Feasibility
studies for deposit mobilization on BFA agencies were conducted. These 
indicate that deposit mobilization can be profitable for the Bank. 

There is a question whether small farmers have much capacity for 
saving. Although they are low income it is almost certain that they are 



xxv 

presently saving in some form, inventories of crops, livestock, cash or other 
liquid merchandise. Experience from other countries suggests that if savings 
facilities were made accessible to them and transactions costs of deposits and 
withdrawals are low that farmers will prefer to place at least a portion their 
savings in financial institutions. If real deposit rates were higher, the 
incentives would be even greater. 

The e perience of the mixed banks and the Mortgage Bank suggests 
that many low income persons save in fiancial institutions. The number of 
savings accounts in these institutions is equivalent to about 12 percent of the 
nation's population. 

If the BFA begins to mobilize deposits in a more serious way, 
imDortant side effects can be expected. The Bank will be forced to deal with 
higher financial and risk costs which will force a greater cost consciousness 
in the Bank and an incentive to reduce delinquency. The end results should 
be to make the institution more independent and financially viable. 

BFA deposit mobilization will not only benefit small farmers. Deposits 
can also be expected from other rural residents, businesses and even larger 
farmers. 

FEDECACES Feasibility 

Credit unions offer another good opportunity for mobilizing rural 
savings. At present, they obtain forced savings by means of monthly 
deposits from their members. They could, however, mobilize voluntary 
savings with promotional efforts and other incentives. Although, it is 
doubtful that they have the potential to mobilize the volume of savings as 
BAF does it would be useful to encourage savings mobilization in these 
institutions. In this regard, FEDECACES should be encouraged to develop a 
training unit to work with credit unions in developing saving mobilization 
capabilities. 

Recommendations 

On the basis of this study there are two broad reconmendations: (1) to 
increase the supply of agricultural credit to the reformed sector and other 
small farmers in the near term and (2) to develop the capacity for greater 
savings mobilization among El Salvadorean financial institutions to reduce 
their dependency on outside infusions of capital and to create more viable 
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financial institutions in rural areas. As part and parcel of these two concepts
it is recommended that the monetary and credit policies as well as other
policies that impact on the agricultural sector be reviewed with the goal ofseeking ways to revise them in order to create better incentives for farming
and financial intermediation. If the latter is done, it will be easier to obtain 
the goals desired from the first two programs. 

The specific recommendations are the following. 

1.To increase the supply of credit. 

a. Establish a fle,:ible rediscount line at BCP, rather than tie the credit to 
specific insLitutions. 

b. The rediscount line should be available to all classes of intermediate
credit institutions (ICls) to refinance loans that are for all classes of
investment and short-term production purposes. The uses should be
kept fle.ible, and not targeted, in order to allow the funds to flow in 
accordance witlh demand. 

c. Interest rates on the funds should be at the naximum levels
authorized by the Monetary Board, e.g., they should not be
concessionary. The Monetary Board should be encouraged to raise 
all rediscount line rates to this level. 

d. Appropriate incentives for all participants, BCE, ICI and final

borrower need to be carefully considered. Especially important

is the spread for the ICI. Perhaps a large spread could be given for

loans to Plhase III beneficiaries and other small farmers because
 
of the higher costs of administering these loans.
 

e. Credit worthiness criteria need to be applied for loans. To this end,
the credit should be linked as much as possible to programs designed
to provide management training to the Phase I cooperatives as well 
as technical assistance to small farmers in general. Further work
should be done to improve group loans as a means to reduce the cost 
of lending to and borrowing of small farmers. 

f. Consideration should be given to having ICIs use the rediscount line 
to lend to informal market lenders, since this class of lender can

efficiently reach large number of small farmers.
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g. Consideration should be given to having ICIs use the rediscount line 
to lend to private sector processing or exporting firms in order that 
they can or lend the funds as production credit to small farmers that 
will supply tbe firmn i.,itl its raw materials. 

2. To mobilize rural savings. 

a. A Dilot study should be undertaken in BrA to e:,-periment with 
savings mobilization and to learn from e:,.Terience so that if it is 
successful, savings mobilization can be expanded to other agencies. 
The pilot study should concentrate on incentives for savers, including 
ways to keep transactions costs low, as well as an analysis of the 
financial, risk and administrative costs to BFA. 

b. A pilot study should be undertaken wth FEDECACES and several
 
credit unions t:> ev eriment with voluntary savings mobilization.
 

3. To provide technical assistance to BCR, BFA, FEDECACES and other entities 

on the development of the above programs and appropriate policies. 

a. There will be need for some research and evaluation of the programs. 

b. There will be need for educational and training programs. 



I- IWrRODUCTION 

Objective and Purpo" of Study 

This report has been prepared in accordance with the scope of work 
specified in Contract No. 519-0263-C-00-5475-00 between USAID/El 
Salvador and Contracting Corporation of America. As stated in the scope of 
work, the fundamental objectives of this contract are to provide USAID/EI 
Salvador and the El Salvadorean government with detailed information and 
analysis on rural financial markets in El Salvador that is "...consistent with 
and supportive of their collaborative efforts to increase agricultural 
production and income, expand rural employment, and promote equitable 
growth in the rural sector'. 

In this context the contract deals with two aspects of rural financial 
markets in El Salvador: agricultural credit and rural savings mobilization. 

The purpose of the study as stated in the scope of work is: 

The Contractor will identify and analyze alternative 
policies and project initiatives containing new incentive 
packages and management systems capable of mobilizing 
savings in rural areas and promoting the utilization of 
those funds as new investment capital for local lending. 
The Contractor will also identify for USAID and the 
government of El Salvador economic and socio-cultural 
constraints to savings mobilization for rural financial 
purposes, elaborating upon those circumstances wherein 
savings mobilization is most promising and examining the 
roles of formal and informal financial institutions in the 
development of rural El Salvador. 

Furthermore, the Contractor shall describe in analytical 
terms the ability and willingness of the Salvadorean 
financial system, both its formal and informal components, 
to provide credit to agricultural producers. This analysis 
will serve as the basis for both a description of factors 
constraining the Salvadoran financial system's ability to 
deliver adequate credit to the agricultural sector and the 
presentation of an appropiate framework for policy 
analysis as well as the identification of prospective project 
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interventions for USAID and the government of El 
Salvador in the area of rural credit. 

Orcanization of Studv 

The problems to be studied are specific yet many are general, broad and 
cut across the whole of El Salvadorean rural financial markets. Many are 
financial institution specific. Therefore, to obtain the information and 
analysis reauested in the contract, it was decided that the approach to the 
study, should be three fold. The first element was to gain an understanding 
of the underlying policies that impact on the rural financial markets, 
especially monetary and credit policies that provide the underlying basis for 
financial activities. The second element was to undertake disaggreqated 
analysis of each of the formal and informal market credit institutions with 
respect to the rurposes of the study. The third element was to aggregate 
and consolidate this information to address the broad questions of credit 
demand and savings mobilization and to make specific recommendations. 

Data on financial statistics are only available through the end of 1964. 
Trends between 1960 and 1984 were e.amined to put the situation of the 
latter year in perspective. Where possible more recent data are added. 

The report is organized in the following manner. Chapter II deals with 
government policies that impact on rural financial markets. Emphasis is 
placed on monetary and credit policies and the very important rediscount 
lines that the government uses to direct credit to agriculture. Chapter III 
e:-amines the important role of foreign assistance, especially in providing 
funds for financing the reformed sector. Chapter IV provides an overview of 
rural financial markets in El Salvador with the purposes of showing the 
aggregate credit flow , to the sector and the relative imortance in the total 
of the different institutions in providing credit and mobilizing savings. 
Chapters V through1 X provide detailed descriptions and analysis of each of 
the formal-market institutions. Chapter XI deals with informal markets in 
rural areas. Chapter XII presents the analysis of recent credit demand and 
projections of future demand. Chapter XIII describes savings behavior and 
the potential for more savings mobilization in rural areas. Finally, Chapter 
XIV presents a summary and conclusions. 

To begin, however, it is useful to provide a background on the El 
Salvadorean situation of recent years to set forth the basis for understanding 
the economic situation, policy setting and rural financial markets. Three 
aspects are presented: brief overviews of the political situation and 



3
 

associated civil strife, the performance of the economy and agrarian reform.More detailed descriptions and analysis of policies are presented in Chapter
II and elsewhere. 

The Political Situation and Civil Strife 

The civil strife that El Salvador has experienced since 1979 has taken amajor toll on the country, not only in terms of human life but also in terms 
of its impact on the economy. 

In its essence, the civil strife has been a struggle between two relativelysmall groups of the population: radical leftists who have organized terroristand guerrilla activities and the conservative right whose base is in thetraditional wealthy and elite class. The conflict was frequently manifestedin open warfare between the military and the guerillas. Terrorism was
practiced by both the right and the left, 

The initial strife led to a military coup in 1979 by reform-mindedofficers. They immediately undertook several major reforms tosimultaneously blunt the leftist's arguments and to strip the wealthy elite oftheir control of the economy. The three major reforms undertaken in 1979and 1980 were land reform, nationalization of the banking system andsavings and loan associations, and nationalization of coffee and sugar
marketing and export activities. 

The reforms themselves were very destabilizing for agriculturai outputand the economic outlook for the country. The uncertainty that overcamethe country was strong and, although it has lessened, much remains. It hascreated an atmosphere that has discouraged investment and encouragedcapital flight. The economic picture was worsened by major weakenings inthe export markets for Salvadorean traditional exports. 

Terrorism and open conflict are also destabilizing. Agricultural activitiesin zones of conflict have been harmed. Open fighting, burning and razing ofcrops, livestock and homes by both the guerrillas and the military forceshave interrupted productive activities, created uncertainty and encouragedoutmigration. Terrorism itself has had its impacts. Farmers fields, includingthose of the reftrmed sector, have been burned to disrupt normal activities. 

Since 1954 with the election of a democratic government the situationhas stabilized somewhat. The conservative right has become less belicoseand has tacitly accepted the new government. This new politicalenvironment has contributed substantially to a renewal of economic activity, 



4 

nevertheless the basic conflict still exists. Selective leftist terrorism 
continues and there are regular conflicts between government troops and 
the guerillas. 

With respect to agriculture civil strife has created problems for the 
reformed and non-reformed sectors alike. It has impacted negatively on
farming profitability and, hence, credit demand and use; a factor that has 
contributed significantly to problems in repaying agricultural loans. 
Although, these Droblems were most severe prior to 1984, they continue to 
be important. 

State of the Economy 

The 1970s were characterized by strong economic growth fueled by
increases in domestic investment and favorable markets for traditional 
ex-orts. After the oil price increase of 1973, inflation rose to an average of 
about 10 percent between 1974 and 1978. Open unemployment was low. 

The years of 1979-1981 were in marked contrasL Political instability
and armed conflict were unsettling to the business community and led to
considerable capital flight. In this period, real GDP fell by some 18 percent.
In 1982 and 1983, GDP continued to decline. By 1984 real GDP had fallen to 
the 1974 level. In 1984, there was a slight real increase in GDP, which is 
continuing In 1985. 

Agricultural production was seriously impacted by the events of these 
years. The land reform measures of 1980 were very unsettling both in 
terms of production and in making significant changes in the productive base 
that were not easily nor quickly consolidated. The situation worsenedwas 
by a number of other factors. The war and terrorism in regions of conflict
led to constant upheaval and destruction of crops in the field and farms. 
World markets for traditional export crops--coffee, cotton and sugar-
softened, thus reducing producers' revenues. An increasingly overvalued 
exchange rate in combination with rising costs of production significantly
contributed to the problems. To make matters worse, there were adverse 
weather conditions, especially in 1982, and increased incidence of coffee 
rust. 

It is clear that all of these factors impacted negatively on agricultural 
output and and haveprofitability should discouraged credit use. A 
countervailing factor thewas government policy to direct credit to the 
reformed sector, which was expected of the whole banking system-
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including the recently nationalized commercial banks-- and was largely 
accomDlished by the use of S, cial Credit Funds and Central Bank of Reserve 
rediscounts. Much of the credit was financed by foreign assistance, especially 
the United States Agtncy for International Development. and Inter-American 
Dv'.,eloimnent Dan:. pro ranms in the Agricultural Development Bank. Another 
factor was t4'ie government pcl.cy of a willingness to refinance debts that 
were in arrears but were caused by the above-menhoned factors. This 
policy inmndiately alleviated the burden of debt for both borrowers and 
lenders, thus minimizing disruption of the credit system. 

The agricultural sector is the backbone of the Salvadorean economy. 
Production of coffee, cotton and sugar cane for export have been the main 
engines of growth and sources of foreign exchange. Therefore, the problems 
that these crops have faced have had important negative impacts on the 
economy. Agriculture accounts for about one-fourth of GDP, about two
thirds of ex-ort revenues and two-fifths of total employmenL 

There is a continuing need for financing in the sector. The demand for 
credit will be influenced by world market conditions for traditional exports, 
the ability to develop more foreign markets for non-traditional exports, 
substitution of food imports for domestic consumption, as well as the overall 
domestic economic expansion and population growth. 

Land reform imposes an obligation on the government to assist this new 
group of land owners to become established as farmer/owner/manager, 
something quite different from their situation as workers on the previous 
large estates. In this regard, there is a need for technical assistance and 
credit will also contribute to credit demand. 

Agrarian Reform 

Beginning in March 1980, El Salvador undertook a drastic and rapid 
land reform program which was designed to break up large land holdings 
and create opportunities for the former landless peasants to improve their 
way of life. It is estimated that the land reform will eventually directly 
benefit about 30 per cent of the rural poor and affect about 33 percent of 
the acricultural land. 

The medium-term objectives of the reform are three fold: (1) to improve 
income distribution of rural families, increase their capacity to save and to 
enhance capital formation, (2) to increase and diversify agricultural 
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production and (3) to increase effective employment anr -:Juce its seasonal 
variations. Because of the size of the reform program aitd the rapidity with 
which it w;Yas implemented, the short-term objective is to consolidate the 
land reform effort. 

To date, the land reform program has met suong political opposition and 
has created major challenges for the goveinTient to implement. It has also 
created importart chralke..s for the naton's fina-,ncial system, which has 
been aslked to Drovide ciedit to the reformed sector. 

There are three phases of the land reform program. 

Phase I 

This phase began on March 6, 1980, when the Basic Agrarian Reform 
Law, Decree 153, was est.blshed. In this phase, properties consisting of 
good quality lands, wh:lich exceeded O0 hectares, or lesser quality lands 
exceeding 150 hectares, were subject to exaropriation. Only a few days 
later, the upper limit was raised to 500 hectares. Not only is the land itself 
subject to exurotriation but also the machinery and equipmrnent, livestock, 
buildings and other constructions on the affected propertjes are to be turned 
over to the new owners. in Phase 1 ti e ex ropuafed land and other goods 
are consolidated into a collective farm, called a reformed sector cooperative. 
Peasants who had lived on the lands and worked as day workers or colonos 
for the ex-landlords were made members of the cooperative. The former 
owners are to be paid a partial settlement in cash or bonds. Later an equal 
amount was to be paid them by the cooperatives in the form of an agrarian 
debt. Under the debt arrangement, the cooperatives were forced to take out 
a loan that w'as to be repaid within twenty or thirty years along with annual 
interest charges on the outstanding balance. 

A governrmfent agency, The Institute of Agrarian Transformation (ISTA) 
was formed to imlement Phase I. ISTA has four major roles: (1) land 
acquisition, (2) temporary co-management until the cooperatives become 
organized and capable of self management, (3) land adjudication and (4) 
coordination of inputs and technical assistance provided by other 
government organizations. 

A-0 of July 19,5, 469 p,ro?.erties had been acquired and 31 I cooperatives 

formed. Some 31,359 families cori strig of an estinated 188,154 persons, 
are beneficiaries of the reform. 
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Phase II 

Phase II consists of ex.propriating properties of more than 100 hectares 
or more but less than 500 hectares, i.e., it deals with those properties that 
were ox:si!I,, iuded for e:TrcDriauon under Decree 153 but were 
excluded a few days later when Decree 154 was announced. Phase II 
remains to be imemented. It. has b en postponed indefinitely and there is 
strong doubt that it will ever be imDle-nented because to do so would be 
.i",Itllcally dest.2biiiing as well as very disrurtive to agricultural sector 
produchon. A large bull: of the nations agricultural output comes from 
these farms. 

Phase Ill 

This phase was estabished in ADril 1980 with Decree 207. The time for 
ir.D~emenmtion ,as continued tirough June 1984. It established the right
for all re:.Lers and sharE'croppers to purchase the land they tilled, up to a 
ma:ximum of seven hectares. It was designed to provide the numerous 
small-farmers who were renting land the opportunity to buy it. Note, in 
contrast to Phase I, the government does not expropriate the land unless the 
renter initiates the action. 

A government agency, the National Financiera of Agricultural Lands 
(FINATA ) was created to imDlement Phase Il. FINATA is charged with: (1)
promoting Phase III, (2) preparing renter claim aDplication forms, (3) issuing
provisional titles, (4) obtaimng affected land from the owner, (5) verifying
titles and preparing new deeds, and (6) establishing the amount of the 
former renters agrarian debt and payment. In contrast to ISTA, FINATA 
does not provide directly technical assistance to its beneficiaries nor does it 
assist in farm management. 

Tihrough July 1985, 63,668 small farmers with an estimated 382,008 
family: members had received 97,147 hectares of land under Phase III. 



II- GOVERN,.ENT POLICIES AND
 
PUPAL FINANCIAL MARKETS
 

.intr dutt ',ion 

ThIs chapter ;-resents an overview of the El Salvadorean government
policieas ant institutional structurs thjat have the most to brine to bear on 
rural financial markets. The cla-ses of po:icies discussed are: (a) monetary
and credit, (b) foreign eXchange rate, (c) special rediscount lines, (d)
mark-eting and prices for agricultural products, (e) agricultural inputs, and (f)
technical assistance and research for agyriculLure. 

In January 1966 the government introduced a new economic package.
The above analysis is written in the context of the old policies and needs to 
be adjusted to take account of this. Therefore.. the chapter concludes with an 
analysis of this package as it impacts on rural financial markets. 

Institutional Structure for Credit. and Monetary Policy 

The El Salvadorean nonetary and financial system is regulated by the 
March 25, 1982, Monetary System Law. Under this law there are three 
entities that have control over the system: The Monetary Board, the 
Superintendency of the Financial System and the Central Bank of Reserve. 
The Monetary Board is the policy-making unit. It holds the ultimate 
authority in the system because it is responsible for the governmnent's 
monetary, foreign exchange and financial matters. The Superintendency of 
the Financial System is responsible for enforcing the Monetary Board's 
policies in the Central andBank other financial institutions. The Cent-al 
Bank of Reserve is assigned the role of carrying out the activities under the 
control of the Monetary Board. 

The modern-day monetary system had its beginnings in 1934 when the 
private-sector El Salvadorean Central Bank of Reserve was created. Twenty
seven years latter, in 1961, this Bank was nationalized. It was not until 
1973, that the Monetary Board was formed. On March 15, 1980, when the 
comriercial banks and savings and loan associations were nationalized, and
the eovern:mc-nt obtained maioiitv ote:ship there were major structural 
changes in the firnaricial system. However, with this acton, alt-hough the 
institutional structure for nonetary and credit policy was not altered, it was 
clear that the state was able to e-tert considerable control and discipline 
over the nation's financial system. 
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Monetarv Policy 

There are three main instruments of El Salvadorean money policy: a) 
legal reserve requirements, b) mamnum interest rate structure, and c) 
rediscounts. These policies are intimately related to credit and exchange 
rate policies. 

Reserve Requirements 

The legal minimum reserve requirement on savings time and demand 
deposits serves as the fundamental base to limit monetary expansion. The 
current requirement for both types of deposits is 20 percent. The 
requirement on deposits in foreign currencies is 10 percent These reserve 
reauirements have bee: at this level for a number of years. Clearly, the 
Monetary board has not used this policy to effect changes in the money 
supply. 

Maximum Interest Rate Policy 

Loans. The Monetary Board has established a loan interest rate structure 
that is designed to influence the demand for and, hence, the flow of credit to 
targeted and priority economic activities. The structure is based on two 
classes of loans, A and B. Class A loans are for production purposes and 
these of class B are for commercial and personal uses. Each class is further 
subdivided by the term of the loan: short-, medium- and long-term. There 
may also be sudivisions by type of activity financed; for example, 
preferential intrest rates are established for high priority activities, such as 
basic grains, that have low profitability due to the government's policy of 
maintzining low prices for the consumers of these products. 

The ma)imum interest rate structure policy employs price rationing 
mechanisms to induce credit flows to selected activities by means of lower 
interest rates, e.g. lower borrowing costs. The policy is employed in 
conjunction with the non-price rationing mechanism of establishing upper 
limits or quot.as to the amount of funds available for financing specific types 
of economic activities through the BCR rediscount lines. This policy 
combination is discussed in detail in the following section. 
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Table I-I presents the loan lnterest rat.e structure for the period 1976
1965. Beginning in March 1964, regular short-term class A loans had 
maximum rates of 14 percent. The medium- and long-t-mrm loans were 15 
Lercent. The pieferied class A loans were 1 percent less for each term. 
Class B loans were 16.7 percent for shOrt-term and 17 r.ejcet fo mrediurn
and long-terv Drpoe,. These rates w-r. rese uvely.. 2.5, and 2 points
above the re-gular class A loans and 3.r) and " points above the pieferred 
class . loans. 

Over the seven-year period from 1976 to 1965 there were only two 
changes in the rate structure despite the fact that the annual rate of inflation 
varied between 14.1 and 19.7 percent. It is clear that the Monetary Board 
does not use changes in interest rate structure as an active policy instrument 
to fine tune credit flows. When changes in the structure are made they are 
abrupt and typically remain in effect for long periods. As will be shown 
below, the Monetary Eoard prefers to use the quotas, assigned to the BCR 
rediscount lines as the major credit rationing device. This suggests that the 
interest rate, at the levels established by the Mone tary Board, does not. have 
a lot of rationing Dower. An e>nmnnation of the real interest rates presented
in the table, shows, after taking account, of the imp~act of inflation, that the 
real rates have been auite low and. i., man, cases, slightly negative. The low
 
real rates offer solid evidence that the interest rate does not serve 
as a 
major rationing mechanism indeed, the low rates to acontribute stiong
demand for credit Given that the supply of credit is limited, there is an 
excess demand and the Monetary Board is forced to use non-price rationing 
mechanisms. 

Derposits. The interest rates on deposits have two important dimensions. 

First, their level, relative to other forms of savings and investments, 
influences the amount of deposits held by the financial system. Second, their 
level, relative to loan rates, determines the interest rate spread and, hence,
the profitability of financial internediaries. Therefore, the maximum 
deposit rates influence the behavior of both savers and the financial 
institutions. 

The Monetary Board has established a structure of differential rates. As 
is shown in Table 11-2, deposit interest rates are higher the longer the 
saver s committrment to place the funds on deposit. The objectives of this 
structure are to coernT.sate longer-term savers for the uncertainty
associated vyith future inflation and to compensate the financial institutions 
for the higher costs of administering the shorter-term accounts where there 
are frequent transactions. 



. ..... .. ... .. .... .............. . . .. ....... .. .. : . .................... .. .. . ... .. .. .... .. .. .. .. .: .. .. .. ... ... ... . .. . .......... ...........
 

....... .
. ........... . . . . ........... ............ . ........ .,. . . ............ ,. .. ........ ..... ................... ................... .
 
.......... . ... p . , . . . F0 . ... F .1. . . . . .. ,. . . . .
 ........ I..... . 1............WL.
 . . .n ... r, j . . . . M ... l .......... 

. . . .. . . .. . . . .. . . . . . . .. :. :R . ................ 
. . . . .. . . . . . .. . . . . . . .. . .:. e................... . . . .. . . : 
.. . . .... ! ... .... ... ....... .... ... .... .......... ... .... ....... ... .... ... ...
.e.] . r..~k ss A. . n .i ... .... ... .... ............. 

.r.h .' r .i ............... ........... I....! ........ I......... , ...!........... .... ... .. .... ............. .
i.............. ........ .. .. 


... .... ...i .. ... .. ... i............... ..................... ............... .................... ................... ...................
 
:r fr .d .] .. 6. . ..!. . .. . . . .. !. . .. . . . .. . . .!............... ! . ............... i................... i. ................
 

.. . . .. . ...... . . . . . . . -.Q,..? 1.:} .. . .. . ... I
.Mbeli w~.n.D. ! * .. . .1 .:. .......... .. , ... ....i............. ............... .
 
• J. . i,r. . ... ... . b.. .. ... . !.. .. .. .. .. :. , .! . . . ..t.......... . . . .. , .i.............. ..!.............. M, ..
 

i.... ......... ............... ............... i..................... ............... i.................... i................... i................. .
 
1... . i.B. .. . . . . . . . . . . . . . . . . .. . . . . .i . . . . . .. .!. . .............. ................... ....................
 

.. .. . .......... .....g. ...............
.. .. .. .. .. . ............. ......... ....... . . . . . . ............. , . 1't,3
 
/ n g . . . . . .~ ..: , .i . . . . . . . ..! . . . . .... 4 7. rm . .. .!............... . . . . . , .. i............... 


............. . . . . . . . ... ... ............... Q I . : ...................
.. : . . .. . . . . . . .. ... ....... .... . . ..ter . . . . . . . . . .. 


.q. . .r n.. n. ...... .. .. .. ........ ..- . . .... .. . .. . . .. . .. ... . . . . . . . . . . . . . .. .. . . .. . . .. .. .. . .
. ... . ..x ..... , . . . . ..rg.:bp~r, :14..6 'a :.... . i '1.... 

. , .. . . . ....I~ .....). .: .ni .y.......t.n . ',....h .i .,.. . g .n .e. 9. . ........... . ..................
 
,R.vr~ ,~e rq~jas 1~op; . . . . 1 . : . . . . . . . .M .
.. . .. . : .. . . . I : . . . . Q A : .. . . I.............. ..................
.......... . .................... . ....... 
.. .. . : ............... ......... .......................... 


http:1............WL


T2a*lv. 11-,DQpo~j~ .IPervt. t . trygturq .!r.flhe .'lqa~re.4n FbnfP91 Al S'j pernl lC?7?-2? :
 
.. .. .: ..... .....:..... i.. : .. . !..... .......... ................
. . . .. . ..... .. . ...i
. . .


............. i..
: -1-11-11". ................... ibh i......................... .............. i ..........................
 
............... .e.........
 "9 .. F 1...... ...... ....... ... ....7.r....... .. br-.. ? ........ 90
...... .... .. .. .!.. ..9 .. ..............


. .orn~ . :Reql .... : o.rnnql .l~.~ i.. . l.: l .. :.' ..i...... ......... ...
"'i ::............
 ............... ........... 
 ........ ...: l ...... 
 . . ....... .......
 
.. .~ !............... i...............
..A':~ q ..!: ii....... ............... ............... ............... i............
 
1 n.kO . . ...... ...." '"....: . ...."....:. ... . . . . . . ....: ............... . ...... . . .
 

h•... ..... .. ... .......... .
..... .. ... . ..... . ...... .,. ... .. ..... .,0
...... .. " . .... ...

y ................pp............... ............... ............... ..........Y±- NP* I~ ........oie :r
....'...... ...:.............. ............i........... 9.,
1,.:.......r .....-.Jt ~. .... ..... .......
 
... n.s .. ... ...... :.........9'n": . .....";.".......... .........
 

. ...... .......... . .................
....... ............... ............... 

- .......... .. .. .. ........ .... ................. I...... .. ......... ..
........ .. . . . . . . . . . . . . . '. :. . . . - .
 

.:7. . . . ........ .......... 7 .......
. . . . . ...
 
....~~~.. . l r s.n ....I~ ... . . .. ........ ..
 '. .. 
 :f x . :: .i . . . ........ ....... t.. 
.........-. ....."
. ..... 


.............. ................ ......... ....
. . ........ .......... . . ......... ..
 ........ . ...... ...... .... ........ ...............
. ... .... .. ...:
.60.,hdyc~b~i i~ii... .................. ....... i..... Iiiiiiiiiiiii. ...iiiiii l...........
............. 

..........F.. ........................... ..........
jn . .. ... " ............
. .0 . ................... .......... ....... ,)AA":..........'4..".......... -'_5 
. ........ .: ............. i. . . . ..-,.
.o ...........i .............. . ............ ,.... ...- . .. .


... . 1.. . .i.I. ....... .... . ...........
 

.. . .. . .. .. .
 ...... .. 


.......... ................ . . ..... .: ..... 
. : .. ..........:.............:.. . ........... .......... .'.. ..... ............... .'... .. .................
 
: . .......,I -. ........
::)ih ....... -.... ...... ...........
b',i;..hi~ii~i:R::a; ".....::.ik i......................I I......... i........
.. 


.... 'fl .i q.ri iy .e.r •t n :~ .. . . n...,.. 1".p........... ....... . .
 ,:.,,.........,.....,.:,, :i i~i 1i:ii 7; t....:i,'i...
..... . ,.........................'...:i4;:(.i,hl ; .,,:, . .....
 



13 

Deginning in March 1984, there was a difference of 5 percent betweenthe lowest deposit rate, (7 percent on savings bedeposits that canwithdrawnm without advance notice) and the highest rate, (13 percent ondeposits of one year or more in banks and savings and loan assoritions).Between these two erees are a number of rates tiat vary according tothe length of time the funds are 

spread for the financial institutions was maintained. 

uLaced on deposit.e., as thE terr incrases 
the rate r!ses. 

As is t e case for 
strUCture Of ,Je.os_ rcit1s 
were adjusted parallel 

loan 
l 
,ith 

rates, there were only two changes in the 
I (397g. Wih these changles the deDosit rate,

the loan rates. Therefore the interest rate 

It is st-iking that over the 1978-1985 period the real interest ratespaid on deposits were consistently negative. Undoubtedly, this conditiondoes not stimulate saving in financial institutions. Rather, it wouldencourage invest.nents in other types of assets as well as capital flight. It isvery probable that the Monetary Board followed this policy because of itsprimary interest in keeping low loan interest rates. Therefore, it has beenforced to keeD the deposit rates at. the low levels in order to maintain thereauired spread. The unfortunate outcome is that the interest rates for
deOsits provide little incentive for saving. 

Rediscounts 

The mechanism. The Central bank rediscounts many loans made by theintermediate financial institutions (lC's). Under this arrangement the ICIrequests a rediscount from BCR and presents loan documents as collateral. Ifthe B:.approves the request, it makes a loan to the ICI, in the form of arediscount on the loan documents presented, for the full amount of thecollateral. The ICI assu:res the responsibility for collecting the loan. from the
final borrower and repaying BCR. 

Sources of Funds. Funds for the rediscounts come from external anddomestic sources. External funds are made available through programs offoreign assistance. Domestic sources are from the BCR's own funds. 

Policy nstrments. F:ediscounts are used as instruments for two policies.First, theyn : ,luence the level of money supply in the nation. As BCRrediscounts expand (contract) the money supply increases (decreases)accordingly. Therefore, if the Monetary Board wants to expand (contract)the money supply it can make rediscounts more (less) easy to obtain. This 
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can be accomplished by the price-rationing mechanism of lowering (raising)
the interest rate charged on rediscounts, commonly call the rediscount rate, 
or by the non-price rationing mechanism of making more (less) funds 
available for rediscounting. 

Second, rediscounts are used to selectively direct credit to targeted and
priority economic activities. This is accomplished by specifying the purposes
of the loans that the ICI's may present for rediscounting. This policy
instrument is supplemented by establishing upper limits, or quotas, to the 
amounts of rediscount funds available for each purpose. Moreover, as noted 
above, differential rediscount rates may be employed. Therefore, this policy
instrument may have both price and non-price rationing components. 

Credit Plan. The BCR is responsible for the preparation of a draft credit plan 
to the Monetary Board. This plan is consistent with the government's overall 
economic plan that is also prepared by the BCR. The plan specifies how 
much credit is projected to be needed to finance the different economic 
activities in the coming year. The credit needs are determined by an 
analysis of production costs. On this basis, the amount of financing per unit 
of production is established. The total financing for the product is simply
this amount multiplied by the number of units projected in the plan. Of 
course, these figures are also tempered by the overall economic situation and 
other factors. 

The Monetary Board establishes the final credit plan and assigns credit 
quotas for rediscount lines that are targeted to specific purposes based upon
the perceived need for financing in the plan. These credit quotas and the 
variable loan interest rates are the main instruments that the Board uses to 
effect it's monetary and credit policy. 

Inplementation. Table 11-3 presents the rediscount lines as well as the
rediscount rates and loan rates for each line that were in effect in 1984. The 
lines are grouped in two major classes: these financed by foreign and 
domestic sources of funds. Within each class are a number of lines. Many of 
the lines are directed to a specific activity or class of activities. Examples of 
the former are exports to Central America, other exports, coffee rust control 
and cotton harvesting. Others are directed to a type of institution, such as 
cooperative associations and the Federation of Credit Funds. Furthermore 
there are special lines for refinancing of delinquent loans. 

It is important that most of the rediscount lines are for agricultural 
purposes. This demonstrates the particular importance of this policy for 
directing the flow of credit to this sector. As vill be shown in the following 
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chapters, many of the credit institutions, especially the mixed banks and the
Mortgage Bank obtain a large portion of these funds for lending to the sector 
through rediscounts. 

For each special line, the rediscount rate to the ICI and the interest rate
charged the final borrower are specified. In most cses there is a spread of
2 percent. There is, however, considerable variance in the loan rates,although none can exceed the ma:.imum established by the Monetary Board.
The lowest rates are for priority purposes and/or for the small-sized 
entreprenuers, for example, small businesses and small farmers. 

BCR data on the rediscount lines and terms and conditions of rediscounts 
are not reported in a uniform manner over the 1980-1984 period.
Therefore, it is not po.sible to make explicit comparisons. Nevertheless, the
available data over the five-year period suggest that the rediscount system, 
as described in this section, has been used as a policy instrument during the
whole period but the rediscount policy is becoming increasingly more
specific in terms of number of rediscount lines and differential interest rates. 

Analysis. It is clear that the rediscount policy, which consists of both price
and non-price rationing mechanisms, is used as a major policy instrument todirect credit flows and influence the level of money supply. In particular itis important as an attempt to direct credit to priority activities in agriculture. 

The effects of inflation on the interest rate structure are evident. In
1984, the real interest rates for loans were quite low; some were negative.

Most of the rediscount rates were negative. Low real loan rates provide
implicit income transfers to borrowers, serve as incentives to borrow and
contribute to excess demand for credit. They do not serve as an incentive 
for ICI's, however, since the effect of inflation is to reduce the expected 
returns from the interest rate spread. 

The-rediscount policy undoubtedly has an impact on how credit isdistributed in the nation not only by economic activity but also by type of
institution. This is especially casethe for agriculture since much of the
rediscounting is directed to this sector. It is almost certain, however, that
the system is open to wide-scale fungibility, and, therefore, the net impact of
the funds on the economy is different than planned. Rational borrowers will 
attempt to secure the lowest interest rates DossiblC. Therefore, they will try
to justify their credit for the credit line wlich is associated with the lowest
interest rate, even though they do not use the funds for that purpose, or if
they do, other of their financial resources are freed up that allow the
borrower to undertake an additional activity that would not otherwise have 
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been done, had the cheap credit not been available. Therefore, the net effect
of the lending for the targeted purpose may be considerably less than would 
appear by the amount of funds lent. Following this analysis it should not besurprising that the net effect of the highly-directed credit through therediscount mechanism is not as envisioied in the credit plan. Much of the
rediscount credit may well have its impact on financing other investments 
and consumption. 

Refinancing 

The use of rediscounts for refinancing loans merits seperate discussion
since this has been a major policy of the Monetary Board, especially in the
last five years. There are two purposes of refinancing. 

The first purpose is to refinance past-due or delinquent loans held byICI's. In this context, refinancing may occur wen, for a justifiable cause, a
borrower cannot repay the loan at the scheduled time nor within thecustomary grace period. Rather than place both the borrower and the
lending financial institution in jepordy with a bad debt the isloan
refinanced. Since loan payment must come out of future income the term ofthe refinanced loan is usually several years and, therefore, is long-term. 

The need for this type of refinancing is very justifiable, particularly for
lending to agriculture, where there severalare external variables such asproduct prices, weather conditions, diseases and insect infestations that arebeyond the control of the borrower. When one or more of these conditions 
are present, losses can be expected and the farmer may not be able to repayhis credit. Therefore, refinancing of the loan is a means t,)Dostpone the debt 
repayment and, in the meantime, not destroy his ability to obtain credit for 
the next production cycle.. 

The second purpose of refinancing is to change the debt from a
production loan 
 to a prendario a loan secured by an agricultural product,
while the processing, storage and marketing take place. This is the systemutilized in El Salvador for the traditional export crops. For example, a farmer
will obtain a short-term loan to produce coffee or cotton. After harvest his
product is delivered to the National Coffee Institute (INCAFE) or for theCooperative of Cotton Producers (COPAL) wrehousing until it is sold on theinternational market. In the meantime, the producer must continue
financing his production because he will not receive income to pay off theloan until INCAFE or COPAL sells the product. Rather than continue to carry
the loan as a short-term production loan the practice in El Salvador is that 
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the first (production) credit will be cancelled and refinanced as a Drendario 
loan to cover the processing, warehousing and marketing of the product. No 
new loan money exists. The refinanced loan will be guaranteed by the coffee 
or cotton in storage. The original borrower continues to hold the debt. When
the coffee or cotton are sold and the producer receives his income the
refinanced debt is cancelled. Note, this type of refinanced credit is usually
for a period of less than one year and hence is short term. 

Both of t"pes of refina cn . consist of paper transfers from the
original debt t the refinanced debt. No loan money is created.new Noe,
however, that both loans are considered as seDarate credit transactions and, 
as such, will appear in the records of financial institutions in this form. In
practice, this is a double counting of the amount of credit extended. 

The Monetary Board and the BCR have provided special credit lines forboth t-.,-ns of refinancing. Al though both types of refinancing have been 
employed for many years, refinancing of the bad debts has taken on
particular importance since 1979. The combination of land reform, problems
with Phase I cooperatives, civil strife and terrorism, as well as several years
of unfavorable markets for traditional exurorts have led to high levels ofdelinquency. In hht of these unsettling and external Droble ms the 
government has taken the position of being very liberal in extendingrefinancing for delinquent debt at favorable and preferential interest rates.
Although there economicare good arguments for doing this, much of the
decision has been based on reasons of political and social consciousness. 
Refinancing reduces political instability in the country side. It also has kept

many of the newly formed Phase I cooperative in the reformed sector from

becoming ineligible for more credit. If this had 
 riot been done, the land 
reform program would have been seriously jeopardized. 

Since 1979, the amounts refinanced have soared such that refinanced
debt has become the most important component of the BCR rediscount 
portfolio and as well as of the loan portfolios of most of the lC's. 

Foreign Exchange Rate Policy 

Although not strictly part of monetary policy, exchange rate policy has
important implications for the financial systim. Moreover, it is determined 
by the Monetary Board and carried out by the Central Bank. 

For decades El Salvador had followed a fixed foreign exchange rate policy
wJth a rate of 12.50 per dollar. When there were pressures for a devaluation 
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of the colon, rather than devalue foreign exchange controls were employed.
In the early 1960s such pressures occurred. When the exchange control 
measures w-re itsufficient and a strong black market developed, the 
government adoDted a two-tier exchan.ge rate: the official rate and a parallel
market rate. S:nce then, there has been an implicit devaluation as the 
government gradually reduced the numbers of iMDorts and exports of goods
and services elizible for the official rate and Dassed them to the Darallel rate.
By 195, those tlhat remarried at the official rate were impors of basic foods, 
en-rgy, ~c:nesraw materials and gove:nment debt service and e:.-orts 
of coffee and othner selected Droducts. 

The exchange rate is the conerstone of policy for maintaining external 
stability but also it has irnportant consequences for internal price stability as
it influences the flows of imports and exDorts of goods, services and capital.
Devaluations generally result in inflationary pressures because the prices of 
imDrts rise and put upvard pressures on wages and prices. Anticipated
devaluations result in capital flight. 

Both of the above effects have occurred in El Salvador. Moreover, the 
two-tier exchange rate policy has been damaging to agriculture. The
government's policy of keeping food prices low and, therefore, importing
basic foods at the lower official rate, serves as a disincentive for domestic 
production. Likewise, the policy of selling traditional exports, such as coffee, 
at the lower rate is a disencentive for coffee Droduction. 

Monetary Policy: Summary and Conclusions 

The Monetary Board makes infrequent use of changes in legal reserve
requirements and the interest rate structure as policy instruments to bring
about clhanges in the national money supply or flows of credits. As a result,
since 1970, when inflation has been at historically high levels, the real 
interest rates 'n many loans are at best slightly positive or negative. Deposit
rates are negauve. Therefore, the loan rates are not effective in rationing
credit nor are the deposit rates attractive to savers. The low loan rates 
provde significant income ti-ansfers to borrowers. Indeed, this policy was 
undoubtedly deliberate to try to encourage more investment and productive
activity in the unstable and uncertlin economic environment. The ex-Dected 
consecuen-ices vculd be a st'ong :.:ess demand for credit and less 
mobilization of ..... gs. 

El Salvador has established a monetary policy that relies basically on 
directed credit to targeted and priority objectives. The instruments used are 

http:exchan.ge


20 

the e'.xenslive B5CR rediscount lines and preferential rates of interest. Tile 
purposes for ,,,Pich rediscounts are available, the amount. of funds available 
for rediscountint' and the rates of interest are deterr'.ined by the MonetaryBoard in accordiance with tir an.nua! cedit r,),era!tm and economic 
codjons. 

The crcdit :ann:ing syste:n- u;.ed bv the Monetary Eoard undoubtfdlv is
less efecuve than tanred >ecaue of func-:bility and the ability of
boiro1',ers tL su'.ttute borrved funds for their own funds it can be 
e'M,ected that .:ungibility and credit diversion will occur. The net effect of 
the credit ex?-rieded will not be to finance the activities to the effect that was 
planned. 

The Dreferentia! interest rate policy will not be as effective in rationing
credit to targeted activities as planned because of fungibility. Moreover, the 
fact that most real loan interest rates are negative or only slightly positive
will have imTortant and negative consequences, not only for the financial 
systerr, but also resource use and income distibution. 

With respect, to the financial syster. the low loan interest rates impose
implic!t upper limits to tie rates offered savinson deDoSits. Because the 
deyosit rates are also negaUve they do not stimulate saving. The end results 
are that savers will not want to place muchas of their deposits in the
financial system as they would if real deposit rates were positive and
attractive. Therefore, the financial system is not able to perform as well in 
its role as an intermediary. 

Tle low loan rates contribute to the misallocation of resources for 
several reasons. Low rates encourage an excessive use of financial resources
relative to the opportunity cost of capital. Futhermore, low rates encourage
the use of credit in activities that have low rates of return, even 
consurnption. In this manner, they contribute to the miallocation of 
resources. 

The low interest rates in general and the preferential insterest rates in
particular contribute to income distribution since they involve implicit
income transfers to borrowers. Therefore, those persons that have access to
credit gain relative to thesE' who do not. The size of the loan as well as the
de_,ree of prefere-:ta2 tri-l tent on the inteinst rate also influence the
defi Ac of irn,!icit income -arsier. The-efore it is usually the larger
farmers, who have more access to credit and who receive the largest loans 
who benefit the most from the income transfer. 
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The refinancnQ o delinquent loans has been an important andproblematc element of the Mo-netary Board's policy. Given the difficulttimes and economn: co:diljons it has been ern:lcved liberally to help keepth .............. .. .. --
1elve 1jircula -ly eu,ru ture n .nera, and the 
....:'..c-- therL than ha-ve then becore moribundt,.-..,,t.hey c'::cL nv,: Ic.ans, due to delincuent debt. It is clear that"Iere s... ,-al and sccial considerations as well as economicobje,:uves in tht u-- of this policy. in this regard it has been successful 

....eit. abused, by allovin, refinancing w..hIlenit rieo ni ry. or -amlpe, given low ratesthe loan and highinflation it is economical for a borrower to to atry extLend current loanrather than reDay it and, therefore, when the loan is eventually repaid, thereal value of the retavnment is considerably less than the amount originallyborrowed. If the borrower can get refinancing, he is not penalizedtake out another credit in the next 
and can 

production cycle. This behavior, is 
e:._cer)ted by the preferential interest rates chargedrefinancu'g. F-efinancing has of 

on this class ofbeen particular importance for the newreforrne. sector Phase I cocperatives, which by their very nature could beex--.ected to default on credit as they, go through the processes of learningand consolidation. Nevertheless., as a result of this liberal refinancing policythe financial sysuenm has Inherited a legacy of much debt that probably willnever be recovered. in a real sense the current problems were postponed to 
the future. 

Central Banl: Lending 

The BCR lends money to the financial system by means of regularrediscounts and rediscounts from special lines. In addition it lends directlyto non-banking public-sector entities. Unfortunately, the two types of loansare not disaggregated in Central Bank and,data, therefore, must beconsidered jointly. Although the basic purpose of this report is to e:minerediscounts from the special rediscount lines, it is useful to review the total 
BCR portfolio. 

Sources of Funds. 

In 1984, as shown Tablein 11-4, 80.9 percent of the DCR's loans werefinanced with the ownBank's resources, 4.3 percent thefrom EconomicDevelopment Fund (FDE), a special fund held by thb BCR for specificdevelopment purposes, and 14.9 percent from foreign sources. Over the1960- 1984 period, the nominal amount of funds increased in 1981 over the 
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1980 level and then progressively declined. The increase in 1981 was due
to a major injection of foreivn resources. Meanw.ile, BC's own rescources 
and FDE funds have declined over the wle Period apparently because of 
the at;.ennDt to limit the e>,-sjon of credit as a means of controlling
inilabotn. in reai teim.s the decline was very d-astic. Between 19() and 
19c4 there Vas an average annua) decrease of -12.7 Tercent in total funds
avalable. It is clear that the CR had considerably fewer available funds 
with each successive year. 

.nterreciate Credit.Institutions 

Most of the formal El Salvadorean financial institutions have been
designated intermediate credit institutions (ICIs) and are therefore eligible
to receive Central Bank rediscounts. Institutions that are of mixed 
o..nerzlip or public sector entities are the: mixed commercial banks,
Agricultura] Development Ban: (5FA) Industrial DeveloDment Bank 
(BANAF1), Salvadorean Investment CorDoration (CORSAIN), National Housing
Financiera (FNV), National Agricultural Land Financiera (FINATA),
Salvadorean Firianciera, Small Business Guarantee Trust Fund (FIGAPE),
Salvadorearn Preinvestment Study Fund (FOSEP), Social Fund for Housing 
(.,V),and National Coffee Institute (INCAFE). Private sector institutions arethe: Mortgage Bank, Federation of Credit Funds (FEDECREDITO), Federation of
Salvadorean Credit Unions (FEDECACES), and Salvadorean CooDerative of 
Cotton Producers (COPAL). 

The BCR also makes loans directly to the federal government, local 
governments, decentralized government agencies and state enterprises. 

BCR Loan Portfolio 

At the end of 1984, as shown in Table 11-5, 73 percent of the DCR loan
portfolio was in refinanced loans and the remainder was in new credits 
which include non-refinanced loans carried over from previous years. Over 
the 1980-1984 period refinancing rap'idly increased, both in absolute and
relative terms. In 1980, it accounted for only 27.9 percent of a portfolio that 
was larger in absolute terms. The information for BC. annual flows of loans 
preente-d in Table 11-6 shows how Uis occurred. This table shows that
a.ninual flows increas d each year and the increases were in refinancing.
Howevl er, it is important to note that w en credits are refinanced that there 
is no corresponding increase in funds lent. It is just a BCR paper transfer; 
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the 3p~mer.c j.a- 'm- account is closed and new Daperw,.,or], is entered in
the ref. naiirrr -,:ounz.
 

.. ~i......... -oar
I...- =.,,-,:h., inb~ la,the a::J:,u:t o D _,rbs...ut.ela.nua BCE d:nc. forl.....~-~... ie:Mhi is .,f-,.,. in th year-end B-.CE loan nortfolioDresenieci mb,.,, 11--.lr 4 T e- a'jr .c.' annutal rarte of grovtdh :n rew credits 
was ., - , . ,ecent ,...--eure in real tjerms it wa considerably:rD,.Jre see. 

Terefre, te ,conclusions arE that althu. refinancing has increaseddramatically, over t.he 1,0-lqe ,eriod, it has not been at the exe.- e ofnew lte BCE samzln has not been ieWdinc as much forcredits with eacl,. n ear. C, action has to 
new . The been contract the 

credit suFTply. 

Why did this occur' Ther- areinfla tion ary mesur. . .atj]-, T.. 
several reasons. Firt, as an ti.aor U-i Monetary Board ket don the level cl...disocantsto 1:e-ep th-e 5r',r u:DIV from e:-,-:.. too rapidlv. Second, 1here V.eresoine rnaor new credit funds that nlaced 

0!O.2 ........ r-,r,' eS
in- lo lil e....ns are the*1-. .T I90g ( USAiA j 

p,.ere 
Ac__rarianC 

directl, 
Reform 

in the fi.iancial 
Credit Project,wh~ich was placed w.ith the Agcut.u.ral DevelopTment BanI: and whichdisbursed al.ost million between 198l and 1984, and the 1981 1DBAgricultural Reform Sector Loan that was also placed with that bank andunder Thich almost $36 million were disbursed. 

InstitutionalDistrbution 

As shovm in Table I1-6, in 1984 the combination of mixed banks and theBark..gBank r --- ,ce1d64 rercent of BCRs, annual credit flows, othjerprivate financial institutions 5 percent and rub~lic entities 31 percent. Overthe 19PO-l%.198 .,eriod U-i ...me,.-_,d bar.,Ls and the Mortgage Bank increasedtheir relative share substantially. In 1930 thev, received only 17 percent ofBCR loans. There were three reasons for their grow.Tth. 

First, BCE lending to other private sector institutions declined andlending to the public entities did not 'row as fast. This is shown in Tablell-7. 
Althoug'h the absolute amount of BCE 1e-,d ng for new credits declined overthe !980-l984 period, the mnie:,:d bani and Mort2age banl: combinationre:eived proportionately more of the new loans. 
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Second, one of the reasons that lending to the public entities did not 
grow as fast was because foreign assistance was made directly available to 
those institutions and bypassed BCR. 

Third, the mixed br.ks and Morty:age Bani: combination received a 
disproDortonate share of the refinanced credits. Table 11-8 shows this 
clearly. In 1980 the combination received only 5.6 percent of the total 
relinancng. By 1984, the percentage w-ds 66.5. 

Sectoral Distribution 

In 1984, as shown in Table 11-9, the agricultural sector was the largest
recipient of BCR new credits, with 44.1 percent. Other credits, mostly
financing for the government accounted for 37.8 percent. None of the other 
sectors received more than 9 percent Agriculture's share of BCR credit is 
disproportionately high relative to its share of GDP. Therefore, it is clear that 
BCR is forcing lending to that sector and trying to direct its flow to specific 
purposes. 

It is likely that much of the amount provided by the BCR to the sector 
comes from the need to finance the reformed sector Phase I cooperatives. 
After all, these new clients had to be attended to, they were assigned to all 
of the banks and the banks were expected to extend them credit To make 
the process more palatable, BCR funds were made available, rather than 
forcing the banks to use their own resources. In 1981, the year after the 
reform, both the amount lent to agriculture and its relative share rose 
substantially. 

Refinanced credits are concentrated in agriculture and the non-classified 
category, which mostly consists of loans that are refinanced for only short 
periods of time. As shovm in Table 11-10, in 1984, the agriculture and non
classified refinanced loans accounted for 24.9 and 75.0 percent of all 
refinancing. 

Over the 1980-1984 period the two sectors accounted for virtually all of 
the refinancing, both sectors tended to increase the amount of refinancing,
but the non-classified sector grew more rapidly, especially in 1984. 
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Lending to Agricultural Sector 

Growth ani !ns-tutional Distribution. As shown in Table 1]-11, in 1984 the 
mixed bank and Mortgage Ban" combination received 84.1 percent of the 
total new BCR credit to the sector. Public entities were next with 14.9 
percent. The other private financial institution received only I percent. 

Over the 1980-1984 period, tc.tzl CE lendinc to the sector declined. 
Lending to each class of institution also declined, except public entities. 
Particularly noteworthy is the decline in lending to the other private sector 
institutions. In 1980 they received 24.1 percent of BCR lending to the sector, 
but by 1984 their share was only 1.0 percent. 

Distribution by Activitv. Traditional export crops dominated BCR credit. As 
shown in Table 1]- 12, in 1984, coffee, cotton and sugar cane received 62.8, 
22.4 and 6.0 percent of the total new BCR credits, respectively. Combined 
they accounted for 91.2 percent. Over the 1980-1984 period the pattern 
was virtually the same. 

Refinanced loans were also concentrated in the three traditiona] export 
crops. As reported in Table II-13, in 1934 coffee, sugar cane and cotton 
received refinancings that, respectively, accounted for 58.3, 31.1 and 10.0 
percent of the sector total. Combined, they represented 99.4 percent of the 
refinancings. 

The annual patterns over the 1980-1984 period have varied slighty.
Between 1980 and 1982 cotton and cereals took on much more importance, 
which reflects the bad years for these crops due to weather, terrorism and 
markets. In 1983 and 1984 refinancing for coffee become more important
due to the low prices in the world markets and the increasingly overvalued 
exchange rate. 

Rediscount Lines for Sector 

The BCR has utilized numerous special rediscount lines to support
specific agricultural activies. The si:teen that were in effect for the 
1984/ 1985 agricultural year are reported in Table II-14. With this number 

of lines and the specific uses, it is clear that the BCR is trying to selectively
direct credit to certain purposes in accordance with a national plan. The 
activities eligible for refinancing vary considerably but are centered around 
coffee, cotton, sugar, basic grains and livestock. The reformed sector has 
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special lines for investment and refinancing. The following subsections 
provide an overview of these special lines. 

Source of 'injds. The used its reource ost o lines.uC, o,. cr ,h-"E, The 
e.:,ce:,uonE are tI.- !e:.ncan fun(ds, for :.nedium-- , ,'as for coffee :lant'ng; 
BCIE funds for cofie-:-pst carv PL48 0 lundS to surport long-term

ninvestnent .s n eiorjed sector co3,peaL:v es; and Pi480 funds for 
refinan,-cng_ the unpaid poruon of loans o the coo::,erauves. 

ntermdiar. Credit r...Utions... The in. m, i,, vcredit institutions for 
BCR funds for agriculture have been the nine commercial banks, the 
Mortgage Ban),, the Agricultural Development Bank, FEDECCREDITO, 
FEDECACES, and INCAFE, for coffee financing. According to the BCR 
rediscount regulations, no foreign bank has been allowed to use rediscount 
lines. Some rediscount lines are limited to specific institutions. 

Clientele. Most lines are open to both reformed and non-formed sector 
farmers. Two are lvnited to only the reformed sector. 

Term of Loans Most pioduction loans are short term. Loans for coffee 
planting are to be ren,aid in six years with a three-year grace period. 
Investment credit for cooperatives have terms between six and fifteen years 
with grace periods ranging from one to four years, depending the end use of 
funds. The term for refinancing of unpaid loans for reformed sector 
cooperatives is four years. 

Interest Rates. Most interest rates for annual Droduction credit loans were 
fixed at 13 or 14 percent depending upon the type of borrowers. Small-and 
medium-size farmers are favored with lower interest rates; for example, 
medium-term coffee planting loans have been fixed at 10 percent for large 
farmers and 9 percent for small farmers. Interest rates for cattle fattening 
and beekeeping are 14 percent and those for reformed sector investment 
credit are 10 percent if funds are for purchasing domestic produts 12 
percent for loans to purchase imported goods. Finally, the interest rates for 
loans for refinancing unpaid loans have been fixed at 6 percent. Clearly 
these borrowers are getting a substantial break on interest charges. 

The rediscount rates for ]CI's are usually two percentage points lower 
than the loan rate thus giving the ICI a spread of two percent. In the case of 
investment credit for reformed sector cooperatives for the purchase of 
domestic goods, the DCR has fixed three points. The BCR encourages 
supervision of loans by providing four points of spread when the 
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intermediary credit institutions are able to demonstrate they provide close 
supervision of the loan. 

Si: e of Loans The MBr,,tar, Board in conjunction with B,. fi-' a credit 

auota Der unit of zroducuon for each tve of activity base '. Droduction 
costs. Theref:ore the loan sie is the number of Droducuon units rnultiplied 
by the ciotz. For e-:amile, ir. the case of croD loans, th(- szE- usually has 
den,ended uon the number of nzana ,Ianted. For coffee, the loan size in 

a .ea:. ese on the a~v,<. qu'ntiaes the arnner has deIvered in the,y 

prevIous so D.,,E. lnnetie case of cattle fattening loans, the amounts 
are fixed by the nu-mber of he-ad in the project. There is no limit to loan size 
for credit for investments in the relormned sector. 

The Process. The ICI receives a application from a potential borrower andpresents its to the BCR along with any, special documentation required by the 

specific line. The documentation is basically designed to show that the 
borrower is eligible for a loan to undertake the activity to be financed. For 
eTmple, co'fee growers must show that they have been producing coffee in 
the past few ears. 

A CR financial analyst reviews the application. lf it is in order it is sent 
to the deparument head for approval. Once approved, it is sent to the BC. 
credit committee. Up to this point usually five to fifteen days have passed. 
The credit committee meets twice a week. It can approve loans up to d1 
million. Larger loans must be approved by the BCR board of directors. The 
board meets once each week. This step of the process usually takes eight to 
ten days. 

Once the rediscount is approved, the ICI is notified. Disbursement 
follow. The ICI needs to visit the BCR for each disbursement. 

When the loan reaches maturity the BCR charges the ICI principal and 
interest. If the ICI does not repay the loan, the full amount including 
interest, is taken out of the ICI's legal reserves. Therefore, the BCR runs no 
risk, it is all carried by the ICI. 

The system is desimed for control, it is cumbersome and subject to 
delays. Fortunetely, the BC?. is imvlernenting a new system that gives the 
IC] the power to art,prove the loan directly. This makes a lot of sense 
because it is less costly and reduces delays. 
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Central1. 1. .. unt .:.ir and Conclusions 

This section am:py sho,,s the im:or~ance of ER rediscounts for financing
ag,-iq :, atiid, as such, in:c,: .- credit to thle sector. In the 19,5 /'5
ac:icu.!turai yE- t~hv ,.: "- al r'cl'sount ':reE for the SeCtor. 

. m?!,'e n o, t:). 1:" iend:ri for new credijt was to
a~Icuture It: &f-i'tor ,c' h en redi-counl_ for ;ef:nancng war directed 
TLre,,rd 
 and credit in the 

cu:u~a-"....ire .:.- c 1te Uadtonial e-Doft crops, With 
co leU re .~vt= -:re-¢:1-, of. et t 

The real value of total 3CR rediscounts deciined over the 1 9 80-198l
period. So did the rediscounts directed to agriculture. There appear to be 
two basic reasoris. First, the Monetary Board cut back on rediscounts for 
new credits in an effort to cont-rol inflation and reduce pressures on the
exchanpe rate. Second, other funds were created that substituted for the
need to' incr ease..-d.-c urr..; arriculture. Secifica ythese are the large
loans from US,'ID and 1D1,to BFI' for the reformed sector. The latter is also 
a reason that the mixed bank:s and the Mortgage bank rapidly increased 
their share of CR,.rei;co'Luits. 

An inc:easm- .<rtaori of the declining real value of rediscounts v...e.,re for
refinancing. indeed, the real value of refinancinc increased substantially 
over the period. In 1984, 13 percent went for this purpose. In contrast, in1980, only 27.9 percent went for this purpose. This reflects the increasing
importance of refinancing, esDecially long-term, over the period. It is
important to recognize, however, that the growth of imDortance of
refinancing isanother indicator of the effort by the Monetary Board to cut
back in credit. Refinancing does not create new money since it is just a 
paper transfer between an old and a new debt. As such it does not 
represent new credit, rather it is just a continuation of previous loans. 
Therefore, the increases L, total rediscounts do not accurately reflect the 
true flows of rediscounted credit in the economy and the agricultural sector;
they serve to inflate growth. Furthermore, it is important to recognize that 
refinancing does riot substitute for new rediscounted credit. 

Markletine and Pricing Policies 

The government has a highly structured set of policies to control the 
marketing of the most important agricultural products. This policy is
oriented around two basic principles: control of the marketing channels and 
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direct or indirect control of product prices. The latter is accomplished by 
means of domestic price regulation, multiple exchange rates and taxation. 

Basic Grains 

A government agency, the Supply Regulatory Institute (IRA) is charged
with the responsibility on enforcing the prices of basic grains paid to 
producers and sold to consumers. The prices for these goods are established 
by the Internal Commerce Division of the Ministry of the Economy. 

IRA's mission is to pay support prices to farmers, especially small- and 
medium-sized farmers and reformed sector cooperatives. In this role it 
actually purchases the product. products are toThese then sold ensure 
supplies of basic grains, sugar and milk at reasonable prices. To this end it 
operates consumer stores . IRA is also charged with marketing PL480 food 
imports. 

IRA's policy is to set price.z for producers that exceed the prices the 
product is sold to the consumer. In this way IRA subsidizes the producer at 
a direct cost to the state. In practice IRA does not exert the control over 
prices that is expected. On the producer's side, it does not have the capacity 
to purchase all of the production. Therefore, many farmers are forced to sell 
sell their output at lower prices to other buyers, such as middlemen. While 
this reduces the farmers' profits, in one way this outcome is advantageous to 
the producer because he gets an immediate cash payment whereas there are 
usually delays in getting paid by IRA. 

IRA has set low prices for consumers. As a consequence, stocks in their 
stores are exhausted rapidly and most consumers are forced to pay higher 
prices. 

The same phenomenom has occurred with imported food products, which 
are brought into the country at the considerably overvalued exchange rate. 
The artificially low prices of imported goods have simultaneously led to 
active black markets for consumers and discouraged local production. 

It is clear that the price control mechanisms are not functioning as they 
were planned. The official low consumer prices, the knowledge by farmers 
that they cannot expect to receive the minimum price, and the overvalued 
currency all tend to discourage production. In this regard, they discourage
credit use. Alternatively, if credit use is encouraged by the minimum prices
and farm plans are made accordingly, but then prices received by farmers 
are much lower than expected at the planning stage, the producer may 
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experience losses. This factor may be reflected in the high delinquency 
situation. 

The government is attempting to encourage more production of basic 
grains. Policies employed are special rediscount lines and use of the parallel 
market rate for exports of these products. These measures should stimulate 
production, but the results are often mitigated by the countervailing forces 
of the above described pricing policies. 

Coffee 

The National Coffee Institute (INCAFE) was created in 1980 as a 
government agency with complete monopoly power over foreign and 
domestic sales of coffee. Under this arrangement INCAFE purchases and sells 
all production. When the product is sold and after deductions are made for 
export taxes, processing and INCAFE expenses, the producer is paid. In some 
cases, where INCAFE also lends money for coffee production and processing, 
the loan principle and interest are also deducted. 

There are several major problems with this system, which discourage 
both coffee production and credit use. The first is that the producer must 
refinance his production credit with a prendario and then wait until the 
coffee is sold antil the loan is cancelled. This extends the period of 
indebtedness and adds considerable interest charges. The second is that it 
forces the producer to accept the price obtained by INCAFE. Many producers 
argue that this price is lower than it would be under competitive market 
conditions. 

The coffee producer is also penalized by being forced to sell exports at 
the official exchange rate. With the wide current disparity between the 
official and parallel market rates and even more With the black market rate 
the producer is subject to a large implicit tax, a factor that discourages 
production and credit use. 

Export taxes are another factor that discourage production. El Salvador 
relies on these taxes as a major source of revenue. The problem for the 
producer is that the taxes have been maintained at previously existing levels 
while world prices have not risen enough to compensate for the increase in 
pi oduction costs. 

El Salvador is a member of the International Coffee Agreement. Never
theless El Salvador's dependence on world coffee market conditions. put the 
nation and its coffee producers in a vulnerable position. As market and 
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growing conditions change, growers incomes and the nation's export 
revenues can be expected to change sharply. Indeed, the softening of world 
coffee markets on recent years as well as the above policies, civil strife and 
land reform have all been contributors to the decline in Salvadorean coffee 
production. 

Cotton 

The state does not control cotton marketing; it is the only major export 
crop that is not marketed by a government agency. Cotton is marketed 
through the Cooperative of Cotton Producers -(COPAL), which has a monopoly 
on both foreign and domestic sales. It maintains this monopoly because 
cotton growers are required to get a license from the Ministry of Agriculture 
and Livestock. 

The situation for cotton growers and the implications on the profitability 
of the crop and for credit use are similar to that of coffee. When growers 
deliver their product to COPAL, they have their production credits 
refinanced, which is repaid with interest when the cotton is sold. As with 
coffee, the farmer is extending his indebtedness and paying interest while 
the product is being processed. Therefore, these costs and the burden of the 
debt are shifted from the Cooperative to the borrower. 

The government has treated cotton producers more favorably with 
respect to the exchange rate. Nevertheless, producers are negatively 
impacted. COPAL can exchange the first $15 million exported at the parallel 
rate. Then 50 percent of additional sales are exchanged at the parallel rate. 

As with coffee, Salvadorean cotton is very dependent on the condition of 
world markets. Cotton prices are subject to international market conditions 
and the major declines in prices in recent years reflect a worsening world 
market for producers. To counteract this trend, in 1982, the government 
established a guaranteed price for producers. 

Finally, as with coffee, all of these factors in combination with the effects 
of civil strife and land reform have contributed to a considerable reduction 
in cotton production in El Salvador in recent years. 

Sugar 

In 1980 a government agency, the National Sugar Institute (INAZUCAR), 
was created to have monopoly power over the domestic and foreign sales of 
sugar. 
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INAZUCAR has designed a national distribution plan to distribute sugar
directly from the processing plants to wholesale distributors using
independent carriers. To give added support to producers INAZUCAR has 
established a policy of maintaining the domestic price level higher than that 
on the international market. 

For external sales, El Salvador benefits from access to the United States 
preferential market. This means that El Salvador has a guaranteed market 
and probably receives better prices than are available on the normal 
international market. However,El Salvador also places exports on the world 
market. 

Sugar cane appears to encounter less restrictive factors than coffee and 
cotton. The export quota to United States with preferenti2al prices and 
internal market price levels have been sufficient incentives for production. 

Marketing and Pricing Policies: Summary and Conclusions 

The government has attempted to establish control over the
marketing and pricing of the most important crops produced for export and
domestic use. Their goals have been to maintain price stability for producers
and domestic consumers, and to control the inflow and the use of foreign
exchange earned by exporters. To accomplish this, government institutions 
have been established that excercise monopsony and monopoly powers. 

The government's programs have met with mixed success. The
controls established for domestic products have proven to be insufficient. 
They incorporate subsidies to producers because the government fixes a
minimum price to producers that exceeds the price at which the product is
sold to consumers. A large portion of the producers products are not sold to 
IRA because of the Institute's lack of sufficient budget, after all it is designed
to lose money, and capacity to buy all products. Consequently, many
producers do not receive the minimum prices established by the 
government. Furthermore, there are inconsistencies in policies. The facts 
that the government fixes lower prices for consumers than are paid to 
producers and that imported foodstuffs are purchased at the low official 
exchange rate both serve to keep prices below the minimum prices. Clearly
the policy to maintain producers prices at a minimum level is inadequate.
Because of IRA's inability to buy the production many farmers don't receive 
these prices. Other farmers are *forced to accept lower prices, which are 



44 

brought about in part by the government's policy to import food products at 
the official exchange rate. 

The government programs for exports are more successful as control 
because of the monopoly powers of the exporting institutes. Cotton and 
sugar growers have benefited from better foreign exchange rates and 
artificially supported prices; in the case of cotton government minimum 
prices and in the case of sugar the preferred entry into the U.S. market 
Coffee growers, on the other hand, have been taxed heavily, because of 
coffee exports being subject to the lower official exchange rates. This 
implicit tax has been a major disincentive for coffee production. 

Finally, there is no doubt that such tightly structured programs are 
subject to considerable abuse and lead to evasion. On the first account, 
monopoly buyers can take advantage of sellers by offering them lower 
prices because they have no alternatives. It is almost certain that some 
sellers get more favorable treatment than others. Furthermore, such 
programs create opportunities for bribery and corruption. On the second 
account, it is to be expected that growers will try to sell their products at 
higher prices if they can. In this regard, considerable Salvadorean coffee has 
found its way to Guatemala, where it can be sold at higher prices. 

Agricultural Input Policy 

As means to stimulate output as well as a means to compensate 
producers for low product prices, the government has established 
subsidized prices for many agricultural inputs. As noted above, one of these 
inputs is credit. The government has made special credit lines available to 
the agricultural sector and has consistently maintained low and sometimes 
even negative real interest rates on these loans. 

The government has also given subsidies to imports of fertilizers, seeds and 
other chemicals by permitting these importations at the most favorable 
official exchange rate. Limits are established on the amounts imported 
based upon estimated needs for the next agricultural season. 

The government has established an input distribution system in the 
Agricultural Development Bank through a system of three input supply 
stores. These stores sell a large portion of the nation's inputs and, therefore, 
serve to keep retail prices at the low levels. 
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Technical Assistance and Research 

Many public and private sector organizations provide technical 
assistance to farmers and conduct agricultural research in El Salvador. The 
extent that these activities improve the profitability of farming will enhance 
the profitabililty of using credit. The organizations providing technical 
assistance include the following: 

Public 	Sector
 
MAG: Ministry of Agriculture and Livestock
 

CENTA: National Center of Agricultural Technology 
ISTA: Salvadoran Institute of Agrarian Transformation 
ISIC: Salvadoran Institute of Coffee Research 
CENREN: National Center Of Renewable Resources 
CENDEPESCA: Center of Fishing Development 
CENCAP: National Center of Agricultural Training 
C.D.G.: Center of Livestock Development 
FINATA: National Finance Agency of Agricultural Lands 
Office of Agricultural Defense 
ENA: National School of Agriculture 
D.G.R.P.: Headquarters of Fishing Resources 

BFA: Agricultural Development Bank 

Private Sector 

COPAL: Cooperative of Cotton Producers 
Cattle Raisers Association 
Coffee Producers Association 
Sugar Cane Growers Association 
A.PA.: Agricultural Suppliers Association 
Agro-Tecnia 
Technoserve, Inc. 

This section briefly discusses the activities of some of the above 
organizations, those that provide the most technical assistance to El 
Salvadorean farmers. 
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Public Sector 

Prior to the 1980 agrarian reform the large haciendas did not rely on 
governmental advisory services; most of them had competent management 
and hired advisory assistance when needed. With the reform, the 
government, in particular the Ministry of Agriculture and Livestock (IvAG),
assumed the responsibility for the introduction of virtually all crop and 
livestock science and technology among most farmers. Although serving all 
farmers, MAG gives priority. to the agrarian re'c'rm benieficiaries. As 
indicated above, there are many branches of MAG that, to one degree or 
another, provide technical assistance to farmers; of them CENTA is 
particularly important. 

CENTA. This is the research and extension branch of MAG that provides
assistance to farmers through its sixty-three agricultural extension agencies. 
Its assistance has been basically oriented to specific crops, livestock 
operations, or other specific problems. In the 1982-1983 period it is 
estimated that relatively more assistance was provided to traditional export 
crops (75 percent) than to basic grains (25 percent). CENTA has a staff of 
503 in its extension department, of which 207 are field agronomists. Its 
provision of services to farmers has been limited by its resources, including 
a shortage of vehicles. 

CENTA has given priority to the reform sector. The third evaluation of 
PERA indicated that during 1982- 1983 that agricultural extension staff of 
CENTA served 105 cooperatives or about one-third of all the Phase I 
cooperatives. Assistance was provided primarily on the cultivation of 
cereals, coffee, cotton, and sugar cane, which covered 42,300 hectares, and 
represented approximately 2 0 percent of the area of all of the cooperatives. 

CENDEPESCA. This agency encourages the capture, processing, and marketing
of fish in various ways, including the provision of technical assistance. 
Personnel of CENDEPESCA help organi2e fishing cooperatives; in 1984, for 
example, fifteen artisan cooperatives with some 800 fishermen were 
assisted. CENDEPESCA does not work with any of the Phase I cooperatives. 

I STA. This institution is responsible for the execution of the first phase of 
the agrarian reform and, as such, its main goals are to award affected 
properties to peasant groups and to help them until they become self
managing economically viable enterprises with the active and conscious 
participation of their members. Through four regional offices ISTA provides 
asssistance to all the cooperatives and their some 35,000 members. Its 
assistance consists basically in the provision of consulting services 
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concerning the planning of agricultural work, preparation of creditapplications, training, marketing, the formulation and execution ofproductive and social projects, and social and business organization. ISTAhas emphasized assistance for the production of coffee, cotton, and sugarcane. The cooperatives, with th-e assistance of ISTA technitians develop anannual wor: plan at the beginrning of each crop year. This 'Plan becomes animportant element in the banks' subseauent evaluation of the cooperatives'
credit applications. Another function of ISTA is to provide a loan guaranteeto the banks that provide credit to the coceraTves The guarantee isequivalent to 50 percent of the credit provided by a bank to a cooperative.In determining the amount of its guarantee, ISTA makes use of thepreviously-developed plans and the madmum credit quotas per unit ofoutput that the Monetary Board establishes for each crop. ISTA has notbeen fully successful in its activities due to both internal difficulties and
external circumstances. 

FINATA. This agency works with the Phase III portion of agrarian reform.The activities of FINATA are directed to achieve the legal possession of smallparcels of land by the Phase II] beneficiaries and the improvement in theirsocial and economic well-being. FINATA has an office in each of the fourteendepartments of the country. in addition to facilitating the transfer of landtitles, FINATA has also encouraged a number of organizationstechnical assistance to the Phase III 
to provide

beneficiaries, such CENTA,as whichserved 12,789 beneficiaries in 1984, and OPOR (Office of Small IrrigationWorks), which helped with fifteen irrigation projects. In addition, FINATAhas employed the private firm of Agro-Tecnia to provide assistanceproduction, administration, marketing, finance, 
in 

and accounting to 2,284direct beneficiaries on 4,104 hectares. 

Agricultural Development Bank. BFA, which is a major lender to thebeneficiaries of the agrarian reform, has provided limited amount of farmplanning asistance to some of the Phase I cooperatives it serves. Thisactivity is assisted by consultants made available through the USAIDsupported Agrarian Reform Credit Project. The objective of the farmplanning assistance is to lay the basis for expanding production andproductivity of the Phase I cooperatives, promoting better land use,exploiting full land and other resources, and improving their loan repaymentcapability. BFA has been able to provide only eight cooperatives withcomplete farm planning assistance because it lacked resources to help more
cooperatives. 

In another program, the USAID-supported Agrarian Reform SectorSupport Project, technical assistance is provided to a number of institutions 
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involved in imDlementing avrarian relorm. in 1985, for example, specialists 
have assisted MAG and its dependencies in areas such as policy coordination, 
training of cooperative members, computerization, farm resource uthzation 
and manavement, small scale irrigation systems, and registerng of property. 

Grower- Asciatins. Associations of crowers of particular cros such as 
cotton and co~fee provide some tecimical a.siszance to thefr members in 
addition o .erfomincg other services. For e.:-mple, COPAL, receives and 
gins its memers' cotton and sells it domestically and abroad; provides 
technical and financial services, including the sale of inputs to its members; 
and, in general, encourages the cultivation and industrial use of cotton in El 
Salvador. COPAL's agronomists provide technical assistance to members. 
COPAL, which has a marketing monopoly for cotton in the country, serves 
the traditional and reform sectors. For the 1983-84 crop year, 42 percent of 
the cotton was producted by Phase I cooperatives. 

Technoserv.-Inc.. This is a private, non-profit organization funded by
USAID. Its goal is to improve the economic and social well-being of low
income people in developing countries through the community-based 
enterprise developmnent process. It began working in El Salvador in 1975. 
The agrarian reform created an additional need for its services and its scope
of activities was extended to include assistance to Phase I cooperatives. 
Since October 1982, Technoserve has worked with twenty-four of these 
cooperatives helping them resolve a variety of agricultural, financial, 
organizational, and m-anagement problems. 

InPut SupDliers. Some technical assistance to farmers is also provided by 
sellers of inputs, such as Bayer Quirricas Unidas, Moore Comerical, Quimica 
Integrada, and Servicio T~cnico Agricola Industrial. Sixteen of these firms 
are members of the Agricultural Suppliers Association. 

Technical Assistance- Summary and Conclusions 

Since 1980 there has been a major effort by the Salvadorean 
government, with considerable foreign assistance, especially by USAID, to 
develop technical support programs in agriculture. The large bulk of the 
programs have been directed to the reformed sector, since this group of 
farmers obviously has the greatest and most pressing needs. These needs 
are not only in technical agricultural asssistance but, even more importantly, 
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in management and organization, especially in the Phase I cooperatives. As
would be expected, the programs that have been established have not been
able to meet the needs, indeed they have come far short. This is due to both
the size of the task and the fact that most of the technical support programs 
were new and, consequently, had to build their own organization, recruit
personnel and train them. Nevertheless, a good start has been made, but
much more needs to be done. It is extremely important to recognize the
linkage between these programs and credit worthiness of the reformed 
sector farmers. Therefore, as a complement to credit technical assistance 
should be provided. 

New Economic Measures 

On January 21, 1986, the Salvadorean government announced a long
awaited economic package designed to deal with the irWTeasing economic
problems that the nation had been experiencing in the last several years.
Many argued that the policies should have beer taken much earlier. It was
clear that they had been postponed because "hey would certainly be
politically destablizing. Indeed, in order to mitigate this result it is apparent
that the measures were less harsh than were caled for by the economic 
conditions. 

The measures consisted of several basic components: devaluation of
the col6n; import restrictions; limited tax changes, raises in interest rates,
increases in minimum wages; higher prices for petroleum products; present
or future modifications in prices of basic foods, housing, medical services and
education; and a new pricing policy for producers of coffee. A number of
these will modify some of the above-described policies of this chapter.
These will be addressed below. 

Exchange Rate 

The implicit devaluation that had been occurring in recent months was
formalized when the official exchange rate for all foreign transactions was
raised to ¢5 per U.S. dollar. This exchange rate was double the previous
official rate of 42.50 and was 3.1 percent higher than the previous parallel
market rate of t4.85. The parallel market rate was eliminated. To try tostabilize the new rate, import restricitions were imposed on luxury goods,
including automobiles. 

The more favorable rate will benefit the revenues of exporters
especially those of sugar and cotton. The revenue benefits for coffee 
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producers are limited, however, as will be explained below. On the negative
side, the new rate will raise the costs of imported agricultural inputs,
including fertilizers, other agricultural chemicals, seeds and machinery. This 
will have important ramifications for growers of products that require large 
amounts of imported inputs, such as cotton. 

Interest Rate Structure 

As shown in Tables II-15 and 16 the loan and deposit rates were 
raised. Interest rates on the class A preferred loans were raised 2 
percentage points to 15 or 16 percent and class A regular loans were raised
3 percentage points to 17 or 18 percent. Class B loans were raised, 3.5 or 3 
percentage points to 20 or 2 1 percent. It is noteworthy that only the new 
rates of class B loans exceed the 1985 rate of inflation. Therefore, the 
structure basically consists of negative real rates. Clearly, the new rates are
lower than the opportunity cost of capital. The adjustment probably should 
have been greater in order to avoid the problems of distortions in the 
economy that result from negatively and low-priced credit 

On the deposit side, rates for regular savings accounts were not 
increased. Clearly, there is no interest to attempt to increase this type of
savings. Time deposit rates were raised from 2 to 2.5 percentages points to 
11.5 up to 15.5 percent depending on the length of time. The policy is
designed to encourage this type of deposit Nevertheless, none of the rates 
will be positive if the 1985 rate inflation continues. This also suggests the 
interest rate structure is too low. 

Coffee
 

Coffee revenues for producers are to be pegged to the world price.
The basic relationship is that producers will receive T400 for 500 pounds of
central standard grade coffee if the world price, FOB, is $200. This is an
implicit exchange rate of C2 per dollar for the growers. If the world price for 
coffee exceeds $200 then the producers will receive the additional revenues,
but in the form of two-year Central Bank bonds that pay 5.5 percent annual 
interest This policy neutralizes the growers' access to additional foreign
exchange. These bonds may be used to cancel delinquent coffee debts with 
banks. If the world price is less than $200, theii the growers must absorb 
the difference between the price at which coffee is sold and $200. There is 
an additional policy, if coffee growers' profits are judged to be 
extraordinarily high they are subject to an excess profits tax 
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The new coffee policy clearly is disadvantegeous to coffee growers.
The low implicit exchange rate and excess profits tax, combined with the 
rising costs of inputs means that coffee growers will continue to have their 
profit margins squeezed. 

Basic Food Prices 

Prices of basic foods, except butter and vegetable oil, were not raised 
in the near future. There are plans, however, to raise these prices later in
1966. Nevertheless, the low current prices and what undoubtedly will low 
future prices will continue to serve as brakes on increasing incentives for 
basic food production. 

Costs of Production for Agricultural Products 

Several of the measures directly contribute to raising the costs of 
producing agricultural products. One factor will be the above-mentioned rise 
in loan interest rates. Another is the increased in minimum wages in 
agricultural activities. For emmple, wages for male adult workers were 
raised 74 percent from a5.20 to 8.OO per day. Prices of petroleum products 
were also elevated. The cost of regular gasoline was hiked 42 percent per
gallon, and that of diesel fuel went up 63 percent. Finally, the devaluation of 
the colon will increase the costs of imported inputs, such as fertilizer, other 
chemicals and machinery. 

Summary and Conclusions 

The new economic package does not bode well for much of agriculture.
Production costs are sure to rise. Revenues per unit of product for exporters
will rise due to the devaluation. Sugar cane and cotton growers will benefit 
on this account. Coffee producers, on the other hand, will be harmed. These 
appear to be few incentives to increase the output of basic grains and other 
foodstuffs because of the government's desire to keep these prices low for 
reasons of controlling inflation and maintaining political stability. 

The modifications in the interest rate structure are in the right
direction. However, they appear to be insufficient unless the rate of inflation 
declines sharply. If inflation continues at the pace of 1985 most real loan 
rates and all real deposit rates will be negative. 
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III - FOREIGN ASSISSANCE- FO AGRICULTURAL CREDIT 

Introduction 

Since 1979, El Salvador has been the recipient of nearly $1 billion in 
foreign assistance commitments for development. This chapter describes 
this foreign assistance and the extent to which it was directed to agriculture
and agricultural credit. This is followed by a brief overview of the foreign 
assistance for agricultura-l credit -and how it relates to assistance for the 
agricultural sector. The chapter is designed to show the role that foreign
assistance for agricultural credit has played and to provide background fora 
the references to foreign assistance programs that appear in later chapters. 

Foreign Assistance 

From 190 to 1954 commitments of $ 983 million were made to El 
Salvador by the United States Agency for International Development 
(USAID), the Interamerican Development Bank (IDB), the Central American 
Bank for Economic Integration (CBEI), and the World Bank. As shown in 
Table III-1, of the total, 30 percent was directed to agriculture and 18 
percent to agricultural credit. Of the commitments to the agricultural sector, 
agricultural credit accounted for 6 1 percent. When measuring assistance on 
a disbursement basis, the shares are similar. 

USAID was by far the largest provider of foreign assistance over the 
1980- 1984 period; its commitments of $617 million represented 63 percent 

of the total. Were PL480 funded programs included the sum would be even 
higher. 

IDB was next with $280 million or 28 percent, followed by CBEI with $69 
million or 7 percent. The World Bank did not lend to El Salvador luntil 1984. 
It's commitments of $17 million in that year represent less than I percent of 
the five-year total. 

Lending to the agricultural sector was concentrated in IDB and USAID, 
which lent 51 and 46 percent of the total respectively. The remainder was 
provided by CBEI; the World Bank did not have agricultural projects. 

In relative terms, IDB concentrated its assistance in agriculture and 
agricultural credit more than did the other two donors; 53 percent of IDB's 
total lending commitments were directed to agriculture and 37 percent to 
agricultural credit. USAID committed 22 percent of its 1980-1984 assistance 
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to agriculture and 12 percent to agricultural credit. The CBEI directed only
15 percent of its assistance to agriculture and none to agricultural credit. 
The following sections discuss assistance to El Salvador by USAID and IDB.
The total commitments for agricultural credit were $178 million of which 
$75.6 was from USAID and $102.4 from IDB. 

United States Agencv for International Develornent 

USAID's agricultural projects consisted of the following: Small-farm 
Irrigation Systems, $ 2.30 million committed; Small-producer Development,
$9.75; Agrarian Reform Organization, $11.75; Agrarian Reform Sector
Support, $34.90; and Agrarian Reform Credit, $75.63. All of USAID's 
assistance for agricultural credit was contained in the Agrarian Reform
Credit project, which demonstrates the Agency's commitment to assisting the 
reformed sector. The large credit project accounted for 63 percent of all
USAID commitments to agriculture. Another indicator of the Agency's 
support of the reformed sector is the fact that most of the rest of their 
support was directed to the Agrarian Reform Organization and the Agrarian
Reform Support projects. Clearly, these projects and the credit project are 
complementary. 

Reformed Sector: Non-credit Projects 

Through the Agrarian Reform Organization project and its successor, the 
Agrarian toReform Support project, USAID has provided and continues 
provide substantial assistance to the Ministry of Agriculture and Livestock 
(MAG) and its agency, the Salvadoran Institute of Agrarian Transformation
(ISTA). At the beginning of the agrarian reform, this assistance emphasized
the preparation of standardized systems for the development of the Phase I
cooperatives as business enterprises and the training of cooperative
members. Efforts have been madE to accelerate the land transfer process for
Phase I and III beneficiaries and to improve the ability of the government to 
provide resources and services to these beneficiaries. 

In order to increase the managerial capacity of the cooperatives, project
funds were made available on an annually declining basis (first year, 75 
percent; second, 50 percent; and third; 25 percent) to help pay the salaries of 
the managers and accountants of participating cooperatives. Assistance has
also been provided to a number of MAG's dependencies in areas such as 
policy coordination, training, computerization, farm resource utlization and 
management, small-scale irrigation systems, and registration of property. 
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The complementarity of these projects with credit is obvious. Efficient land 
utilization and good farm and cooperative management by the agrarian
reform beneficiaries would enhance their credit worthiness, enable them to 
use borrowed funds more effectively, and increase their ability repayto 

their loans.
 

Although the Agrarian Reform Organization/Support projects and the
Agrarian Reform Credit project were interded to help the same beneficiaries,
the former and the latter were not closely linked or coordinated. For
example, a cooperative could receive an USAID-financed loan from the
Agricultural Development Bank but not be required to overcome its 
management, technical or structural weaknesses by taLing advantage of 
MAG services, which may have had financing by the USAID-funded 
Agrarian Reform Support project. 

Agrarian Reform Credit Project 

At the outset of the agrarian reform in 1980 it was recognized that
adequate, tirmely, and effective credit was critical to the achievement of the 
reform's objectives. In order to supplement the credit resources for the 
agrarian 1eform program, USAID initiated the Agrarian Reform Credit project
in 1980. The goal of the project was to maintain agricultural production and
earnings in the reformed sector, by increasing credit to the sector and 
increasing the capacity of the banking system provide such credit.to 
Through this project, USAID has provided financial and technical assistance 
to the Agricultural Development bank (BFA). The resources of the project 
were channeled through the BFA because: (a) it is the chosen vehicle of the
El Salvadorean government for providing credit to the reformed sector and 
has played a major role in financing Phase I cooperatives; (b) it is the most 
important institution providing credit to the agricultural sector in general
and to the reform sector in particular; and (c) it has the largest network of 
branches in the countryside. 

In 1980 USAID committed $10 million to this project. In the ensuing 
years, through 1985, a series of nine amendments have raised, the 
commitment to $85.8 million and extended the completion date until 1987. 
Of the total, $81.5 million were loan funds and the balance USAID's grants. 

USAID disbursements for this project amounted to $68.1 million between 
1980 and 1954. Of the amount disbursed $45.0 mllion, 66.1 percent, went 

to the Phase I cooperatives, $10.9 million, 10.9 percent to the Phase III 
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beneficiaries, and $12.3 million, 18.0 percent to the traditional small 
farmers. 

In the design of the Agrarian R$eform Credit project it was recognized that
investment credit resources were not being made available to Phase Icooperatives by comrerical banks. To facilitate these banks lending to the 
coceratves for investment purToses an Investment Credit Rediscount Line
(gAR) w,as d i.....tat n the Central Lani: using the governments' Agrarian
Reform Credit project counterpart funds acquired Irom PL 480. 

The Agrarian Reform Credit project has been a qualified success in terms 
of the attainment of its basic objectives. Its contribution to the flow of credit 
to the reformed sector is beyond question. Yet the repayment problem has
mitigated these results, without substantial reflows th,6 ability of the BAF to
provide new credits is limited. The financial and technical assistance to the
BFA channeled through this project led to some improvement in the financial
viability and institutional capability of the DFA. However, for reasons that 
culd not be fully anticipated at the time of the design of the project, such 
as the disturbed conditions prevailing in the country and the lack of
continuity in DFA leadership, these accomplishments have fallen
considerably short of e,7yectations, particularly in terms of the strengthening
of the institutional capability of the BFA. Major improvements are still 
needed in the areas of financial management, cost control, accounting and 
data processing, loan processing, loan supervision, and loan recovery. 

Inter-American Development Bank 

From 1980 to 1984, as indicated in Table Ill-l, IDB approved $ 149.2
million and disbursed $77.9 million to El Salvador for agricultural purposes.
Commitments were made by 1DB to fund seven agricultural projects:
Community Development in the Northeast Program loan(IDB number
561/SF); Livestock Development and Animal Sanitation Program (349/OC);
Marketing of Inputs and Agricultural Products (676/SF); Development of
Agricultural Research and Extension (705/SF); Agricultural and
Agroindustrial Credits for Small Producers (605/SF); Comprehensive Credit 
to the Agricultural Reformed Sector (642/SF and 124/TF); and Third Stage of
the Comprehensive Program of Agricultural Credit (480/OC and 481/OC).
The last three are agricultural credit projects, in which the IDB funds were 
made available to the Agricultural Development bank. 
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Agricultural and Agroindustrial Credits for Small Producers 

The BFA borrowed $ 16.5 million from 1DB for the Agricultural and
Agroindustrial Credits for Small Producers project. The loan tool: effect on 
September 11, 1980. The purpose of the project w-,ras to finance the 
production of basic grains, vegetables., livestock, and agroinduqtrial Products. 
The principal objectve was to raise the productivity of small rodlucers by
financing teclhnical input, livestock. and nacirinery, equipment and plants
for fishing and agroindustry. The final disb.rseme:t for this loan as made 
in September 1985. 

Comprehensive Credit to the Agricultural Reformed Sector 

The Comprehensive Credit to the Agricultural Reformed Sector project
consisted of a loan to the DFA that tool, effect on January 15, 1981. A total
of $ 45.4 million was approved by IDB of which $ 36.39 million, or 80 
percent, had been disbursed through September 1985. The loan was made 
for forty years with a ten-year grace period on the payment of interest. The 
annual rate of interest is Ipercent during the grace period and 2 percent
thereafter. The loan, which began less than year aftera the start of the 
agrarian reform, was specilically intended for the financing of technical 
inputs, machinery and equipment, and other fixed assets of the Phase I 
cooperatives. The project's objective is to support the transformation of the 
agricultural land tenure system and to better the distribution of income in 
order to improve the welfare of peasant families. The final disbursement of 
this loan was scheduled for January 1986. 

Third Stage of the Comprehensive Program of Agricultural Credit 

The Third Stage of the Comprehensive Program of Agricultural Credit
project ;%Tas approved on August 16, 1964. Under this project IDB has lent 
$40.5 million to the BFA of which $ 3.86 million, or 10 percent, had been
disbursed as of September 1985. The annual interest rate is 9.5 percent on 
$11.4 million of principal and 4.5 percent on $ 2 9. 1 million. The term of the 
loan is twenty years with a five-year grace period on the payment of 
interest. BFA uses this loan to finance small farmers, including Phase III
beneficiaries. The program has the objective of recovering and increasing
the levels of production and productivity of agricultural lands in the 
traditional sector by means of taking advantage of ejsting productive 
capacity. 
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For the Agricultural and Agroindustrial Credits for.the Small Producers 
loan and the loan for the Third Stage of the Comprehensive Program of 
Agricultural Credit the BFA was both the borrowing and imriplem enting 
institution. Disbursement.s of these two 1DB loans are reflected in FAs 
.oreigrn obhgalticn.. ..whih totalled 7 nmillion as of Djecember 31, 1984. On 
the Ohher !hand, for th-le Cornprehensive Credit to the Aricultural Rzeform 
Se:tor loan. T :c,-ermnnt .vas; the borrowing institution and the BFA the 
LmD--- entang, Ellc.-D:burs-m-,:n of this loan are iiifted netIn tMe 
wort o1 the 5FA. As of December 31, 104, . 67 million or lb percent of 
the BFA's net worth v.as attributable to IDB loans. 

Surmmarv and Conclusions 

Since 1%80,some 18 percent of total foreign assistance and 61 percent of 

the foreigni assistance directed to the agricultural sector has been for 
agricultural credit. The $176 million for credit has come from two sources, 
USAID ($75.6 million) and IDD ($102.4 million). Moreover, all of the credit 
was channeled through BFA and vrms directed to Phase I and Phase III 
reformed sector beneficiaries and, to a much lesser extent, to other small 
farmers. Not included in these figures are the rediscount lines at. the Central 
Bank provided by USAID. PL480 assistance was used to establish 
rediscount lines for investment and refinancing of reformed sector 
cooperatives. In 1985, USAID Economic Support Fund monies were used to 
refinance credits in the private sector, including some coffee loans. 

It is clear that foreign assistance has played a major role in financing the 
reformed sector during its formative years. A substantial amount of the 
credit flowing to the land reform beneficiaries came from funds made 
available by foreign assistance. If this assistance had not been forthcoming, 
it is almost certain that the sector would have received much less credit, 
rural political instability would have been much higher, and the land 
reform program would have been less successful. The credit projects were 
designed to be complemented by other foreign assistance programs to 
develop Phase I cooperatives into more variable economic units. 

Nevertheless, the credit projects have had problems. The most severe 
has been the high levels of delinquency, which is symptomatic of the 
inherant problems in the new reformed sector and other economic 
conditions. Perhaps given the nature of land reform, high delinquency rates 
should not be surprising. However, they do have important implications for 
the BFA because the lack of reflows seriously and negatively impacts on the 
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continued abilit.y of that institution to provide adequate credit services to 
the reformed sector. The delinquency problem has been consideranly 
masked over by the extensive refinancing of past-due loans. Therefore, the 
delinquency rates reported by the institution considerably understate the 
true e::nt of the roblern. 

The compleMIe*tary, 1rojectF to assist. thl- Phase 1 coo.erative w',%h bet.er 
rana;aenent, organi2aUon and tehnical assistance have not Droven as 
successful as ws planned. Considerable work needs to be done on this 

ect Of tUie 1.1:4o'ned sect, dEvelo! ennnt. Success here should greatly 
reduce delinquency by increasing credit worthiness. 

Th.ig -for 

-


The foreign assistance credit programs have had important benefits for 
BFA. Apart from increasing the Bank's supply of loanable uitds, the bank 
has received considerable technical assistance and capital goods to enhance 
its work with the reformed sector as well as to improve its overall efficiency 
in general. Progress on the latter has been limited and much more remains 
to be done. 

Foreign assistance has greatly enhanced BFA's financial position, in spite 
of the delinquency problems. The reason is that under most of the projects 
USAIr: and IDB lent the money to the El Salvadorean government, which, in 
turn, transferred the funds to BFA as a contribution to its capital with no 
interest charges. The net result was a sharp increase in the Banks net 
worth since 1980. As of December 31, 1984, $61 million (41 percent) and 
$27 million (27 percent) of EFA's $149 million in net worth came from 
USAID and DB, respectively. 
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IV. OVERVIEW OF RURAL FINANCIAL MARKETS IN EL SALVADOR 

Introduction 

This chapter provides a broad overview or panorama of El Salvadorean 
rural financial ma:',ets. The Durpose Is to build uDon the Drevious two 
charters and corinue to proCvide t!Ie settino or framework for the detailed 
amscusson In the folloing. ,flatLers abOut each class of financial nstituuon 
in both the formal and inkfrmal markets. 

El Salvadorean rural financial markets have had a credit bias, i.e., most 
instituuonZ have been structured to be providers of credit and not 
mobilizers of savings, and, as such, are not providing financial intermediation 
services inrural areas. The two major exceptions are the mixed-commercial 
banks and the Mortgace Bank; both of these institutions have active savingrs 
windows, but both are predominately urban oriented. 

After land reform in 1980, the rural financial market gained a new 
dimension with the addition of the reformed sector that encompasses two 
classes of clients, the Phase I cooperatives and Phase III small-farmer 
beneficiaries. Since that time, a number of government and foreign 
assistance programs have been designed to target lending to the reformed 
sector. 

In addition, since 1980,another new dimension has appeared. For a 
number of valid reasons- -social conflict, terrorism, unfavorable prices in 
export markets and land reform-- the amount of delinquency has risen. As 
noted in the previous chapter, the government has coped with the problem
by liberal long-term refinancing of many delinquent loans. This, in 
combination with the normal short-term refinancing for the processing and 
sale of traditional exports, has come to dominate credit in the agricultural 
sector.
 

This chapter isorganized as follows: (a) a brief discussion of the financial 
institutions; (b) a picture of the relative importance of agricultural lending 
by these institutions; (c) an overview of the activities financed; (d) a 
presentation of the delinquency and refinancing problem; (e) a discussion of 
the clientele; (f) an overview of the savings mobilization activities and (g) a 
discussion of the importance of agricultural credit to sector output. 
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Institutional Structure 

El Salvadorean rural financial markets can be subdivided into two parts:
formal and informal markets. 

Formal Market 

There are seven classes of formal-market institutions that are active
in rural areas and/or financing agriculture. 

Central Bank of Reserve (BCR). As noted in Chapter II, the BCR plays 
an important role in implementing the policies of the Monetary
Board. Of particular importance for the agricultural sector are the BCR
rediscount lines 
institutions for 
institutions. 

that are 
credit for 

available 
selected 

to intermediate financial 
purposes and/or certain 

Agricultural Development Bank (BFA). The BFA is the government
development bank for agriculture. It extends credit, often on very
favorable terms, to the sector through its twenty-six offices 
throughout the republic. It has the authority to receive savings, time
and demand deposits. The BFA is the principal recipient of foreign
assistance for the sector. 

Mortgage Bank. The Mortgage Bank is structured as a commercial
bank but with the specific and unique capability of raising capital by
the sale of long-term mortgage certificates. It is entirely owned by
the private sector. Its operations include all manner of commercial 
banking activities. 

Mixed-commercial banks. wereThere are nine of mixed banks. All 
formerly privately owned, but were nationalized in 1980. Since then
the government holds at least 51 percent of the stock in each bank,
and, therefore, has direct control over these institutions. These banks 
undertake the typical activities of commercial banks. 

Federation of El Salvadorean Credit Unions ( FEDECACES ) FEDECACES 
is a federation of forty-four credit unions nationwide, fifteen of 
which are located in rural areas. FEDECACES has the status of an ICI 
and, therefore, is eligible for DCR rediscounts. It receives limited
funds from this source. Most of its funds come from foreign
assistance and its affiliates' paid-in capital. With these funds it 
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makes loans to credit unions, which, in turn, onlend to their 
members. Although FEDECACES does not receive voluntary savings it 
receives forced savings from the member credit unions by means of 
paid-in capital and monthly dues. 

Federation of Credit Funds (FEDECCREDITO). FEDECCREDITO is an 
autonomous public sector institution. It is the umbrella organization 
for forty-two gajas located across the nation. FEDECCREDITO is an 
ICI, and receives financing from the BCR and foreign assistance. 
These funds are onlent to the caj s which lend them to their 
members. FEDECCEDITO and the cajas are authorized to receive 
demand and savings deposits, but do not undertake these activities. 
Small amounts of capital are mobilized throth membership dues. 

National Coffee Institute (INCAFE ) INCAFE is a government entity
endowed with monopoly powers to market coffee in foreign markets. 
It also extends credit for all aspects of coffee production, but 
especially growing and processing. It does not undertake savings 
activities. 

Informal Market 

The informal credit market is active in rural El Salvador. Three types of 
lenders were identified: moneylenders, middlemen and input suppliers.
Moneylenders and middlemen play the most important role in financing
agricultural production for numerous small farmers. In the case of 
middlemen, credit is usually tied to marketing. Input suppliers extend 
credit for very short periods of time but are much less important lenders. 

Unfortunately there is no good data on the extent of informal lending
activity nation wide. Therefore, they are not included in the overview. The 
reader is referred to chapter XI for a discussion of their activities. 
Nevertheless it appears, that the informal market lenders are numerous and 
that they make many small loans. Although they do not lend the volumes 
of funds that are provided by the formal market they play an important role 
in making credit available to many small farmers that would not otherwise 
be able to obtain credit from most formal-market institutions. Their credit 
delivery systems are very simple and efficient. Although borrowers pay an 
interest rate that is higher than the bank rates, it is very economical for 
farmers to borrow small amounts of credit because of the low borrower 
transaction costs. 
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Agricultural Lending and Distribution by Institution 

Growth of Lending 

The annual agricultural credit flows (as measured by contracted credit)
and the year-end portfolios are presented Inin Table IV-l. 1984, for all 
lenders, ¢ 1.8 billion was contracted and C1.5 billion was in the year-end
por-olio. Since 1980 both of these figures have increased steadily when 
measured in nominal terms. The average annual increases were 12.2 and
10.8 percent This is particularly the case for the BFA. When measured in 
real terms, however, the growth rates were negative, -0.6 and - 1.8 for flows 
and portfolio, respectively. 

These figures overstate the size of lending for two reasons. First,
because all contracted credit is not disbursed. Second, the above figures
include refinanced loans in the agricultural sector, which accounted for the
largest increases in lending to tho secur each year. If the refinanced loans 
were eliminated then both the nominal and real growths would be negative.
The conclusion is that the agricultural sector is receiving considerably less
credit for new loans in 1984 than it was receiving ii, 1980. Furthermore, the
growth in the system is due to the sharp increases in refinancing. 

Institutional Distribution of Credit 

In 1984 the nixed-commercial banking systcem was the largest class of
lender with 47.6 and 43.1 percent of the annual flow and year-end portfolio
respectively. However, no one single mixed bank was as large a lender as
the Mortgage Bank ( 22.9 and 23.9 percent) nor BFA (19.1 and 24.2 percent).
FEDECACES and FEDECCREDITO had relatively very small volumes of loans. 
INCAFE was intermediate in size with 9.1 and 4.8 percent of the annual flows 
and portfolio, respectively. 

Between 1980 and 1984 the institutional pattern changed somewhat. 
INCAFE's lending declined as it began to withdraw from financing coffee 
production. Therefore, its relative importance went down considerably from
the level it commanded in 1980. FEDECCREDITO experienced both absolute 
and relative declines. The mixed banks became much more active in lending
to the sector and their share of credit increased considerably. The Mortgage
Bank and BFA increased their lending, in nominal teims but because of the 
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strong growth of the mixed banks thcir shares fell. FEDECACES increased its
lending but still maintained less than 1.0 percent of the flows and portfolio. 

Inflation took its toll in the real size of the loan portfolios and credit 
flows. Whereas all institutions except FEDECCREDITO and INCAFE
experienced increasing rates in the nominal flows of credit over the period,
the mixed banks were the only ones to show a real increase. The conclusion 
is clear, in 1984 the real values lent by all institutions except the mixed 
banks were less than in 1980. Similar results were found for the year-end
portfolio; the institutions' assets are being eroded away by inflation. If the 
refinanced portion of the loans were eliminated the declines would be 
considerably more severe. 

Activities Financed 

Most lending to the agricultural sector is for production credit of less than 
one year. These loans are tied to the agricultural cycle. A much smaller 
amount is lent for medium- and long-term investments. 

Data for the end-of-year portfolio figures are used. They undoubtedly
understate the importance of the activities since they do not capture loans 
made during the year but that are not on the books at the end of the year.
Nevertheless, the portfolio figures serve as a good proxy to show the relative 
importance of the purpose of the loans. 

In 1984, as shown in Table IV-2, coffee, cotton and other crops
(vegetables, fruits, sesame and cardamon) accounted for 24.7, 11.6 and 16.4 
percent respectively. The wasmost important purpose refinanced loans 
with 28.2 percent of the total. Were the refinanced loans eliminated, the 
relative importance of the others would increase substantially. Examination 
of the refinanced portfolio held by the financial institutions shows that 
refinanced loans are concentrated in the traditional export crops. A 
considerable amount represents short-term refinancing associated with the 
processing and marketing of the products. A large and increasingly large
portion is the long-term refinancing of delinquent loans. 

There have been changes in the patterns of activities financed over the 
1980-1984 period. The traditional export crops of coffee and cotton have 
always been the largest recipients of credit, but both have declined in 
importance, especially cotton. The declines in the basic grains of corn, beans 
and rice are very noticeble. In contrast, there have been sharp increases,
beginning mostly in 1983 in lending for livestock, poultry, fisheries and the 
other crops category. This reflects some diversification in the economy as 
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well as unfavorable impacts of civil strife and market conditions on 
traditional exports. 

The real values show the drastic impact of inflation on credit. The only
activities that register a positive real growth rate between 1980 and 1984 
are the other crops category, livestock, poultry, fisheries and beekeeping. In 
other words, all of the other activities experienced a decline in the real 
amounts of the year-end portfolio. 

Delinquency 

Delinquency has been a major problem in the financial system since 
1979. A number of factors are responsible, unfortunately many of them 

occurred simultaneously, compounding the problem. Civil strife and 
terrorism contributed significantly as production and living patterns were 
upset in the contryside and fields were burned. Low world market prices
for cotton and coffee reduced profitibility. Land reform and the formation of 
cooperatives were others. 

In 1984 the following delinquency rates were reported for all loans. The 
rates for agricultural sector credit were typically higher. 24.1 percent for 
BFA, 29.0 percent INCAFE, 26.1 percent FEDECACES, 35.0 percent for 
FEDECCREDITO and 20.0 percent for the Mortgage Bank. The mixed banks 
apparently fared better, information for six of the nine banks showed an 
average rate of 10.6 percent. 

These figures understate the problem. The large amount of long-term
refinancing has reduced delinquency considerably. It is probable, however, 
that much of the refinanced loans will not be recovered. In this sense the 
delinquency problem has been postponed; its impact will be felt by the 
financial institutions in the future. 

Relative Importance of Agricultural Lending in Institutions 

The agricultural sector is a major recipient of loans made by the financial 
institutions that are operating in the sector. In 1984, as shown in Table IV-3 
100 percent of INCAFE's contracted credit went for agricultural purposes.

The percentages for the other institutions were BFA, 81.4; FEDECACES, 66.1; 
Mortgage bank, 38.7; mixed banks, 23.1; and FEDECCREDITO, 20.3. 
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The figures for the 1980-1984 period show clear trends. With the
exception of the mixed banks and FEDECACES, the annual credit flows for
agriculture have grown at a lesser rate than the total flows for all credit in
the institutions. Particularly noteworthy is relative inthe decline
agricultural lending DFAby and the strong growth in non-agricultural
lending by the Mortgage Bank. Finally, when measured realin terms, allinstitutions except the mixed banks experienced real declines in contracted 
credit over the period. 

Clientele 

Traditionaily, El Salvadorean banks have concentrated their lending with
credit to medium - and large-size farmers. The Mortgage Bank and the
mixed banks dealt almost exclusively with this class of clientele. The BFA
lent to this class of farmer through its banking division but also did
considerable lending to smaller farmers in its development division. The
clientele of FEDECACES and FEDECCREDITO in this agricultural loans aremostly small- or medium-sized farmers. Consequently the size of loansreceived by these persons is quite small compared to loans made by banks. 

After the agrarian reform the situation changed. All banks, INCAFE andFEDECCREDITO were assigned Phase I cooperatives and were expected to 
attend to their credit needs. 

As shown in Table IV-4, between 1980 and 1984, the reformed sector has
received 18.2 percent of the credit flows to the agricultural sector. Theamount flowing to the sector has tended to increase over the period, which issuggestive of an increase in demand or at least a greater supply to satisfy an 
existing excess demand. 

The number of cooperatives served by each type of financial institution
is presented in Table IV-5. It is clear that the BFA has been the single most
important institution in terms of number of cooperatives served. By 1984 itfinanced almost half of the 244 cooperatives receiving credit. The
commercial banks were the second most important with 38.7 percent. The
only other important institution is the Mortgage Bank, with 11.5 percent. 

The trend over the four-year period has two characteristics. First, there
has been a tendency for both the BFA and commercial banks to increase
their relative importance. They have both tended to finance an increasing
number of cooperatives. The Mortgage Bank has remained active but has
decreased the number of cooperatives served. Both FEDECCREDITO and 
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INCAFE started serving a number of cooperatives, but by 1984 the former 
was only working with two and the latter one. What happened was that 
these institutions were tending to transfer their assigned cooperatives to 
other institutions, especially BFA. Unfortunately, in many cases BFA 
received the most problematic cooperatives. A second factor \as also at 
work, some cooperatives disbanded. This tended to occur in zones of serious 
civil conflict. 

The second characteristic is that the nuimber of cooperatives served has
declined. In 1980, 256 received credit; by 1982 the number had risen to 
269; in 1954 it fell to 244. At present there are 311 reformed sector 
cooperatives. In 1984,the 244 receiving credit represented 78. 1 percent of 
the total. There are several reasons why the others are not receiveing credit. 
Some are located in zones of heavy civil conflict. Others have outstanding
delinquent debt and are not eligible for fresh credit. A few have not 
solicitated credit because '-hey didn't need or want it Finally, some are not 
sufficiently organized to be considered as subjects of credit. 

As shown in Table IV-6 in the 1984-1985 agricultural cycle 18,915
Phase III beneficiaries recieved credit. This corresponds to 29.7 percent of
the total who have received land. Over the 1980-1984 period the number 
financed has steadily expanded. About 80 percent of the credit activity for 
Phase III has been concentrated in the BFA, who took it on as a social
responsibility. There was some activity by the commercial banks but none 
by the Mortgage Bank. Compared to lending to cooperatives, credit to this 
class of borrowers represents small loans and there was virtually no 
financial incentive for a credit institution to seek out lending to this group. 

Savings Mobilization 

Data on rural savings mobilization are not available for institutions, but 
global data serve to show which institutions mobilize savings, their relative 
importance and growth trends. 

There are two classes of savings held by these institutions, savings and 
time deposits. The latter have fixed periods of 60 to 360 days and offer 
higher rates of interest than savings deposits which have fix:ed timeno 
period. 

As shown in Table IV-7, in 1984, 78 percent of the combined savings and
time deposits were held by the mixed commercial banks, with virtually all 
the rest held by the Mortgage Bank. Between 1980 and 1984 several 
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changes occured. The deposits of the mixed banks grew considerably more 
rapidly than did those in the M/ortgage Bank. The mixed banks were 
observed to aoresively Dursue Savings. mobilization. Many used incentives 
such as raffles to -.ncourage saving. In addition, BFA's small level of deposits
declined considerably EECACESs deposits remained at almost a constant 
level. FEDECCED]TO does not receive deposits. With the exception of the 
mixed banks, all institutions exmerienced real declines in their holdings of 
savings and time deDosits. The gro.tvh in savings and time deposits by the 
mix.ed banks was strong enough to compensate for negative effects of 
inflation on the other institutions, such that the real growth of deposits for 
all institutions over the five-year period was 7 percent. 

Time deposits increased more rapidly than savings deposits. This shift is 
particularly notable in 1983 and 1984 when there was more political
stability and higher rates of inflation. The former created more confidence 
inthe banking system and the latter caused savers to shift to time deposits 
that offered higher rates of interest. 

Data for the deposits for the mixed banks and Mortgage Bank show that 
the time deposits are largely held by medium- or large-siZed businessman, 
including farmers. The savings areaccounts mostly held by lower-income 
persons. There is a large number of these accounts: a fact that demonstrates 
this class of person wants to save in a financial institution. 

Importance of Financing in Agricultural GDP 

Credit is important to El Salvadorean agriculture. As shown in Table 
IV-8, in 1984, agriculture credit flows were the equivalent of 76 percent of 
the value of the sector output. This figure is high compared to 1980,when it 
was 45.5 percent. The reason for the increasing percentage is the strong
growth of credit compared to the slight decline in sector GDP. This, however,
is misleading. As noted previously, much of the growth in lending was due 
to long-term refinancing. If this were eliminated the proportion would have 
been much less. 

Summarv and Conclusions 

There are six classes of formal market institutions operating in the sector: 
nine mixed commercial banks, DFA, Mortgage Bank, FEDECACES, 
FEDECCREDITO and INCAFE. Credit to the sector is concentrated among the 
first three institutions, which in 1964 accounted for 90 percent of the loan 
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"volume to the sector. In addition there is an active informal market
consisting of moneylenders and middlemen who operate in the rural areas.
These lenders make loans that are much smaller than bank loans, but serve 
an important need by providing financing to many farmers. 

Over the 1980-1984 period, although the amount of agricultural credit 
grew in nominal terms, after inflation is accounted for there was negative
real growth. This means the sector was receiving less credit in terms of its 
purchasing power in 1984 than in 1980. 

However, these figures understate the decline, because they include the
large increase in refinanced loans over the period. If these credits were
excluded the amount of new credit entering the system each year would 
have declined at a much more rapid rate. 

A decline in the real value of total credit in the system was also observed
but the average annual decline was less than that for the agriculture.
Therefore, over the 1980-1984 agricultural financing became less important 
to the total credit in the financial system. 

As a class, the mixed banks were the largest lender to agriculture. In
1984 they were responsible for 47.6 percent of the total flow, however, none
of the single banks was a large lender as the Mortgage Bank or the BFA,
which accounted for 22.9 and 19.1 percent of the flows. INCAFE had 9.1 
percent and FEDECACES and FEDECCREDITO I percent or less. Over the
1980-1984 period the mixed banks were the only lender to show a positive
real growth in annual flows of agricultural credit. 

Lending is concentrated in the traditional export crops of coffee, cotton
and sugar. Since 1980, the relative importance of lending for these crops as
well as basic grains has declined and increases have occurred in livestock,
poultry, fisheries and other crops. There were absolute declines in cotton,
corn and beans. Most credit is extended for short-term production purposes.
Very little is for investment. 

After land reform all banks were expected to lend to the Phase
cooperatives. Consequently over the 1980-1984 period almost one-fifth of

I 

the credit was directed to this group. Most institutions, except BFA, lent 
very little or nothing to the Phase III beneficiaries. 

Delinquency was a serious problem for all institutions. This was themajor reason for the considerable and increasing long-term refinancing over 
the 1980-1984 period. Much of this delinquency has been in the reformed 
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sector cooperatives. This should not be surprising, since these were 
completely new economic units that were organized and immediately given
credit; often before they were credit worthy. 

Data are not available for rural savings; but are provided for total 
savings. Over the 1980-1984 period total savings grew i"real terms at the 
average annual rate of 7 percent, but the only class of institution to 
experience an increase were the mixed banks, who have agressively pursued
capturing resources in this form. Among the institutions, the mixed banks 
mobilized more than three-fourths of the savings and time deposits held by
the system. The Mortgage Bank accounted for almost all of the rest. Most 
savings were held by middle and upper classes who concentrated their funds 
in time deposits that offered higher rates of interest. Most of numerous low
income persons were found to hold savings accounts, which indicates these 
persons save in financial institutions. 
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V- AGRICULTURAL DEVELOPMENT BANK 

Background 

The Agricultural Development Bank (BFA) was established in 1973 as anautonomous public sector institution to provide financial and related servicesto promote development of the agricultural sector. It superseded theAdministracion de Bienestar Campesino (ABC) which was founded in 1962 as a branch of the Ministry of Agriculture to provide supervised credit andtechnical assistance to small-and medium-sized farmers. With time,delinquency became an impossible problem. Thus, in 1972, the government
decided to abolish ABC and create a new institution, the Agricultural
Development Bank. 

The purpose of creating BFA was to serve the credit needs of all types offarmers regardless of size. However, it still had a priority for providingcredit to the small-and medium-sized farmers. Moreover, it was intended
that the new institution would function as a full-service bank with thecharacteristics and philosophy of a commercial bank. Provisions were madeto open three special divisions within Bank:the (a) Banking, (b)development, and (c) trust fund. The banking division was to provide creditservices to clients in amounts over ¢T100,000. This division was alsoauthorized to receiVe deposits and perform other banking operations. Thedevelopment division was to serve the credit needs of small-and mediumsized farmers. The trust fund division was responsible for administering
trust funds made available to the Bank. 

The Bank began its operations in May 1973, under the new law, andwith new executive personnel. However, the line workers, the ABC'sadministrative and field personnel, continued in their positions and carriedforward, a factor that hindered the change expected of the new bank and thephilosophy of the predecessor institution. It was not until January 1977, theBank initiated mobilizing deposits in San Salvador, and the central office. In1930, it opened the deposits window at La Libertad agency. In addition in1960, it began to play an important role in financing the reformed sectorPhase I cooperatives. At present, it provides credit resources toapproximately 60 percent of those cooperatives that receive credit. 

Structure and Organzation 

BFA is governed by a board of governors composed of representatives ofrelated ministries, presidents of andBCR BFA and the Agriculbural 
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Cooperatives Association. The board establishes policies which are carried 
out by a board of directors and BFA general management. The board of
director- provides guidance for operations and has the responsibility for 
approving large-sized loans. 

BFA carries out its operations from its headquarters in the capital city
and twenty-five branch offices located throughout the country. In addition 
to its lending activity, it sells agricultural inputs to both it clients and other 
persons through three input stores. The Dank appears over-staffed. As of 
December 31, 1985, there were approximately 1,700 persons working in the 
Bank, with 38 percent of employees concentrated in the central office. 

Credit Portfolio 

Growth 

As shownTI in Table V-I, at the end of 1964, the BFA portfolio was C529 
million. Between 1960 and 1964 the nominal value of the portfolio
increased at an average rate of 13.5 percent. Inflation, however, took its toll;
in real terms the portfolio grew only 0.6 percent. These figures, however, 
overstate the growth. Much of the increase w7as in refinanced loans, which 
do not represent new credits in the system. Therefore, it is clear that the 
real value of new credit in the BFA portfolio declined significantly between 
1980 and 1984. 

Distribution by Activity 

Portfolio data are not available by activity financed. The information 
presented in Table V- I was estimated by applying the percentages of 
contracted credit for each activity to the total portfolio. 

At the end of 1984, the "ocher" category consisting of loans for
administrative costs, construction and other non-agricultural purposes had 
the lar-est portion, 20.9 percent, of the BFA portfolio. Refinanced loans were 
a close second with 18.9 percent. Corn, cotton, livestock and coffee followed 
w.th 14.1, 10.6, 9.8 and 7.7 percent of the portfolio, respectively. 

Over the 1980-1984 period, the distributional patterns were similar, 
except that both refinancing and -other- loans grew substantially in real 
terms such that their relative importance also increased. In real terms, al 
crops financed experienced negative rates of growth. In contrast, positive 
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real growth rates were observed for livestock, fisheries, machinery and 
equipment, marketing and agroindustry. These figures not only show the 
growth of BFA financing of -other" activities and refinancing, but also a shift 
to financing a larger amount of livestock, fisheries and medium-and long
term investments. 

Annual Flows of Credit 

Whereas the analysis of the portfolio shows the size and composition of 
the Bank's outstanding portfolio at year's end, it does not necessarily reflect 
the amount and distribution during the year. Credit flows, the amount of 
loans made during the year are more accurate measures of annual lending
activity. Unfortunatelly, the only available data to measure flows are the 
amounts of contracted credit. There are two problems with this measure. 
First, there is a wide gap between BFA's contracted credit and the amount 
disbursed. BFA has only been disbursing about 75 percent of its contracted 
credit. Consequently, the reported figures considerably overstate the 
amount of funds reaching farmers. Second, contracted credit includes 
refinanced loans, which do not represented any net addition to credit; they 
are just paper transfers from production to prendario credit. Therefore, on 
this account, the figures are also overstated. In the case where a loan is 
refinanced in the same year that the production credit is extended there is a 
double counting of contracted credit. 

Growth 

In 1984, BFA contracted ¢4 19.8 million in loans. As shown in Table V-2, 
over the 1980-1984 period, the annual flows grew at an average annual rate 
of 7.8 percent in nominal terms. In real terms, however they declined at an 
average rate of -4.5 percent Clearly, BFA was lending less in 1984 than in 
1980. It should be noted, however, that their lending was on an upward
trend. After falling in 1981 and 1982 the amounts of contracted credit grew 
in 1983 and 1984. Much of this increase, however, was due to increasing
levels of refinancing, which understates the rate of decline in BFA credit 
flows. 

Distribution by Activities 

For reasons noted above, the percentage distribution of credit by
activities financed is the same as discussed under portfolio. Therefore, the 
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reader is refered to the above section. Suffice is to note here that over the 
1960-1964 period, the real flows of resources to all crops declined and flows 
for refinancing, "other", livestock, fisheries, machinery and equipment, 
marketing and agribusiness increased. 

Clientele 

Since its establishment BFA has financed all types of farmers. After the 
1960 agrarian reform, the institution became an important credit supplier to 
the reformed sector Phase I cooperatives. Later, in 1962 it also began to 
finance Phase III beneficiaries. BFA has obtained substantial resources from 
AID and ID, to implement credit programs for the reformed sector. To a 
lesser extent it has also used those resources for the small-and medium
sized farmers of the non-reformed sector. 

As shown in Table V-3, the 1960 contracted credit was distributed 
between the Phase I clients and the non-reformed sector. The latter included 
the small-medium-and large-sized farners. In 1960, 40.5 percent of that 
year contrated credit suppcrted the Phase I cooperatives and 59.5 percent 
went to the non-reformed sector. By 1984 the importance of the reformed 
sector had declined. Phase I cooperatives received 32 percent of the annual 
flows of credit and 5.2 percent went to Phase III beneficiaries, while 62.9 
percent to the non-reformed sector. Financing to the Phase III beneficiaries 
began in 1982. In that year they obtained 7.3 percent of the contracted 
credit. 

Between 1980 and 1934 the nominal units of total annual credit flows 
from the BFA increased at an average annual rate of 7.8 percent. Most of the 
increase was registred in the non-reformed sector which grew at a rate of 
9.3 percent. Phase I cooperatives were much lower at 1.5 percent. In real 
terms the growth rates were, -10. 1, 53.9, and -3.2 percent respectively, thus, 
showing the fact that the real amount of resources flowing to all classes of 
BFA clients in 1934 was lower than in 1930, except, of course, the Phase III 
beneficiaries. Note, these fimres include refinancing therefore,and, 
overstate the growth. 

The distribution annual to the differentof flows clientele is 
disaggregated by activities financed. The data for 984 clearly show BFA 
lending patterns. The non-reformed sector receives the loan's share of 
financing for -other- (95.3 percent), livestock and fisheries (36.2 percent),
and basic foods (68.4 percent). Financing of export crops was evenly split 
between the Phase I cooperatives and the non-reformed sector. 
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Viewed in another way, the non-reformed sector lending was 
concentrated in basic grains, export crops, livestock and fisheries and "other" 
activities. Phase I credit went mostly for export crops and to a much lesser 
e.actent basic foods and other credits related to crops. Phase III beneficiers 
received relatively little credit, but the bulk of what they were lent went for 
basic grains. 

Refinanced credit was concentrated in the Phase I cooperatives (67.8
percent) with most of the rest in the non-reformed sector (24.7 percent) and 
very little in Phase III (0.9 percent). This reflects the relatively greater
delinquency problems e:xerienced by the Phase I cooperatives. 

Over the 1980-1964 p.iiod, there has been a shift in the importance of 
financing for the reformed sector. As noted above credit extended to the 
reformed sectior has grown at lesser rates than for the non-reformed sector. 
There has also been a shift in activities financed. In 1980, the Phase I 
cooperatives received proportionately much more credit than they have in 
later years; undoubedtly, this reflects the government policy to trying to 
provide the newly-formed cooperatives wiAth credit in that year. Moreover, 
the cooperatives received more credit for basic grains, export crops and 
livestock and fisheries in that year than they did in later years. Indeed, the 
increase in annual flows of credit to the cooperatives comes entirely from 
refinancing. This again shows that less credit is. flowing to this sector in 
1984 than in 1980. 

Delinq uency 

BFA faces a serious delinquency problem. At the end of 1984, 24.1 
percent of the portfolio was past due, 90 days or none. This is a major
increase over 1980 when the figure 14.4 percentwas In the intervening 
years dellinquent loans reached a high of 27.8 percent in 1982. The major 
cause of the sharp rise in delinquency since 1980 has been the problems of 
repayment by the Phase I cooperatives. Other contributing factors include 
unfavorable prices in export and domestic markets and terrorism. 

The delinquency problem is partially masked over by refinancing. As 
shown above, the amount of refinancing has increased sharply; most of it 
due to the long-term refinancing of passt-due debt. Had this refinancing not 
occurred the delinquency rates would have been much higher. The 
delinquency problem appears to be a continuning problem. Futhermore, it is 
very likely that much of the long-term refinanced debt will never be 
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recovered. If this occurs, the Banks liquidity and loanable funds will be 
restricted. 

Table V- 4. BFA'r Pe.t-Du&and Total Portfolio. End-of-.eer 1980-1984 

(Million Colones)
Past due Not-Past-due a) Total

Year Vortfolio Percent _portfolio Percent portfolio b) Percent 

1980 46.0 14.0 % 272.9 86.0 % 318.9 100.0 %
1931 69.0 19.3 -o 187.6 80.7% 356.6 100.0 o1982 1052 27.8 % 272.9 722 07 378.1 100.0 %
1983 110.5 25.2 o 323.1 74.8 '% 438.6 100.0 %o
1984 127.6 24.1 % 401.7 75.9 % 529.3 100.0 % 

Source: BFA's finencial statements
 
a) The past-due portfolio only includes over-due loans with an age of more than 90
 

days.
 
b) Total portfolio inclues reserves for bad debts.
 

Credit Delivery System 

Terms and Conditions of Loans 

Term. BFA makes short-medium-and long-term loans. At the end of 1984,
the portfolio showed that 45.3 percent of wereits loans short-term (18
months or less), 29.6 percent long-term (more than 5 year up to 20 years).
These figures understate the importance of short-term loans because they do 
not capture credit flows. By the same token they overstate the medium-and 
long-term lending because these categories include the long-term 
refinancing. 

Collateral. BFA loans may be covered by one of three types of guarantees:
personal, pledge of harvest or liens on assets. The criteria for the type of 
guarantee depend on loan size, loan term, class of borrower and projects
financed. At. the end of 1984, 25 percent of the portfolio was covered by a 
personal guarantee, 50.6 percent by a personal guarantee and 2 4.4 percent 
with liens on assets. 

Short-term loans to Phase I cooperatives are guaranteed by the pledge
of the harvest as well as the ISTA endorsement. Other loans with terms up 
to two years for amounts up to ¢z 10,000 are covered by a personal guarantee.
Finally, loans in excess of ¢10,000 or for more than two years must have 
collateral with a pledge or liens on assets. Clearly, the collateral 
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requirements are not very onerous and do not serve as major non-price 
rationing mechanisms. 

Interest Rates. BFA has as many as sixr.teen difffeent credit lines, each with a 
sp-eified rat, of interest. All rates must not exceed the ma~nmums
established by the Monetary Board, but they vary considerably. In the
1985/ 1986 agricultural ye-ar, loans made with BFA's own resources or with 
most 5C?. rediscounts carried interest rates of 12 to 14 percent. The rates
for loans fiom 1D5, USAID and FIDA funds were 9.0 to 12.0, 13.0 and 11.0 
percent, respectively. 

A.plication Phase 

The potential borrower must prepare loana application and present
documentation. For loans to individuals the required documents include 
land tittle, ID. card, and certificates of previous years of cotton or coffee 
deliveries if loans are requested for cotton or coffee. 

The credit aTplication is reviewed by the credit coordinator of an agency.
What happens noext deends on how the applicant. is classified. Clients, are
classified as A, B, C, A. and D. The criteria used to rank clients were mainly
based upon previous repayment records. The A category corresponds to a 
client who has repaid his loans without delays during the last three years.
The B category is the client that has repaid loans. However, he has had in his
record delays and refinancing. The C category is the client who has been
delinauent. However, he is still eligible for new loans. The Dcategory is the 
client who has maintained delinquent balances in his loans and he is not
eligible for new loan nay more. In the case, a client is classiffied as A client,
he is entitled to an automatic loan. Therefore, in this case the analysis
finishes with a review of the application. 

For clients in other categories the agency credit coordinator assigns a
credit agent to continue with the credit planning stage. The agent visits the
farm, inspects the land, the collateral, and requests other information that is
needed in the credit analysis and the final decision for approval or
disoaDpr:oval. The credit agent submits a report to the agency, where it is 
typed and forwarded for approval or further analysis. It could take from 
two to four weelks before the application is forwarded for approval or 
further analysis. 
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Loans are approved at different levels corresponding to the size of the 
loan. An agency credit coordinator may approve loans up to ¢25,000 and the 
chief of the agency up to 50,000 if the client are classified as excellent 
clients or are in the category of the autonatic credit. If the borrower is 
considered a normal client the aoency committee can approve loans up to 
-125,000 and the zonal committee up to 50,000. In case the borrower is 
classified as risky client, the agency committee approves loans UD :5,000 
and the zonal c r.it UDt to ¢25,000, and over ¢25,000 the board of 
directors. These levels of approval authority are shown in Table V-5. Note, 
tMe board of directors must approve all loans that are over ¢5O,O0O and 
risky loans that exceed ¢25,000. 

Table V-5 BFA Loan Approval Levels 

Size of loan Excellent Clients Normal Clients R ikY ClientS 

Up to 05'000 
C .001 to t25.000 
t25,001 to ¢50,000 
Over C50.000 

Credit Coordinator 
Credit Coordinaior 
Aetncy Chief 
Board of Directors 

Agency Committe 
Zoned Committee 
Board of Directors 

Agency Committee 
Zonal Committee 
Board of' DL-ectors 
Board of Directors 

Source: BFA Credit Department. 

From the application to loan approval or disapproval the procees could 
easily take up to two months. In the case of the automatic credits the 
process is rapid. For loan approved at the agency level it can also be speedy. 
However, for large borrowers a feasibility study is required, which further 
extends the time for obta-ining these loans. 

Disbursement. and Imrplementation Phase 

Once the loan is approved the contract is prepared and signed. The 
disbursement is usually made in stages, according to the needs specified in 
the farm plan. The disbursement is made in cash or in kind. Since the Bank 
sells inputs it is easy to make loans in kind. The borrower can get the inputs 
at the agency or any BFA input store. Cash disbursements are also made at 
Bank's offices. 

The loans are supervised. Credit agents are assigned to each loan by the 
credit coordinator. The agents are expected to supervise the status of 
collateral, inputs needed and other aspects related to the project. Further 
disbursements depend upon how the financed project is moving along. If 
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the borrower is using credit resources for the purpose of the loan, the agent 
authorizes further disbursements. 

P,eiavment Phase 

When the loan carnes due, another person, a collections officer, is 
responsible for collecting the loan. 

There are thirty-six collections officers assigned to the twenty-six
agencies for carrying out the loan recovery plan. In January 19P)4 a new 
plan was developed. The most problematic clients are identified and special
efforts are made to collect their debts. When collection appears impossible,
the case is forwarded to a special recovery committee comprised of the
deputy credit manager, the legal and chief theadvisor, the of portfolio 
recovery division in the central office. In sDite of those efforts, the
delinquency problem appears more serious in 1965 than in 1984, because 
the delinquent portfolio as of December 31, 1965 was around 26 percent
without taking into account the refinanced portfolio. 

Procetiures for ]e-forrriedSc^tor 

For loans to cooperatives the following documents are required: (a) the
cooperatives by-laws that have been approved by the Ministry of
Agriculture, (b) supporting documentation from the cooperative that they
want credit from BFA, and (c) a balance sheet and income statement for the 
cooperative. BFA assignes credit agents to cooperatives to assist them in the 
preparation of documents. However, if the cooperatives require investment 
credit, they have to hire a consultant firm for the development of a
feasibility study. Applications are analyzed in the credit analysis
department and they are forwarded to the board of directors' approval. The 
approval of loans to cooperatives has been delayed because of the 
delinquency problems faced by this type of clientele. 

BFA applies a group lending system for Phasethe IllI beneficiaries. 
Solidary groups of up to ten persons are organized. The madmum amount of
credit granted to these groups was C15,000, i.e., mamum 41,500 per
individual person. The sysLem has been successful in lowering the 
transactions costs for both the borrowers and BFA. 
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Evaluation of the Credit Delivery System 

BFA's credit delivery system is complicated and time consuming. Loan 
approval procedures and documentation requirements may lead to delays.
The system is costly for both the borrower and the Bank. The procedures 
are basically designed to control the flow of credit to targeted activities and 
to suDervise credit use ii; an ?t.tmpt to avoid diversion of funds to non
authorized purposes. 

The high costs of delivering and receiving credit serve as rationing
devices that exclude farmers from getting small loans and encourage the 
bank to worl. with clients seeking large loans. To combat this problem for 
the Phase Ill beneficiaries BFA has instituded the solidarity group loan. This 
has been implemented with relative success. 

BFeA is concerned about the high costs of credit delivery. It has
streamlined procedures somnewbat with a new client classification system
that reduces bank and borrower paperwork, for borrowers who have a good
repayment record. In spite of these innovations, the system remains costly
and cumbersome. More attention needs to be paid to ways to luther reduce
credit delivery costs. One solution that would significantly reduce the need 
to supervise and control credit would be to raise loan interest rates to 
market levels. If this were to occur, borrowers would be much lss prove to
divert credit and, therefore, the costly control and supervision procedures
could be substantially streamlined. 

Indicators of Credit Demand 

There are several indicators that DFA is not satisfying the e.isting
demand for credit. First, the Ban: receives more applications than can be 
approved. Of the amount of loans approved it contracts a lesser amount and
disburses even less. Over the 1960-1984 period, BFA approved averagean 
of 87 percent of amounts requested. In 1904 it only approved 82.9 of the 
amount requested, contracted 95.7 percent of amount approved,the and
disbursed only 69.2 percent of the amount contracted. See Table V-6. The 
amount disbursed was only 54.9 percent of the amount requested: 

One e:-.-1anation for the large gap between loans approved and
disbursements may be a shortagre of funds. Another is that some 
disbursements are not made after field inspections show that the client is 
not using the funds as planned or has offered a natural disaster. Another
explanation for the large difference might be found in the fact that BFA is 
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subject to political pressures to approve loans and therefore, is very liberal 
in its loan approval. Then, in the process of contracting and disbursment it 
can apply rationinc mechanisms to provide less amount than plarned. 
All of these ex.- ations conuibute to the difference, but because of the sizeV 

of the gap on a regular basis it would appear that the last exlanation is 
probabl: quite important; the first two could be readily dealt with by better 
planning. 

Although the bank was authorized to receive deposists, it did not began 
to accept deposits until 1977, and then in two agencies: San Salvador and 
the Central Office. In 1980,it exDanded this capacity to La Libertad Agency. 
Table V-7 provides information on end-of-year balances of deposits in the 
tlhree agencies. As shown in the table, since 1977 the total amount of 
deposits decreasd in bot-h nominal and real values. 
The same phenomenon ,,as observed for all classes of deposits: demand, 
savi..nzs and Lime. There are several ex'planations. DFA has never had the 
need to rely on derosits, it has always had access to other surces of funds 
that. are easier to obtain and less eLDensive. Exanples are foreign assistance 
and government grants or subsidies. In addition the managem ent of the 
bank has traditionally had a development bank orientation and not that of a 
financial intermediary. 

Sources of Loanable Funds 

BFA has used four sources of financial resources: Central Bank of 
Reserve rediscounts, foreign donors, and Bank's own resources. Prior to 
1980 BCR's rediscounts and the Bank's own funds were the main sources of 

loanable funds. Since 1980, however, BFA has relied increasingly on loans 
from USAID and IDB. As of the end of 1934,DFA has received C170.2 million 
from USAID and 1197.7 million from IDB. Next in importance were BCE 
rediscount accounting for 23 percent of loans. 

The relative importance of deposits in relation to DFA's portfolio is not 
significant. In 1980 when the amount of deposits reached the highest level, 
deposits only represented 12 percent of the portfolio. This is another 
indicator of the relative unimportance of deposits in BFA's mariner of doing 
business. 
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Summary and Conclusions 

BFA is the most important institution providing credit to the agricultural 
sector. It. has network of twenty-five trarch of! ices located th!rou-hout the 
country. The bank: has had an incoant role in finaincing the reformed 
sector; it grants credit to aLmost 50 percent of the Phase I cooperatives and 
accounts for a laige portion of the credit provided to the Phase III 
beneficiaries. 

The BFA credit delivery syst.em is complex, lengthy, and costly for both 
the Banl and the borrower. There are delays in loan approval and the 
timely delivery of credit. Efforts w,,ere made to simDlify the system in recent 
years. A set of criteria for client classification was developed and a fast 
mechanism of loan approval for good clients was implemented. Moreover, a 
gr-ou) lending, system. vvas im:,ement.d to deal with small-sized farmers, 
both Phase III beneficiaries and others. Nevertheless, more can be done to 
irnzrove the credit, delivery system and lower borrower and EFA costs. 

Over the 1980-l984 period there w-as an average annual 4.5 percent 
decline in the real amount of BFA credit. The decline in credit for 
agricultural crop production ,,7as even more severe, because increasing 
amounts of credit were directed to the non-production "other" activities. 
Furthermore, a considerable and increasing portion of the flows were for 
long-term refinancing of delinquent loans. The latter portion of the portfolio 
does not represent new credit since it is just a paper transfer from one form 
of credit to another. It is clear, therefore, that BFA was providing 
considerably less production credit in !964 than in 1980. 

Most of FFA new credit is for short-term production purposes. It is 
heavily concentrated in basic grains and traditional exports. In recent years 
there has been an increase in annual real flows for livestock and fisheries, 
thus indicating a tendency to diversify its financing away from traditional 
activities. 

The EFA is a major lender to the reformed sector among El Salvadorean 
credit institutions. In 1984, almost 32 percent of BFA's contracted credit 
went to the Phase I cooperatives and 5.2 percent went to Phase III 
beneficiaries . Alnost two-thirds of the credit went to the non-reformed 
sector. Reformed sector financing of new c"edits was concentrated in 
traditional exports and basic grc2rns. The bin'*s growth activities of loans for 
livestocl-, fisheries were heavily concentrated in the non-reformed sector. 
This shows that lending to the reformed sector has been for traditional, non
e:.perimental activities. In contrast, the non-reformed sector is more 



98 

adventuresome by obtaining credit to enter new lines of enterprises. 
Delinquency is a major problem. At the end of 198,, 24.1 percent of the 
portfolio w-as in arrears 90 days or more. The problem, however, is much 
more e-ere Much of BFA portfolio, especiallv in the reformed sector 
coope:-atives has been refinanced. Indeed, these loans accounted for 40.2 
percent of all credit flows to the Phase I cooneratives in 1984. Phase III 
iending ',-as much more favorable, only 3.2 percent ,7as in refinancing. 

5FA ml-es most of its loans at concessiorary interesL rates. These rates 
in themselves give rise to an excess demand for credit. The effect of 
inflation in recent years had been to make the real value of most of these 
rates negative, a factor which serves to increase the excess demand. 

The o::.ncessionary interest rate structure is one of the major factors 
conLrributini to BFA's considerable financial problems because it decreases 
the barl:'s ,evenues, limits its ability to mobilize savings, makes it more 
subject to political Dressures (because of the implicit income transfers Wth 
the interest rate subsidy) and forces the bank to underta:e costly non-price 
rationing mechanisms in order to ration credit in a situation of excess 
demand. 

BFA has been authorized since its founding to mobilize demand and 
savings deposits. The Bank, however, has done very little, only operating 
deposit accounts in three offices. The BFA interest rate structure has been a 
factor discouraging the mobilization of deposits, because with concessionary 
loan rates the bank cannot maintain an adequate interest rate spread and at 
the same time offer comi, etitive deposit rates. Furthermore, the Bani- has 
not needed to rely on deposits as a means to obtain loanable funds. As a 
development Bank, BFA has received considerable foreign assistance and, 
moreover has been the beneficiary of considerable govrnment subsidies. 
With ine:.mensive funds available from these sources there was little 
incentive to mobilize deposits. Thus, these conditions plus a development 
banking rentality by its officers and technocrats have kept BFA from 
becoming a true financial intermediary that both collects deposits and 
extends credit. 

Likewise, under these circumstances the Bank has not had the incentives 
to be particularlly cost effective. As a public institution it has a large payroll 
with heavy concentration of emDlyees in the central office. With its social 
mission of serving small farmers it has to undertake costly loans. The Bank 
has had to take in a political role. For example, it has had to assume an 
inordenate pot-ion of the responsibility for financing the troublesome 
reformed sector. All of these factors have contributed to the bank's high 
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operating costs. The delinquency problem has also raised costs in that it has 
inmobilized or sterilized a considerable portion of the portfolio as well as 
raising loan recovery: costs. 

There is an acute aw".,ons of ,hese probltems under the current DFA 
manag.erment as the ".,anl: has eXeer-iced a "osser aount of the real 
loanable funds due to the effects of inflation, high levels of delincuency and 
prospeCts for les foreign a::Lance. Under these circurrstan.:es the Bank 
has begin= to .see=: .sto educe some costs. The c]asification of clients 
and lending to solidarity, groups are et-Tmples of efforts to cut.costs. There is 
also interest in mobiliziri: deposits. These are good starts, but much more 
needs to be done. The interest rate structure will be a key factor in BFA's 
success. If concessionary rates were eliminated the Dan: would gain more 
revenue, be able to mobilize more deposits, and., therefore, would become 
more viable financial institution. Other effects would be to reduce excess 
demhand for credit and the need for non-price rationing mechanisms make,

the Banlk less subject to iolitical pressure enhance the efficient use of credit 
in tlhe conomv, and reduce BF2S der'endencv on foreisn ast" and 
government subsidies. Raisinc loan rates sufficient1y to el7iinate the 
concessionary aspects 'will be difficult to do in the current political
environment, with the high levels of inflation and because of a long history
of using chaD credit to Subsidize the agricultural sector. Nevertheless, it 
should not be dismissed out of hand. If it were accomplished, the Bank 
would have gone a long way to easing its inherant financial problems. 
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VI - MIED COMME.¢ IA L 'ANI : 

Introdiucton 

7, under 
corern cial banks (wjh the notable eXce:tjon of the Mdoz"me Bank) and 
savings and loan assoc ons were natcna~i d. This was done to give the 
government conroi oaver the-:e i.,tiurions as well as to break upD the
e.ffeci,:e o,,:e cf ti @,.Mership. which was cor.t:icenated in the hands of 
relauvely few persons who were simultaneously 

On March u960, itioral1:aticn Decree 158, the nation's 

the main users of fnancial 
resources. With nahzaton, majority thenat a of stoci: in each ban!: is 
o'...ned by the gove:rnment. Consequently, the commercial bank's are usually
referred to as mi.ed banks. There are nine such ban-s: Eanco Agricola
Ccnerciai. Eanto Capitalizador, Eanco de Comercio, Banco de Crtdito Pozular. 
Banco Cuscatlin,, Banco de Desarrollo e Inversi6n, Banco Financiero, Banco 
Mercantil and 5anco Salvadorei-o. The banks provide all of the financial 
services that are typical of commercial banks. 

Structure and Or_ anizaton 

The mix.,ed commercial banks' structure and operations are subject to the 
Law for Credit Institutions and Auidliary Organizations (LICOA) wellas as 
policies and regulations set forth by the Monetary Board and enforced and 
implemented by the Superintendency of the Financial System and the 
Central Bank of Reserve. 

According to law, the government must be the principal stockholder in 
each bank, with at least 51 percent of the capital. Bank employees may hold 
up to 20 percent and individuals or legal entities up to 29 percent. No single
individual or entity, however, nay hold more than Ipercent of the stock of 
a bank nor can they hold stock in more than one institution. 

Each bank has a three -person board of directors. Two of these persons,
the president and vice-president, are appointed by the Monetary Board. 
This solidifies the government's control over the commercial banking system. 

The ...:: .dn .,,ystm is structured similarly across banks. Each of 
the banks has its hieadauarters office in Salvador.'an Typically the bank 
has branches in the capital city and most have several branches in the 
departments. Even though there are a considerable number of branches, the 
system is highly centralized. Branch offices primarily serve as places to 
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carry out deT.,osit functions. Lendcrin,, at least for large loans, is mostly 
carried out in the headquarters office. 

This operational structure is n tat"ve of agricultural crdit.Agricultural loan officers typically reside in &an sai.ador and travel to the 

dopart=iLents to visit. chienjt. !.,,st loa.nl trarsactns tale mlace in the caital 
city. The branch offces :n the_" eear men. have little to do with making
loans. Their acti ities re im...ited t cdisbu:sernentf and :epaynents. This 

orerational sucture and stle. of or:-ations is a car ryover f;c,m the pre
197. 7period, ven ost ol te maior agrcultural families resided in San 
Salvador, althou2h their lands w..ere located in other parts of the country. 

Table VI- I Dresents info-m-,tion on the structure of Sv,;eM. It is 
noteworthy that there are almost as many bari: offices in the capital city as 
in other der.marthnents. The table also shows the significant differences 
among t,'hebanh:s in terms of the numbers of their offices and the exent that 
th-yv are s~re-. throughout the nation. seven ' Five of the banks have six or 
officeS in the caDital city. Only three have as many offices in the 
departrnents. The raBnco de Comercio has the ,-are1st number of branches, 
ten, outside San SNalvador. It is followed by Banco Salvadoreno and Banco 
Cuscat",, ith. nine each. In contrast. n Firian d ero has none. 

As measured by si e of loan ortfolio, Banco Cuscatln, is the largest,holding nerl -= 

7 ...Dercent of the total, as of December 31, 1984. It should 
be noted that this bank merged with the Banco Internacional in 1982, a 
factor which contributes to jts large size. The only other banks with more 
than one-tenth of the systerm's portfolio are: Banco Agricola Cornercial (15.8 
Percent), Banco de Coercio (12.2 percent), Banco CapitaliZador (11.8 
percent) and Banco Salvadoreci-o (11.4 percent). 

As sho A in Table VI - 1,the Banco Cuscatlhn has the largest portion of 
the mix'ed banking sytem's deDosits, holding 23.1 percent of the total. 
Th1r~e other institutions hold more than one-tenth: Banco Agricola Comercial 
(2 1.7 percent), Banco de CorerciCo (14.6 percent), and Banco Salvadoreho 
(1"4'.5 percent). 

The above clearly shows that the mixed banking system has a 
considerable degree of concentration. First, its operations are centralized in 
the capital city. Second, its loans and deposits are highlv concentrated in 
five of the C St-e in,ankS.T 
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C~r -dt Portfolio 

Distribution by Institution 

As noted above, at the end of 1% 4 the system,'s loan portfolio was
c,:,ncenurared ir severa -.anks. One ban:, F-anrco Cuscatl'n had more than
one-four o: the ou.s0ndir. oans and the nex.t four larEest banks, asmeasured by I,,n held,,rtolo an.L2her one-haLf. Therefore, five of the
nine banlhs crtrcqed th.ee-our-is of -e '" .ortolio. 

Growi~th of Sv.s-tern 

At the end of 194, as shov,n in Table VI-? the combined loan portfolio
for all commercial banks was L2.2 billion. Between 1980 and 1984, thecombined portfolio grew at an average annual nominal rate of 12.3 percent;
in real tp-mns the ,ate was -0.5 percent. The latter figure shows that, after
ta!kingy account of inifauon, there ws a slight decline in the real value of the 
system's portfolio over the five-ear period. 

_._tra Th'c.-",ution of P',rtjolio 

At the end of 1984 loans to commerce accounted for the largest portion,
25.2 percent, of the system's portfolio. Agriculture was next with 17.9 
percent. The other sectors in decending order of importance were industry16.1 e-rcent and conszu-ction 7.6 percent. Another 33.0 percent was in the 
rest of the economic activities. It is important to note thJat 28.1 percent ofthe portfolio consisted of refinanced loans, a symptom of the banking
system's deItnquency problem. 

Over the 930-1984 period, the nominal value of the portfolios for allsectors e:Ke:pn:ced positive oroWth rates. When converted to real terms, all sec.ors ee agriculture and const-uctlon, grew or remained about the 
same. The agricultural and construction portfolios declined slightly in realterms, -1.9 percent, and -3.3 percent, respectively. It is important to note
the high grcw-th rate of refinanced loans: in nominal terms they increased at an average annual rate of 17.4 ;ercent and in real terms 4.1 percent. This
refl-ts the ovc.nment's policy of refin'ancin de!-nauent loans. especiallv
those in the arv:,ultl-al sector. It is clear that this has been the growth
sector in the banking, sysctm*s portolio over the five-year period. 
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If the need for refinancing had not existed, it is certain that lending from 
the mixed banking system would not have experienced as much growth as it 
did. Refinancing does not represent any new credit, it is just a paper
transfer. Therefore, it does not compete with nor substitute for other uses of 
loanable funds. 

Annual Flows of Credit 

Whereas the analysis of the portfolio shows the size and composition of 
the system's outstanding portfolio at the year's end, it does not necessarily
reflect the actual lending during the year. It is unlikely that the end-of
year balances will accurately reflect the lending during the year. Moreover,
compared to annual flows the end-of-year balances will be inflated by the 
amount of delinouent loans. 

Credit flows, the amount of loans made during the year, are a more 
accurate reflection of activity in the course of a year. Yet, these too have 
inherant problems, many loans that are refinanced are double counted as 
flows. This occurs when a loan that was made in a given year is refinanced 
in the same year. To the extent that this occurs, flows are overstated. 
Be-cause of the extensive refinancing in recent years this has to be dealt with. 
Unfortunately, figures on flows often are not available. For the mixed banks 
data on flows are available in the form of loans contracted. It is common, 
however, that the amounts reported as loans contracted are not fully
disbursed. To the extent that this occurs, the figures for loans contracted 
overstate the flows. Nevertheless, the contracted figures serve aas 
reasonably good proxy for showing the total flows of credit as well as the 
distribution of loans by purpose. 

Growth of System 

In 1984, as shown in Table VI-3, the system contracted T3,768.3 million 
in loans. Over the 1960- 1984 period, the average annual flow of credit 
from the mixed banks grew in both nominal and real terms, 25.6 and 11.3 
percent, respectively. The strong growth rates reflect, in part, the fact that 
following the 1979 crisis that lending declined in both 1980 and 1981. 
Lending increased some in 1982 and stabilized in 1983. In 1984 there was a 
very substantial increase. Most of the growth over the period can be 
attributed to the gains in this year. 
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The growth rates for the flows are considerably higher than those for the 

portfolio. The differences in annual growth rates between the two figures are 
and thelargely attributable to the low levels of lending in 1980 and 1981 

sharp growth in lending in 1984. Moreover, the rapid increase of yearly 

flows is also explained because of the significant amount of short-term credit 

directed to commerce, especially in 1984. As the turnover of these loans is 

rapid, the end-of-year portfolio does not capture much of this lending 

activity. Refinancing is another fact or that should be taken into account to 

explain the more rapid increase of the annual flows. As noted above, much of 

it is double counted. For example, much of the portfolio is in cotton and 

coffee loans and these loans are typically double counted because the farmer 

borrows to produce the crop during the year. But after he has delivered the 

harvested crop to INCAFE or to COPAL this credit is cancelled and a new 

obligation is created transfering the debt from short-term to refinanciado 
in the end-of -year portfolio, but areprendario. Those figures appear once 

registered twice as flows. 

Sectoral Distribution of Flows 

In 1984, commerce received the largest portion of loans, 52.2 percent. 

Agriculture, refinancing and manufacturing were the only other sectors to 

receive more than one- tenth of the contracted credit, with 17.1, 13.8 and 

10.3 percent, respectively. Over the 1980-1984 period, these four sectors 

maintained their relative importance. There were, however, some shifts in 

their shares, which are related to the increased availability of financing for 
agriculture and the general level of economic activity in the nation, which 
strongly influences lending for commerce. Over the 1980-1984 period, all 
sectors except mining experienced positive average annual rates of growth in 
both nominal and real terms. 

The real amounts contracted for refinancing remained about the same 
over the period. Therefore, with the sharp increase in lending in 1984, 
refinancing took on lesser relative importance for the whole picture, 
dropping to only 13.8 percent of the portfolio, compared to 21.7 percent in 

1983. Nevertheless, the absolute increase and the relative importance of 
loans for refinancing are other indicators of the important role of this policy 
to diminish the effect of delinquency on the banks and their borrowers. 
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Agricultural Credit 

The mixed banks are major lenders to agriculture. For this credit they
rely extensively on the BCR rediscount lines. 

Most loans are for production credit with terms of one-year or less. In 
1964, 87.5 percent of the loans were in this category, 10.5 percent were for 
investment purposes with terms of one to five years and only 2 percent 
were for periods of ten years or more. 

Distribution in Mi:-ed-Baniin System 

As shown in Table VI-4 the distribution of the agricultural credit 
portfolio in the mixed banlking system was concentrated. At the end of 
1984, the Banco Cuscatlhn held 25.9 percent of the system's portfolio,

followed by the Banco Agricola Comercial (15.8 percent), Banco de Comercio 
(12.2 percent), Banco Capitalizador (11.6 percent) and Banco Salvadoreho 
(11.4 percent). The three banks with the largest agricultural portfolios
accounted for more than half the system's portfolio and the five largest 
lenders about three-fourths. 

Some 30.5 percent of the milled banks' total portfolio was in agriculture 
if refinanced amounts are included. As shown in the table, however, there 
was considerable variation among institutions, ranging from 43.2 percent for 
the Banco de CrGdito Popular to 21.6 percent for the Banco de Desarrollo. It 
is noteworthy that the largest lender to the sector, Banco Cuscatldn, held only 
23.6 percent of its portfolio in agriculture. 

Reformed Sector Financing 

Of the total portfolio for the sector an average of 20.2 percent was in the 
reformed sector, mostly for Phase I cooperatives. The bank making the 
biorest commitment to the reformed sector was the Banco Salvadoreho, 
which not only hlad the largest portfolio but also was the institution with the 
largest portion, 54.4 percent, of its agricultural portfolio placed in the 
reformed sector. The Banco Agricola Comercial was next, followed by the 
Banco Cuscatln. 
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Distribution of Portfolio by..Acrt.,ity 

At the end of 1964, as shown in Table VI-5, the mixed banking system'sportfolio was highly concentrated in El Salvador's traditional export crops of
coffee, cotton, and sugarcane, which accounted for 45.3, 19.7 and 9.6 percent
of the non-refinanced total, respectively. The outstanding loans for
livestock, poultry, corn and other crops were considerably less important. 

Over the 1960-1984 period all activities financed experienced positive
nominal growt. rates. The relative importance of the three principal crops
remained the same. There was, however, some shift in thie shares. Mostnoteworthy w.as the slow growth in cotton and basic grains. There was rapid
growth in lending for livestock, poultry and fisheries. Refinancing also 
inc:r-as'd very rapidly. 

Information on annual credit flows, as measured by credit contracted, ispresented in Table VI -6. Again, it shows the heavy concentration in lending
for the three traditional export crops. In 1964, 65.2 percent of totalcontracted loans were in coffee, cotton and sugar cane which received 58.7,21.7 and 4.6 percent., respectively. Over the 1960-1984 period, there were 
no changes in the relative importance of the major activities financed. It is
noteworthy, however, that lending for cotton and sugar cane lost part oftheir share of the total. Lending for the non-traditional crops of beans and 
corn also declined, whereas those for livestock, poultry and fisheries, etc.,
showed very rapid rates of increase. 

In real terms the credit flow to coffee has increased at a high average
annual rate of growth. The flows to the other two traditional export crops,
cotton and sugarcane, have also increased, but at lower rates. Flows to basic
grains and other crops has shown negative average annual rates of growth.
On the other hand, credit flows to livestock, poultry and fisheries, andbeekeeping have increased at rates of 61.6, 87.7, 59.4 percent, respectively. 

The above figures include refinanced loans. For the reasons explained for
the total portfolio, the flow figures are considerably higher than the end-ofyear balances. In the case of agriculture the differences are even more
marked because of the large proportion of the flows that represent short- orlong-tA~rm refinancing. 
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Delinquencj 

Delinquency is a problem for the mixed banks; especially in the
agricultural sector due to the various problems and special circunstances
exr.erenced by that sector in recent years. It was not possible to get
information on delinquency from the mixed commercial banks for their
agricultural portfolio. However, six of these banks provided information. As 
of December 31, 1984, the average portion of the agricultural portfolio that 
was delinquent for these six banks was 10.6 percent. Much of the
delinquency, however, has been mitigated by the heavy refinancing of loans 
in arrears. 

Refinancing 

Refinanced credit is reported separately in the year-end portfolio. As
sho:m in Table VI-5, there were c257 million in refinanced agricultural
loans in the portfolio at the end of 1964. The importance of refinancing is
shown by the facts that these loans were the equivalent of 64.8 percent of
the non-refinanced agricultural loans and 39.3 percent of the sum of
refinanced and non-refinanced agricultural loans. 

It is clear that refinancing has become increasingly important in the
mixed banks, especially after 1982. The amount of refinanced credit for
agriculture in the portfolio grew rapidly over the 1980-1984 period. The 
average annual rate of growth was 33.6 percent. In 1960 the refinanced 
portion of the portfolio was only 23.4 percent. 

Tha annual flows of contracted refinanced credit presented in Table VI-7
also show this trend. Refinancing flows increased at annual average rate of
47.4 percent. This is considerably higher than the 26.7 percent growth rate
for all agricultural loans reported in Table VI-6. Again this shows the role
that refinancing has played in the growth of agricultural credit. The annual 
flows clearly show the trend in refinancing by activity over the 1980- 1984
period. Coffee has consistently been the largest recipient of refinancing, and,
apart from basic grains, has the largest average annual grow.th rate.
Refinancing for cotton increased sharply up to 1982 and then began to
decline, presumably because of the decline in the importance of this crop.
The fact that refinancing has been concent'ated in the traditional export
crops reflects the importance of these crops in the agricultural portfolio, and
the fact that production loans for these purposes are always refinanced as
prendario loans for a short-term after the harvest and when the crop is
delivered by the producer INCAFEto or COPAL. Therefore, the growvth of 
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refinancing for these crops reflects the short-term refinancing counterpart of 
the increases in the absolute amounts lent for production over the 1960
1984 period. It also is due to major difficulties that were encountered in 
marketing and production conditions during the period that contributed to 
delinquency and, hence, the need for long-term refinancing. 

C.ientele 

E.mct data on the mixed-bank's clientele is not available. Nevertheless 
some generalization is possible. The mixed banks have mostly lent to the 
medium-sized farmers of the non-refovmed sector who are the principal 
producers of the traditional export crops. These banks infrequently lend to 
small farmers, to those of either the reformed or non-reformed sectors. 

The mixed banks, however, have lent ex%.t,ensively to the Phase I 
reformed sector cooteratives. After the land reform, each bank was 
assigned specific cooperatives and made loans accordingly. Over the 1980
1984 period the banks have began to work with some additional 
cooperatives, while they have discontinued working with some of the more 
problematical cooperatives. Most of the latter were picked up by the 
Agricultural Development Bank, however, their delinquent portfolio 
remained with the m- 'ed banks. In 1985 the total number of cooperatives 
served by the mixed banks was 128. Since the loans to the cooperatives are 
large-sized, lending to this group accounted for about one-fifth of the total 
agricultural portfolio. 

Credit Delivery System- Agricultural Loans 

Virtually all of the mixed-bank loans to the agricultural sector are made 
with funds from rediscount lines of the Central Bank of Reserve. Therefore, 
the banks must follow the procedures for intermediate credit institutions 
(ICIs) specified by the Central Bank. These are described in Chapter II. 

The mixed banks have some latitude in terms of their requirements and 
procedures. For loans made for traditional ep.Torts in the non-reformed 
sector, the banks typically require that the borrower have a checking 
account and keep a compensating balance of some 5 or 10 percent of the face 
value of the loan on deposit in that account. The bank will lend the client up 
to ten times the amount on deposit. Of course, the bank can lend the 
borrower the amount to be placed on deposit. The end result is that the 
deposit serves to raise the implicit rate of interest paid by the client on the 
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loan. The ref ormed sector is not required to meet this condition. Therelore, 
under this arran eent these clients are gettir an implicit interest subsidy 
that is not offered to otrer borrowers. 

The--:n:-um contactual rate of interest is established by the Monetary 
Board, how mvex, (See chapterrany of the rediscount lines have lower rates 
II for the rate sructure). Most loans are for production credits of one year 
or less. For this type of loan the typical collateral is a personal guarantee. In 
1984, 70.6 percent of the loans carried this form of guarantee, 17.2 were 
baclced by the pledge of the crop and 12.2 percent with a mortgage on fixed 
assets. 

As noted previously, most agricultu-al credit transactions are carried out 
by agricultural loan agents who work out of the headquarters office in San 
",alvador. This is common because of the highly-centralized operations of the 
banking system. Moreover, many of the clients have residences in the 
capital city, and, furthermore, because of the small size of the country it is 
relatively easy for the credit agents, to travel to the countryside. 

The Ph.1ase I cooperatives have special requirements. They are required 
to develop a farm plan wh:en they apply for short-term production credit. 
An application for an inves*ment loan should be justified by a feasibility 
study. The cooperatives served by the mixed banks received assistance 
from the PL 480-financed Coordinating Unit of Credit Agents project. Under 
this arrangement each banl. has been assigned one or more agronomists paid 
by the prolect. These credit agents have proven helpful in working with the 
cooperatives in designing projects for financing and in facilitating the 
relationship between the ban- and the cooperative. 

The credit delivery system of mixed banks appears simple. However, 
there are considerable borrower transactions costs which include time spent 
in paperwork and documentation, taxes, lavrver's fee, the compensating 
balance, and the registration of loan document. For small-size loans, these 
transactions costs mahe it unprofitable to get a bank loan. 

Since most milled bank's loans are financed through rediscounts from 
BCR, once the bank approves the loan the documents should also be 
approved by this institution. In the case of loans to Phase I cooperatives, the 
cooperative must have the required Salvadorean Institute of Land 
Transformation (0STA) endorsement prior to contracting of the loan and the 
disbursement. 
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Mixed ban!s receive four types of deposits: demand, savings, time and 
foreign currency. At thti n'd.-of 1984, as shown in Table VI-8, the nri:xed 
baning sy:stem held ¢2,72 9.8 million in deE'osits. Of this amount 41.7 
-ercent vs in time deosits which are fiDed -term OeDoslts with periods 

ranging from 60 to 360 days. Another 29.7 percent were in savings, which 
hav. no t;-erm, 26.4 percent were in checIng accounts, and only 0.3 
percent in foreign currency. 

Over the 1960- 1984 period, total deposits Prew in both nominal and real 
terms, at the rates of 19.5 and 5.9 percent, respectively. Much of the 
increase occurred in 19'z. This probably reflects the beginning of the 
economic recovery as well as increased confidence by the Dublic as a result 
of the elections and a decline in civil strife. Another factor is the ex-tensive 
savings promotion campaigns undertalken by many of the banks. The 
campa.ins include advertising and raffles. 

Over the period the relative importance and shares of deposits changed 
markedly. The major shift was in the increasing importance of time deposits 
and the decl-ninc share of demand deposits. In 1980, time deposits only 
accounted for 19.8 percent of the total, wheras savings and demand 
deDosits were 36.2 and 43.9 percent respectively. Whereas all classes of 
deposits have increased in nominal terms, it is clear that as the nation gained 
more liquidity it increasingly placed it in time deposits. One probable 
e:-clanation is that as the rate of inflation increased, the opportunity cost of 
placing funds in demand and savings deposits rose considerably. Another is 

in l-st several yearsin theElacommunitya regained its confidence in both thethatthat inc, sevceral :and 

bankin7system and in El Salvador and. therefore, increased its bank 
der.mosits at home rather than inesting abroad or non-financial assets. These 
same factors may e;c.lain the sharp increases in deposits in foreign currency. 
It is notworthy that this all occurred over a period when the level of GDP 
was declininc, although at a progressively slower rate. 

The mixed banlts have w.ell-established systems for receiving deposits. 
They operate denmand, savings and demand deposits in all of their branch 
offices. As such, they are reasonably accessible to persons in most of the 
larger urban centers. Nevertheless, they probably are not well situated to 
attend to ir st sm:zall farmers. 

Most mnixed bank clients' for demand deposits are found among medium
and large-sized businessmen engaged in commercial or industrial activities 
and medium-or large-sized farmers. Since, most banks required a minimum 
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de¢x:st of ¢ 1,000 to ore-: - . .S "..'c- -1-,-- .,_ ,':l-!'-: an account.- olw-mcomne e-ple do no use.- t111e 
.e.-;e:-: or :2re'sits; most account "nlders aree . 

:,ec:,e ",onU: su::,Ks :es¢.t:ces Is: ,rontrat savin"s account hol],erse ,re 
rn. '.. ... i1 :r : . .' 

' 
.... . o;'Oa( I ainr 2"P r:" r 'rl 

t'",':;22 ., - tO 1S ,n : I - , :. 

o-" 4 r, rem- 1 S m '101
 
n'th-"'-. 
 bal- a: A als. cdn,'.a n deo.oIt services. 

Sources oM LsrqlbFundis 

have- foUr ol thei, 

oei rations: own iesuces f,,--i Reserve 


The rn:..:? banl:S sou!.e. :u.-d(s for -inalcin,. credlit 
!,eio, l,,ns, s ank: of rediscounts 

ani the Econo-,mi, Fund . . .,%7-9,.r"i,.nant L-,.r in Table at the end of 
4 the ban!s' o,.n re.,,urces--,aita, savings, time and demand deposits 

.,- n,..,: t ir.r---nt ,,urce. accournilr., for 77.3 percent of the total. 
... U.ce wa entral Eanl!. :ediscounts with 16.2 

Z'... e r . : n..y no;: . e resent ho,,. . accui-e . 1.vt sstn m 
!enIn--e :r,,-.,' dH:- ra ,.an t.-v reresen t the balance at apount 2n ti--me Neve:-theless, probably to .. relative. -. they serve s<how the 

.... ,,.-, .ifnct the e-,st shiares, of the various sources. It should be 
alled, hovwever. 'tat thie ni::ed bank!s el mostly on bC1: rediscounts to 

fir-Iance agriculture. 

Over the 1960-!954 period, the relative importance of the sources has 
not varied. The shares have altered, however, as the banking system has 
increasingly relied more on it own resources and less on Central Bank 
rediscounts. This trend probably reflects the fact. that the bariks were able 
to increase their deposits substantially over the period. 

Summary and Conctlu,rsions 

El Salvador has a sycl.teo&rn in mi::e, commercial banks which have 
majority government ownership and, hence, control. The system is highly
concent:ated in San Salvador with almost half of its ninety-one offices 
located in the capital city and with most decision making, including 
agr iculture i-i:g, being maice in the home office. The activities in the
sv'n, " are conoen:.~... i I l.~in nv ,w;jthone banlk, Banco Cuscatldn. being 
the :ed:>ri-ate instituuor, mrjeasured s:es of total loanas b' portfolio, 
deposits and agricultural loans. 
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The banks mobilize demand, savings, time and foreign currency deposits. 
They have facilities in their branches. In spite of the difficult times these 
deposits increased at an average annual real rate of 5.9 percent between 
1980 and 1984. Much of the increase occurred in 1984 and there has been a 
trend for the share of time deposits to increase in importance, such that by
1964 they became the most important, accounting for 41.7 percent of the 
total. This probably reflects the improved conditions in the domestic 
economy, decline in civil strife, and the relatively attractive real interest 
rates offered on this form of saving. These deposits account for a large 
majority of the resources to finance the system's credit, with the second 
most important being Central Bank rediscount lines. 

There was a slight negative growth in the real value of the system's total 
loan portfolio, as measured by year-end balances, between 1980 and 1984. 
A major decline occurred in 198 1, but after that year and through 1984 there 
was growth in the portfolio, such that by the end of the period the real value 
of the portfolio was only slightly less than it was in 1980. As measured by
contracted credits, the real annual flows of credit increased at an average
annual real rate of 11.3 percent over the period. Most of this growth, 
however, occurred in 1984. The improvement in economic conditions, 
political stability and the increasingly extensive refinancing explain this 
phenomenon. This growth is somewhat misleading because of the sharp
increases in refinancing that are included as part of annual flows. Were 
refinanced loans eliminated the real growth of new credits would have been 
considerably lower. 

The nine nixed banks as a group are the largest class of lender to 
agriculture, but none of the individual banks in the system lends as much to 
the sector as the Agricultural Development Bank or the Mortgage Bank. 
Lending to the sector by the mixed banks is highly concentrated with five 
banks responsible for about three-fourths of the portfolio. The Banco 
Cuscatldn is the largest with almost one-fourth. 

The real value of annual flows of credit to the agricultural sector 
increased over the 1980-1984 period at an average annual growth rate of 
12.3 percent. Lending is concentrated in the traditional export crops of 
coffee, cotton and sugar cane. Over the 1980-1984 period, coffee has 
received from 45 to 69 percent of the mixed banks' lending to the sector 
each year. The real value of annual lending for basic grains has tended to 
decline, whereas credit for poultry, livestock and fisheries has increased. 

Much of this growth reflects increases in refinancing, which increased 
considerably over this period. Between 1980-1984 refinanced, agricultural 
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loans increased at an average annual rate of 33.6 percent such that by 1984 
they accounted for 39.3 percent of the agric,'ltulal portfolio compared to 

23.4 percent in 1980. The growth in refinancing is due to the increases in 
offee and cotton, which have a built in short-termthe credit extended for 

refinancing feature when the crop is t-ansferred to INCAFE or COPAL. 
However, there were substantial amounts of long-term refinancing for Phase 
I cooperatives and, as well as for coffee and cotton loans of non-reformed 
sector farmers which resulted from delinquency. The collectibility of these 
loans may be problematical. If they are not collected the banks could face 
liquidity problems because they are responsible for the loans to the 1DCR. 

Agricultural credit is directed mostly to medium-sized farmers who 
cultivate traditional crops. They also lend a considerable amount to the 

Phase I cooperatives that were assigned to them by the government after 
the land reform. In 1984, 20.2 percent of the system's portfolio was in loans 
e,-tended to cooperatives. In the last several years some of the more 
problematical cooperatives have been shifted to the Agricultural 
Development Bank. In 1985, there were 128 cooperatives served by these 
banks. The Coordinating Unit of Credit Agents has proven to be useful in 
facilitating the relationships between banks and cooperatives. 

The mixed bank's credit delivery system is straightforward. It is 
somewhat complicated and has considerable borrower transactions costs. 
Even so it should not be an impediment to seeking large loans, especially by 
persons who are accustomed to working with the banks. It is an 
impediment, however, for borrowers who are inexperienced or who are 
seeking small loans, because of the high transactions credits. This is a factor 
that keeps small borrowers from working with these banks. 
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VII- THE MORTGAGE BANK 

Introduction 

The Mortgage Bank (H) was founded in 1935. It functions as a 
commercial bank, but has the additional and unique characteristic to issue 
interest-bearing mortgage certificates. Among, El Salvadorean banks, it is 
the only one that is entirely privately owned. Since its establishment, it has 
always had a priority of lending to the agricultural sector. 

Structure and Orranization 

The Mortgage Bank's structure and operations are subject to the law for 
Credit Institutions and Audllary Organizations (LICOA) as well as the policies 
and regulations set forth by the Monetary Board and enforced and 
implemented by the Superintendency of the Financial System and the 
Central Bank of Reserve. 

The Mortgage Bank has 9,000 outstanding shares of stock, of which 98 
percent are owned by the Coffee Producers Association. The rest are owned 
by the Livestock"Producer's Association and a few individuals. The Bank has 
this configuration of ownership because, when it was founded, receipts from 
the sale of coffee exports were used to provide the Bank's initial capital, in 
exclange for ownership. 

The Bank is governed by an eleven-person board of directors consisting 
of members appointed by the shareholders and the government. The 
president of the board is elected by the directors, subject to the approval of 
the government cabinet. Therefore, although the BH is privately owned, the 
government has a voice in its governance. The Bank is administered by the 
general manager, credit manager and manager of finance and operations. 

The Mortgage Bank has its headquarters and four branch offices in San 
Salvador. There are eleven branches located in the departments. 

Credit Portfolio 

Growth 

Between 1980 and 1984, as shown in Table VII-I, the nominal value of 
BH's end-of-year portfolio grew at.an average annual rate of 3.8 percent. 
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Over the period its lending increased througl 1963 and then declined in 
l964 to about the same level as in 1982. Small decreases in lending for 
agriculture and construction in 1964, accounted for the decline. 

Growth in real terms, after taining account of inflation, was negative. The 
average annual decline was -3.1 percent. Clearly, the BH portfolio was 
considerably lower in 1984 than in 1960. 

Sectoral Distribution 

In 194, refinanced loans accounted for 43.9 percent of the Bank's 
portfolio. Agricultural credit was ne':-t in importance with 2 1.4 percent and 
was followed by commerce with 17.9 percent. The only other sectors 
accounting for more than I percent of the total were industry and 
construction, with 7.9 and 7.8 percent, respectively. The importance of 
agriculture 
refinanced 

in the portfolio is clear If the agricultural portion 
portfolio is included, 39.6 percent of the portfolio 

of the 
would 

correspond to this sector. 

Over the 1980-1984 period, the relative imtortance of the portfolio's 
comiponents have remained about the same, except for the fact that 
refinancing grew rapidly up through 1983 when it leveled out. Apart from 
refinancing, only loans to industry and mining ex-perienced positive growthrates. When converted to real values the only sectors with positive growth 
rates were refinancing and mining. Agriculture declined at an average
annual rate of -14. 1 percent. It is clear that the real value of the portfolio
for the nation's most important productive sectors was much less in 1984 
than 1960. 

Annual Flows of Credit 

Whereas the analysis of the portfolio provides the size and composition
of BH's outstanding portfolio at year's end it does not necessarily reflect the 
actual lending during the year. Credit flows are a more accurate measure of
annual activity because many loans, such as those to commercial 
establishments, will be made and repaid in the course of the year. Annual 
flows for the Mortgage Bank are not available, but data are reported for
contracted credit. These data will overstate the actual flows for two reasons.
First, all credit contracted is not disbursed. Second, there may be
considerable double counting with refinanced loans if the refinancing is for a 
loan that w-as made previously in the same year. 
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Growth 

Over the 1980-1984 period, as shown in Table VII-2, the nominal
annual flows grew at an average rate of 24.3 percent. in real terms the
growth rate was 10.6 percent. The real value of total flows remained about
the same from 1980 through 1933 and then increased sharply in 1933 and1984. 

Sectoral Distibution 

In 1934, commerce was the largest recipient of credit with 54.6 percent
of the flows. Refinancing was next with 22.3 percent and agriculture
followed with 19.5 percent. Between 1930 and 1984 commerce, refinancing
and "other- credits showed positive nominal rates of growth. In real terms
the growth rates for only commerce and refinancing were positive. 

Therefore, the flow measure, like the portfolio measure, shows thatlending toaoriculture declined over the period. Refinancing and commerce 
were the sectors e-periencig the highest, growth. .Refinancing increased
considerably between 1960 and 1983 due to heavy refinancing of
agricultural loans in the first years of the period. Commerce did not grow
much until 1983 and 1964 when there was more political stability and 
improved economic conditions. 

Agricultural Credit 

Agricultural lending is a major endeavor of the Mortgage Dank. It makes
mostly short-term production loans of less than one year. A majority of itsborrowers are medium- or large-sized farmers. However, about 40 percent
of its portfolio is directed to Phase I cooperatives of the reformed sector. 

Growth 

As noted above, over the 1980-1954 period, the real values ofagricultural lending by the Mortgage Bank declined in real terms at average
annual rates of - 14.1 and - 14.0 percent when measured by the year-end
portfolio and annual flows. It is clear that the sector was receiving less 
credit in 1984 than in 1960. 
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Distribution of Portfolio by Activity: 

The 1964 end-of-year portfolio, presented in Table VII-3, shows that 
50.2 percent of the agricultural portfolio was in refinanced loans. Coffee 
loans accounted for 28.9 percent of the total and 58.1 percent of the non
refinanced loans. Cotton was the only other major activity financed, with 
13.0 percent of the total and 26.2 percent of the non-refinanced loans. 

Over the 1980-1984 period, BH consistently placed the bull: of its new 
credit in thlese two traditional epTort crops. The lending for them, as well as 
all other activities, except sugar cane and refinancing, declined over the 
period in both nominal and real terms. Lending for cotton had little 
variation until 1984 when it declined. Coffee credit increased until 1983 
when it began to descend. Refinanced credit also grew through 1983, before 
declining. The distribution by flows, presented in Table VII-4, shows the 
same trends and patterns. These figures, however, include refinancing. 
Therefore, the proportion going to coffee is much higher because of both 
short-term and long-term refinancing for this activity. 

Refinancing 

As shown in Table VII-5, refinanced credits in the year-end portfolio are 
concentrated in coffee and cotton. 1984, theseIn two crops accounted for 
60.6 and 27.0 percent of the total agricultural refinanced portfolio, 
respectively, i.e., combined, they represented than three-fourths ofmore 
the total. This would be expected because of the built-in structure for short
term refinancing associated with the processing, storage and marketing of 
these crops. Furthermore, these two crops have been heavily impacted by 
delinquency resulting from poor external markets, terrorism and land 
reform. Both crops experienced rapidly increasing refinancing from 1980 
through 1982. Coffee refinancing peaked in 1983, whereas cotton 
refinancing leveled off after 1982. 

When measured by credit flows, as showvn in Table VII -6, refinancing for 
coffee is completely dominant. The reasons are because of the 
overwhelming importance of this crop in the portfolio and because the 
production credit is refinanced in the processing-storage-marketing stage. 
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Clientele 

The Mortgage Bank has traditionally served medium- and large-sized
farmers, mostly producers of traditional e:ort crops. Since the laird reform 
it has continued nostiy with this clientele. It was ass,'ned fourty-eight
Phase I cooperatives of the reformed secto r. In 195 it was working with 
thirty-one of these. It discontinued working with those cooperatives with 
which it had serious problems of delinquency. These four were transferred 
to the Agricultual Development Bank. however, their delinquent portfolio 
remained with the Mortgage Bank:. BH has not lent to any Phase III 
beneficiaries. 

Delin uency 

The Mortgage Bank has a serious delinquency problem, at the end of 
194.,20 percent of its portfolio was in arrears. For agricultural loans the 
problem is worse, 31 percent of the loans are delinquent. The heavy
refinancing is also symptomatic of the delinquency problem. Some 44 
percent of the total portfolio is refinanced and almost half of this in 
agriculture. Some of this is in short-term refinancing but much of it is 
derived from refinancing of delinquent loans. BH anticipates problems in 
collecting much of these funds. 

Credit Deliver7 System -Agricultural Loans 

Virtually all of the Mortgage Bank loans to the agricultural sector are 
made with funds from rediscount lines of the Central Bank of Reserve. 
Therefore, the Bank must follow the procedures for intermediate credit 
institutions (ICIs) specified by the Central Bank. These are described in 
Chapter I I. 

The Mortgage Banl:has some latitude in terms of their requirements and 
procedures. For loans made for traditional exports in the non-reformed 
sector, the Bank typically requires that borrowers have a checking account 
and keep a compensating balance of some 5 or 10 percent of the face value 
of thE- loan on deposit in that account. The Bank wll lend the client up to ten 
times the amount on deposit. Of course. BH can lend the borrower the 
amount to be placed on deposit. The end result is that the deposit serves to 
raise the implicit rate of interest paid by the client on the loan. The 
reformed sector is not required to meet this condition. Therefore, under this 
arrangement, these clients are getting an implicit interest subsidy that is not 
offered to other borrowers. 
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The maximum contractual rate of interest is established by the Monetary 
Board, however, many of the rediscount lines have lower rates (see Chapter 
II for the rate structure). Most loans are for production credits of one year 
or less. For this type of loan the typical collateral is a personal guarantee. 

As noted previously, most agricultural credit transactions are carried out 
by agricultural loan agent: who wor: out of the headquarters office in San 
Salvador. This is common because of the higlhly-centralized operations of the 
bank. Moreover, many of the clients have residences in the capital city, and 
furthermore, because of the small size of the country it is relatively easy for 
the credit age.nts to travel to the countryside. 

The Phase I cooperatives, have special requirements. They are required 
to develop a farm plan when they apply for short-term production credit. 
An application for an investment loan should be justified by a feasibility 
study. The cooperauves served by the BH received assistance from PL480
financed Coordinating Unit of Credit Agents projects. Under this 
arrangement BH has been assigned agronomists paid by the project. These 
credit agents have proven helpful in working with the cooperatives in 
designing projects for financing and in facilitating the relationship between 
the Bani and the cooperative. 

The credit delivery system of BH appears simple. However, there are 
consderable borrower transactions costs which include time spent in 
paperwori: and documentation, taxes, lawyer's fee, the compensating 
balance, and the registration of loan document. For small-size loans those 
transactions cost make it unprofitable to get a bank loan. 

Since most BH loans are financed through rediscounts from BCR, once the 
Bank approves the loan the documents should also be approved by this 
institution. In the case of loans to Phase I cooperatives, the cooperative 
must have the required Salvadorean Institute of Land Transformation 
(ISTA) endorsement prior to contracting of the loan and the disbursement. 

Source of Funds 

The Mortgage Ban: relys mostly on its own resources -- capital, demand 
deposits, savings deposits, time deposit and mortgage certificate deposits-
as sources for its loanable funds. As shown in Table VII-7, for each year in 
the 1980-1984 period, between 66 and 79 percent of their funds come from 
its own resources. Almost all of the rest were from Central Bank rediscounts. 
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These funds were mostly directed to financing of agricultural activities, 
including the reformed sector cooperatives. 

DepDosi ts 

The Mortzage Banh receives four types of deposits -- demand, savings,
time and foreign currency. In addition, it has the unique capability to sell 
mortgage certificates as a further means of raising funds. The mortgage
certificates are issued for periods of five or ten years. They carry a fixed 
interest rate. In 1985 the rates were 13.0 and 14.0 percent, respectively for 
the five-year and ten-year certificates. These rates, as wvell as the rna:irnum 
interest rates for other deposits, are set by the Monetary Board. 

The distribution of deposits at the end of 1984, is presented in Table 
VII-8. Time deposits were the most important with 34.2 percent of the 
total. Mortgage certificates were next with 32.9 percent and savings
deposits followed with 22.4 percent. This distribution is representative of 
that over the 1980-1984 period. The notable exception is the decline in 
demand deposits. 

Over the 1980-1984 period, the average annual growth rates of the 
Mortgage Bank's deposits were 8.4 percent in nominal terms and -3.9 
percent in real terms. All classes of deposits, except foreign currency and 
mortgage certificates, e:perienced negative growth rates. Therefore, it is 
clear that BH had less real deposits in 1984 than in 1980. Furthermore, it 
was the growth in mortgage certificates that kept the decline from being 
worse. The fact that savers shifted tO this type of deposit is understandable 
given the inflationary conditions and the more attractive rates of interest 
offered. It is the only type of deposit which showed a positive real rate of 
interest in 1984. 

The BH has established policies regarding deposits. To open a new 
checking account a minimum deposit of ¢I,000 is required. For time 
deposits the minimum amount is a500 and is ¢25 for savings deposits. The 
Dank has begun to carry out promotion campaigns to mobilize savings and 
the sell mortgage certificates. 

Most demand deposits holders in the Bank are medium- and large-sized
farmers, notably coffee producers, cotton producers and cattlemen, as well as 
businessmen. Since the BH requires a sizeable minimum deposit to open an 
account this service is not used by the low-income person. The same is true 
of the time desposits. Many low-income persons, however, have savings 
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accounts. The large malcrity of these accounts correspond to brancheslocated in low-income urban areas and some rural areas. 

The anount )f deosr)its: in the branches outside the capital cit are 
reported to be irmortant. Some 52 percent of the combined amount of 
deposits correspond to deartrnertal branch offices. 

Sumrnary and Conclusions 

The Mortgage Bank. founded in 1935, is a private-sector institution that 
opraties as a comnrercial ban', but has the unique capability of raising
funds by issuing mortgage certificates. It has always been a inajcr lender to 
the agricultural sector and its clientele in that sector mostly cons:-.ists of 
medium- and large-sized farmers who grow traditional e}:port crops. Since 
the agrarian reform, it has also extended credit to Phase I cooperatives.
About 40 percent of its agricultural portfolio is in loans to this group. 

Bet-veen 1960 and 194, BH e.,werienced a negative average annual 
growth in its portfolio of -8. 1 percent. Lending to all sectors except mining
and industry declined. Agricultural loans accounted for 2 1.4 percent of the 
1984 Dortfolio. Strong c'ro,. occurred in refinancing such that by 1984. 
this type of loan accounted for 43.9 percent of the portfolio, reflecting the 
Bank's earlier problems with delinquent loans and the need for short-term 
refinancing for the processingo -storage-marketing of coffee and cotton, the 
two crops that strongly dominate its agricultural credit portfolio. 

Loan delinquency remains problem; 31 ofa about percent the 
agricultural portfolio is in arrears, compared to 20 percent for the whole 
portfolio. Delinquency has been alleviated by refinancing, otherwise it 
would be worse. The causes of delinauency are problems with some of the 
reformed sector loans, terrorism and unfavorable markets for the two 
principal eT.,ort crops, cotton and coffee. 

The agricultural credit delivery system is costly for persons who are 
inex:perienced or who want small loans, one factor that explains why BH does 
not have many loans for small farmers. 

EH has used Central Bank rediscount lines to finance much of its 
agricultural portfolio, but also has used considerable amounts of its own 
resources from deposits and capital. Time and mortgage deposits are 
dominant in its deposit portfolio. Between 1930 and 1984, the Bank lost 
ground in its real deposits, they have declined at an average annual rate of 
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3.9 percent. If there had not been a positive growth in the high-intprest 
bearing mortgage certificates, the decline would have been more severe. 



140 

VIII- NATI ONA L COFFEE INSTITUTE (INCAFE)
 

Introduction
 

In 1979, as part of the structural reforms of the new government, the 
National Coffee Institute (IICAFE) was created as a public institute with 
broad powers over the marketing and financing of coffee, El Salvador's most 
important crop. INCAFE supplanted a private-sector entity., La Compaiia
Salvadoreha del Caf4, S.A. In contrast to its precedecesor, INCAFE was given
the exclusive richt to market Salvadorean coffee in foreign narlets and 
considerable control over sales in domestic markets. With this change the 
marketirn of coffee was placed in the hands of the state. It should be noted,
however, that coffee production and processing remains in the hands of the 
private and reformed sectors. 

Although INCAFE's main function is marketing it is also important aas 
financial institution. Over the I9O-1984 period it was responsible for about 
one-third of the total credit extended by the financial institutions for coffee 
production. However, its role as a financier of production has sharply 
declined in recent years. 

In its role as a financial institution, INCAFE is authorized to: (a) extend 
credit for the producing, processing, transporting, and storing of coffee, (b)
maintain deposits in DCR or other domestic financial institutions, (c) hold 
deposits in foreign currencies in foreign financial institutions, (d) undertake 
investments in foreign and domestic liauid assets, (e) receive deposits in 
foreign or domestic currency, (f) hold and manage trust funds, and (g) to 
issue and sell bonds. It is clear that INCAFE is given broad powers that will 
facilitate its financial and marketing transactions. In its capacity as a 
financial institution, INCAFE must follow the regulations specified in the Law 
of Credit Institutions and Auxiliary Organizations (LICOA) and is subject to 
the regulations of the Monetary board. 

Organizatjon and Structure 

INCAFE is administered by a governing assembly, and a board of 
directors. There is an advisory council comprised of nine persons
representing producers associations coffee processors and the government 
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The governing assembly is the policy making unit and is constituted of 
five cabinet ministers, the BCF. president and a representative of the 
president of the republic. It establishes the norms and policies for e:xternal 
marl:etmng of coffee, determines the amount of advance pa.,nments the 
growers receive at harvest and when the product is sold and provides the 
norms to be followed in financing producers, processors, and other 
borrowers. The assembly appoints a thiree-person board of directors. The 
president of the board and the other directors guide and supervise the daily 
operations of INCAFE. 

Credit Operations 

Credit. Portfolio 

As showxn in Table VIII- 1, over the 1980- 1984 period, INCAFE's year-end 
loan portfolio grew in both nominal and real terms.: the rates were 23.5 and 
9.4 percent respectively. The composition of the portfolio, however, changed 
over the period. In 19go all agricultural credit was directed to production.
In 1961 and 1962 some funds were directed to combat coffee rust disease 
and beginning in 1962 considerable funds were directed to processing. By 
1964, 63.3 percent of INCAFFE financing was directed to processing. At this 
time it w.as not. necessary to direct as much financing to rust control. It is 
clear that the Institute has shifted away from financing production and is 
now concentrating on financing processing. The 1980 and 1981 figures, 
however, are misleading. In those years INCAFE made loans for processing, 
but they reported them under the category of industrial credit. 

A principal factor in this trend has been INCAFE's rapid decline in 
financing production for reformed sector cooperatives. In 1980 the Institute 
financed thirty-three cooperatives in the amount of C43-4 million. By 19 4 
it provided financing to only one cooperative in the amount of ¢9.8 million. 
The reason for the decline was problems with loan delinquency. 

Credit Flow-vs 

The annual flows of credit, provide a better perspective for viewing 
INCAFE's financial operations. As shown in Table VII-2., the flows of credit 
over the 1980- 1984 period decreased in both nominal and real terms with 
negative annual average growth rates of -4.9 and -15.7 percent, 
respectively. The negative growth rates, compared to the positive rates for 
the end-of-year portfolio clearly show the amount of financing has declined 
over the period. Moreover, the flows do not include the delinquency and 
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refinancing that appears in the total portfolio. As is the case with the year
end figures the largest declines were observed in production and rust control 
loans. 

Delinauencv 

As of October 31, 198 , 29.0 percent of total portfolio was in arrears. 
The refinanced portfolio amounted to ¢1.7 million, it represented 3.2 
percent of the portfolio. The reason that the refinanced portion of the 
portfolio is so low for INCAFE is that the Institute is in better condition to 
recover loans because borrowers and non borrowers must deliver their 
production to INCAFE's coffee mill or deliver green coffee to the Institute for 
exportation. Thus, INCAFE directly deducts the amount of the loan plus
interest from the final payments it makes to the borrower after his product 
is sold. 

Source of Funds 

The main objective of INCAFE is the marketing of coffee. It buys coffee from
producers, facilitates its milling and markets the final product abroad. To 
provide financing for planting, for the maintenance of coffee plantations, and 
harvesting INCAFE has depended upon the BCR rediscount funds. Likewise,
INCAFE, has used BCR rediscount funds to extend credit to the coffee millers. 
INCAFE has used the institution's owm resources only to make disbursements 
in advance until the BCR rediscounts are approved. 

Credit Delivery System 

The following describes INCAFE's credit delivery system for loans to 
finance coffee bean production. 

Pre-applicatjon Phase 

Agronomists from the INCAFE's agricultural department promote the 
lines of credit available and provide the application form to farmers 
interestd in obtaining the loan. Farmers who do not get application forms 
from agronomists, may obtain them from the credit analysis departnent in 
INCAFE's central office in San Salvador. 
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A.plication Phase 

The credit analysis department receives the application forms along with 
the required supporting documents. The documents vary depending upon 

cf borrowers. the farmerthe t oe For individual loans presents certificates 
of land title and of previous years' coffee deliveries to INCAFE. The latter is 
to demonstrate that he has been a coffee producer. If the loan is to be made 
with INCAFE'S own funds certificates of delivery are required for the three 
prior years. If loans will be financed vith DCR funds certificates for the 
previous five years must be submitted. Each applicant is charged a fee of 
¢5.65 in stamps to file a loan application. 

For loans to cooperatives there are four required documents: (a) a 
certificate issued by the cooperative department of the Ministry of 
Agriculture with the list. of the cooperative administrative council, (b) the 
name of a legal representative of the cooperative to sign the loan contract 
and supporting documentation from the cooperative certifying that they 
want credit from INCAFE, (c) a balance sheet and income statement for the 
cooperative, and (d) the cooperative's by-laws that have been approved by 
the Ministry of Agriculture. 

The application is analyzed in the credit analysis deartment. The 
process of analysis can take from one to six weeks, depending upon the size 
of loan. If the analyst considers it necessary, or in case of new clients, 
another inspection of the farm by the agricultural department might be 
made. 

Once the credit is approved in the credit analysis department, the 
documents are sent. to the agricultural department for approval. For 
producers for less than 2,000 qq of green coffee the two approvals are 
sufficient. For producers of more than 2,000 qq of green coffee the 
documents are sent to the credit committee for approval. This committee is 
comDrised of the finance manager. the internal commerce manager, the 
agricultural manager, and chief of credit analysis. 

Loans to coffee processors must be approved by the board of 
director's after they are analyzed and approved in the credit analysis 
department. 

Disbursement and Implementation Phase 

The approved loan is sent to the legal department for the preparation 
of the loan document. However, the final approval is sufficient to obtain the 
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first disbursement. At this time INCAFE uses its own funds until BCF 
financing is obtained. For any disbursement the borrower should request
the written authorization from the agricultural department. The 
disburSemern authorization is sent to the Loan Division to process the 
disbursement. 

In general, the system appears bothersome and lengthy. On the 
average, it could take from one to four months between the application and 
first disbursement. 

ReDavment Phase. 

Since INCAFE is the monopolistic exporter, producers have to deliver 
their coffee to INCAFE. In some cases producers deliver their coffee to 
INCAFE's coffee mills. If this is the case, INCAFE has the power to deduct the 
amount loaned and interest from liauidation. If producers went to private 
sector coffee mills the coffee mills deliver the coffee as well as a list of 
producers and their corresponding amount of coffee INCAFE.to In either 
case, INCAFE would recover the loans. However, there have been problems
of 1o, i recovery whaen producers did not deliver a sufficient amount of 
coffee "krepay the loan. This has occurred typically due to crop failure, 
terrorism, or other uncontrollable factors. 

Summary and Conclusions 

In 1979 INCAFE was created as a government monopoly for exporting
coffee, El Salvadors most important export. It was also authorized to finance 
all aspects of cuffee production and processing, although it does not have 
monopoly powers in these activities. 

INCAFE has been an important financier of coffee production and 
processing, but, since 19 1, it has considerably reduced its financing for 
production. In real terms credit for production in 1984 w.%-as only about one
eichth of what was undertaken in 1960. Much of this decline is attributable 
to INCAFE's e:mt from financing Phase I cooperatives in the reformed sector. 
There has also been a slight real decline in its processing loans. It is clear 
that II'X.CAFE has decided to place the bull: of coffee production financing in 
the hands of other lenders. 

INCAFE has experienced delinquency problems. In October 1965, 29 
percent of its portfolio was in arrears due to problems in production, 
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terrorism, and low market .prices. However, only a small portion of Ue 
portfolio is re~inanced. This is a low figure, compared to other lenders. The 
reason is that II.CAFE always deducts loan repayments from the receir,s it 
.gr.es:to brrow-.ers v.?'h.-n the r.stitu.* sells their coffee. The INCAFE credit 

delivery system directly uses this meclanism, but it is also emrv,loed for 
credit on coffee processed by other millers. 
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IX- FEDERATIOr.N OF EL SALVADOREAN CREDIT UNIO,'S 

!ntroduction 

Credit unions in E! Salvador are oranized as savings and loan 
cooDerativ.es The Fvderation of El Salvadorean Credit Unions (FEDECACES) 
was established in June 1966 with the objectives of: (a) serving as a second
level cooperative organization for affiliated credit unions. (b) romoting the 
philosophjcal principles of cooperativism, (c) supporting the affiliated credit 
unions financially, and technical(d) providing assistance to the affiliated 
credit unions. As of April 195 there were forty-four a!filiated credit
unions; twenty-nine (66 percent) in urban areas and fifteen (34 percent) in 
rural areas. Of those in urban sites, twelve were located in San Salvador. 
These credit uniom: had a total membership of 15,744 persons, 30 percent of 
whom resided in rural areas. 

Structure and Organization 

The supreme authority of FEDECACES is the general assembly, which is
comprised of one representiye from each of the affiliated credit unions. The 
general assembly is responsible for the broad policies of the Federation and 
elects the members of the administrative council, vigilance board, credit 
committee and education committee. The administrative council is 
responsible for directing the governance of the Federation, the credit
committee oversees the credit operations, the education committee is 
responsible for guiding training programs and the vigilance board plays the 
roles of internal auditor and watch dog. The day-to-day program operations
and management are carried out by the management office and the sub
offices for operations and technical services. Credit is administered by the 
operations office. 

In April 1985, the federation had a staff of thirty-nine: thi ee managers,
twenty professionals and sixteen administrative staff. These numbers do not 
include the membership of the administrative council the vilgilance board 
and the committees, which are comprised of credit union representatives. 

FEDECA:ES activities are basically two-fold. First, they provide training
and educational programs for its affiliates. These programs emphasize
cooperativism, cooperative management and leadership training. Second, 
they provide loans to the affiliates in order that the affiliates can onlend 

http:cooDerativ.es
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money to their membership. In this manner the affiliated credit unions can 
expand their credit oDerations considerably compared to wnat they would be 
able to do if they were forced to rely on their own deposits. 

Sources of Loanable Funds 

FEDECACES obtAins its capital by means of the required contributions of 
the affiliated credit unions. These contributions consist of a commission of 
a25 at the time o; affilliation, a 125 monthly membership fee and 15 percent 
of each affiliate's social capital. There is no interest paid on the affiliates' 
deposits. Additional loanable funds are obtained by loans from domestic 
sources such as the Agricultural Development Ban: (EFA), and external 
institutions including the United States Agency for International 
Development (USAID), Inter-American Development Bank (IDD), Central 
American Bani: for Economic Integration (BCIE), Confederation of Latin 
American Credit Unions (COLAC). and National Association of Credit Unions 
(CUNA). FEDECACES has intermediate credit institution (Id) status and, 
therefore, is eligible to receive Central Bank rediscounts. Funds from all 
sources are available for lending to affiliated credit unions. 

At the, end of 1 . 26.3) percant of the total portfolio of loanable funds 
of FEDECACES were the Federation's owMA esources. Only a small amount, 
less than 1 percent, came from Central Bank rediscounts. The largest source 
of funds, wlich accounted for 55.6 percent of the total, was the USAID 
project for Small Producer Development, whose purpose was to develop and 
e.,pand small-scale enterprises owmed and operated by the poor in rural 
areas. COLAC and CIE were responsible for 9.0 percent each. The COLAC 
funds were made available for a production and marketing project in rural 
areas. BCIE's Rural Enterprise Project was designed to help establish and 
expand rural enterprises. 

Over the 1960- 1964 period there were important changes in sources. 
USAID funds were introduced in 1961, and since that time this source has 
accounted for a majority of the loanable funds. Previously, IDB was the 
principal source but after 1980 it has dropped completely out of the picture. 
The Federation never has been major recipient of Central Bank rediscounts. 
COLAC or CUNA funds have never exceeded more than one-fifth of the total, 
and in most years were considerably less. 

Because of USAID assistance, FEDECACES has experienced 5. 1 percenta 
average annual increase in the nominal value of loanable funds over the 
five-year period. However, when the effect of inflation is accounted for, 
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FEDECACES has lost ground since 1960; in real terms the average annual 
growth rate was -6.9 percent. 

Credit Operations 

FEDECACES makes loans to the affiliated credit unions, using the above 
mentioned sources of funds. Upon receipt of the loan the credit union 
onlends the funds to its membership. The membership of the credit unions 
consists of persons practicing all types of economic activities common to 
their area. The farmers that are member: are typically small farmers of the 
non-reformed sector. 

At the end of 1984, FEDECACES's loan portfolio was $13.3 million. Of this 
amount, 45.1 percent was in loans for commercial purposes, 29.3 percent for 
consumption, 15.0 percent for agriculture and 10.5 percent for investment. 
These figures are another indicator of the Federation's urban bias. 

Over the 1960- 198 period, the nominal value of the portfolio increased 
at an average annual rate of 5.6 percent. However, after taking account of 
inflation, the real rate of growth was -6.4 percent. Clearly, the real value of 
the FEDECACES portfolio had declined substantially over the period. 

The portfolio for only two sectors showed positive real growth rates,
agriculture and commerce. These results demonstrate the impact of the 
USAID loan in making funds available for non-traditional agricultural
lending or rural enterprises and the continuing imDortance of lending for 
commerce. The economic recession and political instability were 
undoubledly important factors causing the declines in investment and 
consumption lending. 

FEDECACES loans to agriculture have been highly concentrated in three 
objectives. In 1984, 56 percent of the loan volume went for livestock, 32 
percent to basic grains and 12 percent to sugar cane. This pattern was 
typical of the 1960-1984 period. 

Delinquency and Refinancing 

At the end of 1984, 26.1 percent of the portfolio was delinquent, of 
which 14.9 percent corresponded to loans in arrears and 11.2 percent to 
over-due installments. Loans in arrears are those that have passed their 
maturity date. Over-due installments correspond to delinquent payments 
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for loans that have not reached maturity. Agricultural production loans have 
been the most problematical. As of September, 1965, 72.7 percent of the 
delinquent portfolio was in this type of credit. 

Over the 1980-196 period, the Federation e:i-Perienced continued 
problems with delinquency. In 1980, 22.0 percent of the portfolio was 
delinquent. The figures increased each year through 1983,before declining 
in 1964 dne to the Federation's active measures in that year to reduce 
delinquency as well as its securing BCF,refinancing for a substantial portion 
of the portfolio in arrears. In September 1905, 1.5 million, 11.3 percent, of 
the total portfolio was refinanced, mostly to refinance delinquent debts. 

Delinquency has been concenti-ated in five credit unions. In fact, one 
credit union accounted for ! 1.2 million of the delinquency, which was nearly 
one-third of FEDECACES's total. The credit unions with the most serious 
delinquency problems are located in conflict zones. Apart from the social 
conflict, the major factors contributing to delinquency have been the 
unstable political and economic conditions of the country. 

Credit Delivery System 

There are two staves to the credit delivery system: Federation to credit 
union and credit union to members. Both are presented below, following a 
discussion of the general terms of the credit. 

Federation to Credit Union Cooperatives 

Terms and Conditions of Credit. The Federation provides short-, medium
and long- term credit to its affiliates. Most, however, are medium term, 
ranging from three to four and one-half years. There are upper limits to the 
!oan size. FEDECACES normally will extend a credit union a loan that is no 
more than ten times the amount of the credit union's deposits at the 
Federation. Some Federation loans are targeted for specific purposes, 
especially these that are funded from foreign sources. USAID monies are 
specifically . be used for production and commercial activities in the 
eighteen cooperatives located outside the capital city. The IDB-COLAC funds 
are targeted to six affiliates for production purposes. 

The Federation typically charges the credit union 10 percent interest, 
which under most arrangements gives FEDECACES a 6 percent spread on the 
funds it has borrowed. USAID loans, however, provide the Federation with a 
7 point spread. The Central Bank rediscounts offer only 2 points of spread. 
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Compared to other sources this very low spread undoubtedly explains why 
FEDECACES seldom uses bCP rediscounts. 

The credit union pledges its assets to the Federation as the loan 
guarantee. Additional collateral is provided because the credit union 
endorses over to the Federation the guarantees provided by its members on 
their loans obtained from the funds borrowed from the Federation. 

Elegbi!ity Requirements. To be affiliated with the Federation a credit union 
must demonst.ate tnat it is properly organized, pay a c25 commission fee 
and agree to make a :25 monthly contribution. Eighteen months after the 
credit union is accepted as a member in the Federation, 15 percent of credit. 
union's social capital must be transfered to the Federation to form part of the 
latter's social capital. At this time the credit union is eligible to apply for a 
loan from FEDECACES. 

Application Phase. The cxedit union fills out a simple form requesting a loan. 
The applicati:i states the purpose of the loan and how it will be distributed 
among members. The applicajon is received by the Federation and anlyzed 
by the credit division of the operations office. On an average it takes a week 
to COmDlete the analysis. Once it is completed, the application passes to the 
general manager for review. This step takes an average of two days.
Finally, it goes to the credit committee for final action. The credit committee 
meets every two weeks. Thus, the final decision on a loan application could 
take from fifteen to thirty days. 

ImDlementation and Disbursement Phase. Once the loan has been approved, 
the Federation prepares the loan document. The first disbursement is 
typically done immediately. The number of disbursements are determined 
in accordance with the nature of the financed.project At this stage
FEDECACES may provide educational programs to the administrative 
personnel of the credit unions. They do not provide technical assistance for 
agricultural production. 

R~epavment. Once the loan has reached maturity, the Federation grants a 
thirty-day grace period before charging an additional 2 percent penalty 
interest on the unpaid balance of the loan. In some special cases, the 
Federation changes the maturity date without charging the penalty interest. 
If the credit union is deemer, unable to repay the loan, the Federation may 
require that FEDECACES jointly administer the loan with the credit union 
until the loan is entirely repaid. 



156 

Credit Unions to Members 

Terms and Conditions of Credit. Most loans are for terms of less than one 
year. Agricultural production loans are scheduled in accordance with the 
crop cycle. The borrower's guarantee consists of his deposits with the credit 
union and one or more cosigners. 

The contractual interest charged by the credit unions is between 16 and 
24 percent; most freauently it is 18 percent. For funds borrowed from the 
Federation the interest rate spread for the credit union is usually 6 percent. 
Members can borrow funds up to a multiple of their deposits in the credit 
union. The multiple coefficient may vary from three to ten, depending on 
the purpose of the loan. 

Eleibilitv eoauirements. To become a member of a credit union an 
aDDlicant must be attend at least three lectures on cooperative organization. 
There is a at 15 admision fee and a required contribution of C10 to the credit 
union's social capital. Moreover, a member assumes the obligation to make 
a minimum monthly deposit of an amount determined by the credit union. 
Members may make additional deposits at any time. 

Aplication Phase. A member fills out a one-page application form. The 
application is analyzed, approved or disapproved by the credit committee of 
the credit union. This committee usually meets twice a month. Therefore, 
the decision should take about fifteen days. 

Implementation and Disbursement Phase. Once the loan has been approved 
a loan document is prepared. Disbursement. normally follows within a few 
days. The borrower must also obtain the required number of cosigners to 
serve as a guarantors for the loan. A credit union member can receive credit 
up to five times the amount of his deposits at the credit union. Some credit 
unions have granted loans for an amount of eight times the member's 
contribution. These loans are usually for agriculture. 

Repayment Phase. Some credit unions send advance notices of the loan 
maturity date to members. When a loan is delinquent the cooperatives 
charge an additional penalty interest . In some cases, new maturity dates 
are fixed in order to extend the loan. When the repayment problem is 
considered serious, the credit unions have recourse to legal collections. 
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Borrowing Costs 

It is clear from the previous section that the credit delivery systems for 
loans both the Federation to the credit union and from the credit union to its 
member are simple and structured for reasonably rapid loan approval and 
disbursement. It is useful, however., to e-mine the systems in more detail 
to determine the costs of borrowing. Borrowing costs have three main 
components: interest charges; out-of-pock"et transactions costs such as those 
for fees, stamps and documents; and costs of time to undertahe trar.'sactions. 
Interest charrges consist of explicit interest costs based upon the contractuial 
rate of interest and the implicit costs derived from the required 
compensating balances of deDosits. The explicit and implicit interest costs 
are used to calculate the effective interest rate. 

Loans from Federation to Credit Union. 

The out-of-pocket transactions costs are small, consisting of the one-time 
¢25 membership fee, a ¢22 charge for seal paper used in preparation of 
documents, I percent fee to cover legal expenses and supervision, and travel 
costs. The time costs depend upon the amount. of time that credit union 
officials spend in obtaining, implementing and repaying the loan. Because of 
the simple application procedures these figures should not. be high. 

These loans typically have a 10 percent contractual interest rate. This, 
however, does not represent the true effective rate of interest because of the 
implicit interest. For emmple, if the multiple coefficient is 7.5 then the 
effective rate of interest is 11.54 percent. 

Loans from Credit Union to Member 

The member has low out-of-pocket transactions costs. For a typical loan 
there are charges $10 for the one-time membership fee, a20 for a lawyer's
fee, and C2.20 for seal paper. Transportation costs are low since most 
members live near the credit union office and little travel is involved. By 
the same token the time costs are low. It would appear that the total 
transactions costs are not very important as a borrowing cost., unless the loan 
is of small size. 

The loans typically have a contract intrest rate of 18 percent. However, 
the required deposits that are used as compensahng balances give rise to 
implicit interest costs that can be sizeable depending on the multiple
coefficent. The multiple coefficent varies between three and ten. The 
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effective interest rate on loans will therefore vary between 20 and 27 
percent. 

Financial Soundness 

Three financial ratios are calculated to measure FEDECACES's financial 
soundness: (a) indebtedness ratio ( total liabilities/total assets), (b) grade of 
autonomy (social capltal/total assets), and (c) indebtedness capacity 
(debt/net worth). The ratios are figured for each of the years 1980 through 
1984 and rer.ortfecd in Table IX-!. They are ccmpared with standards 
established by COLAC for credit union federations as reported in the 1985 
CEPAL report "Rasgos Princlaies de las Federaciones de Ahorro y Cr6dito del 
Istmo Centroamericano". 

The results show that FEDECACES could undertake additional debt without 
endangering its financial soundness. The indebtedness capacity and 
indebtedness ratios are well under the COLAC ma:imums. It does appear, 
however, that the Federation should try to increase its social capital in order 
to improve its grade of autonomy. 

Profitability 

FEDECACES income statements report two cost components: (a) financial 
costs and, (b) administrative costs. Taking the sum of these two costs as 
total cost, FEDECACES's income has covered its costs and made profits in 
1980, 1983, and in 1984. In 1981 and in 1982, losses were shown. It 
should be noted, however, that such an analysis overlooks the important cost 
of risk. Risk costs associated with lending activities are extremely important 
for financial institutions. In countries where the default rate is high, as is 
the case in El Salvador, the risk cost should be taken into account as an 
important cost itzm. Assuming this to be 5.0 percent, which is the COLAC 
recommendation for uncollectoLl-*loans of the portfolio, then cost would be 
higher than income in each of the -ears over the whole period. 

Summary and Conclusions 

FEDECACES, the Federation of Credit Unions in El Salvador, is an active 
organization with forty-four affiliates that have total membership ofa 
15,700. Its two main functions are providing training and education as well 
as credit to its affiliates. It is urban oriented; about two-thirds of its 
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affiliates are in cities. Nevertheless, it has major operations in rural areas,
especially in its credit programs where it has sPecial lines of funds directed 
to this sector. For e:.mple, the largest is the USAID loan for Small Producer 
Development established in I98 I which has played an important role for 
growth i lending to non-traditional agriculture and rural enterprises. 

The Federation has ICI status and thus is eligible from Central Bank
rediscounts. However, it uses this source of funds infrequently, probably
because of the relatively unattractive interest rate spread on these loans 
compared to other sources of funds. Its principal source of financing has 
been foreign assistance or foreign loans. Since 1981 the USAID project has
accounted for a significant majority of FEDECACES's loanable funds. Another 
one-fourtl has come from its own resources -- social capital, deposits and 
contributions from affiliates. 

FEDECACES has experienced serious deliiquency problems. At the end of
1984, 26.1 percent of the portfolio was delinquent. Delinquency is 

concentrated in loans for agricultural purposes and in regions that have 
e:"erienced high social conflict. Therefore, it would appear that the
disruption of production in these zones is the major factor. Of course the 
generally unfavorable economic conditions have also had an impact.
FEDECACES has done some refinancing, but not a lot. A campaign in 190 4 to 
reduce delinquency had good results. 

Agricultural loans account for about only 15 percent of the FEDECACES 
portfolio. Most loans are made to credit unions to finance commercial 
activities and consumption; another indication of the Federation's urban bias. 
If the Federation did have the USAID funds, it is doubtful that as much 
would have been lent to agriculture. Among the agricultural loans, most 
were made to finance livestock and basic grains. 

The credit delivery systems for the totwo stages of lending, Federation 
affiliate and credit union to members, are simple and involve low borrower 
transactions costs. Credit appears to be delivered in a timely fashion. The
16 percent contractual interest rate charged the member by the credit union 

is higher than the bank rate. Moreover, because of the required deposits,
the effective rate is somewhat hi.2her. The affective rate varies between 20
and 27 percent. These rates appear to appro.:mate the opportunity cost of
capital. As will be noted in the charanr on informal markets, moneylenders
typically charge 2, percent. 

The interest rate structure should allow sufficient spread for both the
Federation and the credit union. Nevertheless, a profitability analysis shows 
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that FEDECACES's income ,isinsufficient to cover costs if an allowance is made 
for the risi: of bad debts. This imDlies a need to try to reduce costs and/or 
increase revenues as well as to reduce delinquency. 

FEDECACES is financially sound. Financial ratios show that it has the 
captaciy to absorb more debt. On the one hand given the problermauc status 
of the economy and the related delinauency problem this conservative 
approach may be in order. On the other hand, given that FEDECACES believes 
that there is a considerable excess demand for its credit, it would be 
financially s,?und for the Federation Lo borrow more to enable it to reach 
more credit union members. In addition, FEDECACES should consider means 
to increase its own resources by increasing the contributions of social capital 
from its affiliates. 
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X- FEDERATION OF CREDIT FUNDS (FEDECCREDIT). 

ac}:-"rcund 

The Federation of Credit Funds (FEDECCREDITO) was established in
under the Rural Credit Law. It is an autonomous public sector institution.
Its principal objectives are to encourage the cooperative movement in El
Salvador, especially in relation to small producers and merchants; promote
cooperative education; form rural cooperative funds .(3;a_:).. oversee the
organization and operations of cajas: and serve as an intermediary/ and 
guarantor for caias with respect to third parties. The powers and
responslibilities of FEDECCPEDITO include: finarncing cais; receivingsavings and time deposits from cajas and others; demand,and obtaining loans from
 

domestic and foreign sources. 

The caias are cooperatives formed in accordance with the Rural Credit
Law. Their main functions are to store agricultural and industrial products,
to make loans using the stored products as guarantee and to receive money
deposits. aC-aja may be formed by persons or organizations residing in the
rural locale who are involved in rural production or marketing. Autonomous
public inititutions may also belong. Upon joining a caj, members must. 
take out shares of stock that serve as the capital of the cala. 

Organization and Structure 

FEDECCREDITO is responsible to a general assembly comprised of
representatives of each affiliated caja, two representatives of the state, one
of the Banco Hipotecario, and a representative of each member autonomous 
public institution. FEDECCREDITO is directed and administered by a seven
person board of directors consisting of FEDECCREDITO's president, who is
named by the president of the republic, two other government appointees, a
representative each from the Central Dan]: and the Banco Hipotecario, and 
two directors elected by FEDECCREDITO's general assembly. The president
appoints a manager who carries out daily operations and who acts as 
secretary to the general assembly and to the board of directors. 

At the end of 1984, there were forty-two cajas located in all fourteen
departments. Each is governed by a general assembly and a board of
directors. The caias are ver highly integrated with FEDECCREDITO. All
members must be approved by the Federation, both when a caja is formed
and when any new member joins. FEDECCREDITO appoints the presidents of
the cajas boards of directors, determines the capital and reserves that can 
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be invested in any activity, and excercises close supervision over the 
operations of the caia. 

The Federation must respond to rules established by the Monetary 
board. 

Credit ODerations 

Portfolio 

FEDECCREDITO makes loans to cajs for targeted purposes. The cajas 
tien relend to their members. 

Breakdown data of portfolio by economic sector are not available. At the
end of 1984, FEDECCREDITO held a portfolio of 160.8 million. Between 1980 
and 1984 its portfolio grew at an average annual rate of 0.3 percent. In real 
terms, there was a decline of - 10 percent. 

Credit Flow 

Table X- I provides information on credit flow by economic sector for the 
1980-1984 period. On an average lending to agriculture represented 30 
percent of the total flow of the period. The relative importance of lending to 
various economic sectors was as follows: Agriculture 30 percent, commerce 
20 percent, and other credit shared with the remainder 40 percent. The 
relative importance of the sectors changed in 1984. Commerce became more 
important with 40 percent, other credit was second with 30 percent, and 
agriculture third with 20 percent. The remainding 10 percent of the credit 
flow was placed in refinancing of bad debts. 

The total credit flow over the period has decreased in both nominal and 
real values at.an averaae annual rates of -7.5 and -18.0 percent. Lending to 
all economic sectors has declined at even greater rates. The reason is that 
the flow of refinancing grew at high average annual rates in both nominal
and real values. This shows the serious delinquency problems faced by the 
institution. Furthermore, it shows that FEDECCREDITO was lending much less 
in 1984 than it w.,as in 1980. 
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Agriculture Credit 

In 19804, lending for agriculture was only about one-third of what it was
in 1960. Financing for all activities has declined. Table X-2 provides the 
information on the agricultural credit flows by the main activities financed. 
In 1980, lending to basic grains production represented 36.6 percent. It lost 
its level of relative importance in 1984. However, it still represented 28.4 
percent of the agricultural flow. Financing for coffee has dropped drastically 
over the period. Whereas loans to livestook became important. In real 
terms total financing to agricultural activities declined at the average annual 
rate of -22 percent. The only positive real growth was refinanced loans. It 
is clear that this financial institution has less available funds for its lending
activities. One of the reasons is its serious delinquency problems and the 
need for refinancing unpaid loans. 

Clientele 

FEDECCREDITO lends primarily to small farmers, other producers, and 
merchants. It lends to two of the Phase I cooperatives and to some Phase III 
beneficiaries. 

Delinqu~ency 

FEDECCREDITO has a major delinquency problem. At the end of 1984, 35 
percent of the outstanding portfolio was delinquent. Agricultural loans are 
particularly bothersome, 57 percent of this sector's portfolio were 
delinquent. This figure understates the problem, refinancing of agricultural
loans has reduced the reported delinquency. 

Credit Deliver; System 

The borrower fills out a loan application form at caja. Since most 
members are illiterate, the staff fills out the loan application for them. Once 
the application is completed, it is reviewed and approved at the caja. The 
approved loans are forwarded to the FEDECCREDITO central office in San 
Salvador. 

It tales from one to five weeks for the application to be approved at the 
caja. The review and approval by FEDECCREDITO varies between eleven and 
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thirty-eight days when no special difficulty, ests. The approval process 
could talke from three to ten weeks. Follovng approval another two to eight 
days are needed to e::ecute the loan contract and to make the first 
disbursement. 

The type of guarantee recuired varies according tk the amount. 
borrowed. Agricultural production loans are typically guaranteed by the 
crop being financed. Loans in excess of a 10,000 must be secured by a lien 
on assets. Interest rates on ari-cultural loans vzqry between 8 and 16 
percent depending on the source of financing, and the type of borrower. 

Sources of Loanable Funds 

The principal source of loanable funds are various lines of credit of the 
Central Banl., which accounted for 60 pertcent of the funds flowing to the 
Federation and its cajas in 19%4; the Federations own funds were in second 
place with 35 percent. Funds from AID, IDE, and the central government 
together represented about 5 percent of the total funds received in 1964. 
The Federation channeled funds from outside sources, such as the Central 
Banl, to the caias. 

Savings 

Mobilization of Savings 

According to the Law of Rural Credit, both the Federation and the cajas 
have the right to receive deposits (with and without interest) subject to the 
requirerments set by the Monetary Board. At present the cajas do not offer 
demand and savings accounts facilities to their members with one exception. 
The Popular Credit lender program, to small merchants, which has enjoyed 
much popularity, includes a component of forced savings for participating 
borrowers. FEDECCREDITO's deposits at the end of 1984 were ¢ I I million or 
4 percent of the total of liabilities and net worth. 

Su:nmar 

The central office of FEDECCP.EDITO excercises considerable control over 
the activities of the fourty-two member caias, for e:ample, all loans must be 
approved by the Federation. FEDECCREDITO has done little to mobilize 
savings and is very dependent on Central Bmrk financing. Totai and 
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agricultural lendina has declined in recent y:ears because the Federation has 
experienced major delinquency problems that have st/rilized its portfolio. 

The credit delivery system is cumbersome and len-thw. PaDerworh and 

delays esmeciallv, at the central office have probably contributed to high
transactions costs. 

FEDECCREDITO was assigned the responsibility of financing reformed 
sector cooperatives. However, its exmerience in lending to cooperatives has 
been unsatisfactory. The high delinquency portfolio in agricultural loans and 
considerable refnnancing reduce the institutions liquidity. As a consequence, 
less amount of credit flows was observed to the sector activities. Whereas 
refinancing was growing at hiolk rates in both nominal and real terms. 

The lack of a savings window in the caias in the central office makes the 
institution deDendent on foreign and BCR funds. Thus: it could only direct 
credit for tariets spe=cified in projects or the rediscount lines. 

In conclusion, FEDECREDITO appears to be in serious trouble. Major 
delinquency has sterili-ed much of its portfolio and forced it into extensive 
refinancing of past due loans. It has utilized no internal mechanism to 
generate additional resources, which makes it entirely dependent on 
e).ternal funding for expansion due to the low levels of reflows. 
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XI- INFORMAL FINANCIAL MARKETS 

Introduction 

There are active informal financial marklets functioning in El Salvador in 
rural areas. In these markets a considerable amount of credit flows to 
agriculture through moneylenders, middlemen, farm input suppliers, and, 
probably, friends and relatives. This chapter describes the striucture and 
?perations of these marlets based upon reasonably detailed case studies in 
Ioir small El Salvadorean towns: Atiauizaya, Izalco, Metapatn and San Juan 
O-icc, located in the departments of Ahuachapdin, Sonscnate, Santa Ana, and 
La Libertad, respoectively. The selected towns appear to be representative of 
many towns in El Salvador. 

Since it was difficult to determine the universe of all suppliers of credit 
in the informal market in each of the four towms, the methodology was to try 
to identify the input suppliers, moneylenders and middlemen by mears of 
information obtained from local authorities and knowledgeable townspeople. 
All input suppliers, moneylenders and middlemen, that were so identified 
were interviewed. This does not mean, however, that these persons 
constitute the universe of informal-market lenders. it is probable that some 
moneylenders and middlemen operating in the regions were not identified. 
In the case of input suppliers, it is very likely that the whole universe was 
identified because they had stores. There are probably a number of other 
informal-market lenders that were not identified. There are two groups of 
such persons. Tlhose individuals who have another primary occupation and 
lend money occasionally and, hence, are not widely recognized as 
moneylenders in the community. Also there are many individuals that only 
lend to family members and friends. Based upon detailed studies in other 
countries, it would be expected that this is a very common source of credit. 

This chapter presents the consolidated results of these case studies. 
First, the studied areas are described. Second., a rough quantification of the 
credit flows in the informal market is attempted. Third, descriptions of 
credit delivery systems and the associated transactions costs are presented. 
Finally, some concluding comments are made. 
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Description of Studied Areas 

Atiquizava 

The town of Atiquizaya is an imDortant regional center located 88 kms. 
north of San Salvador in the department of AhuachaDpn. It is located in the 
municipio of the same name which has a poptilation of 50,000. 

The region is composed of both small-and medium-sized farmers. 
There is a wide variety of agricultural activity in the region, including some 
ugar cane and beef. A considerable amount of land is planted to cereals. 

There are offices of three formal market financial institutions in the 
town: an agency of the Agricultural Development Bank , a branch of the 
Banco Capitalizador, and Rural Credit Fund that is affiliated with 
FEDECREDITO. 

Izalco 

Izalco, located 55 kms. southwest of San Salvador, is an important town 
in the department of Sonsonate. It is located in a municipio by the same 
name with an estimated population of 50,000. The surrounding region is 
basically agricultural. Most farmers have small land holdings with an 
average size of two manzanas. The principal crops are corn, beans and 
sorghum. The Rural Credit Fund is the only formal-market institution 
providing credit to farmers. 

MetaDpin 

Meta-p-n is located 112 kms. northwest of San Salvador in the 
department of Santa Ana. The municipio of Metap n has approxdmately 
64,000 inhabitants, of which 85 percent live in rural areas. Most of the 
farms are small holdings, consisting of about three manzanas each. There 
are some farmers with larger holdings of about ten manzanas and a small 
number with land holdings of about 100 manzanas. The predominant crops 
of the region are corn. beans. sorghum: vegetables and livestock. 

There are three formal-market financial institutions with offices in the 
zone: The Banco de Comercio, the Agricultural Development Bank, and a 
Rural Credit Fund. 
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SanJuan opico 

San Juan Opico is located 45 krms. northwest of San Salvador in the 
department of La Libertad. The municipio of San Juan Opico has an 
estimated population of 50,000. 

The people of the town of San Juan Opico and the surrounding rural 
areas are mainly engaged in agricultural activities. There is a variety of land 
sizes. The most numerous group are the small farmers who have an average 
farm size of three to four marizanas. There is a small number of medium
sized farmers with holdings ranging fromn two-to-four hundred manzanas. 
In addition, there are seven reformed sector cooperatives in the municipio. 
Small farmers mainly plant corn, beans, sorghum, vegetables and citrus. The 
medium-sized farms typically cultivate sugar cane and coffee, some raise 
dairy and beef cattle. 

There are two offices of the formal-market financial system in the 
community, the agency of the Agricultural Development Bank and the credit 
union Agricola Opicana. The latter is affiliated with FEDECACES. 

Informal Credit Suppliers and Their Impotance 

Three common types of informal lenders were identified in each of the 
four communities: moneylenders, middlemen, and input suppliers. In San 
Juan Opico ten moneylenders, seven middlemen and five input suppliers 
were identified. In Atiquizaya there were ten money lenders, four 
middlemen and four input suppliers. In Izalco, there were six money
lenders, five middlemen and four input suppliers. In Metap-n, there were 
seven moneylenders, eight middlemen and five input suppliers. The fact that 
these informal-marlet lenders e,'tst in areas served by formal market 
institutions sugge.sts that they are filling a different credit need than is 
provided by the formal market institutions. 

In 1984, as shown in Table XI-I, the thirty-three interviewed 
moneylenders combined granted loans totaling a4.5 million. Of this amount 
a1.3 million was in Atiquizaya, ¢0.9 million in Izalco, $0.8 in Ivletapdn, and 
a1.5 in San Juan Opico. These amounts do not all correspond to agricultural
loans. Compared, however, to middlemen and input suppliers moneylenders 
were the most important sources of informal credit in the region. 
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Twenty-four middlemen were interviewed. Combined, in 1984. they 
advanced 1950,000 for agricultural production. Of this air'nunt $120,000 
corresponded to Atiquizaya, ¢:160,000 to Izalco, s270,000 to Metap~n, and 
'400,000 to San Juan Opico. 

In 1984 the eighteen inDut suppliers in the four cities made in-kind 
loans for ¢588,000. Those in Atiquizaya extended credit of ¢160,000, in 
Izalco C140,000, Metapnr, a 180,000,and San Juan Opico a 108,000. 

As noted p usly, the estimated amounts of credit in each region 
undoubte-dly understates the informal credit. Nevertheless it is clear that it 
is considerably lower than formal-market credit in each region. For 
example, in the case of San Juan Opico, formal market credit was 114.4 
million. The estimated informal-market credit was one-seventh of this 
amount. The informal lenders, however, play an important role. In most 
cases if the informal sources of credit did not exist it is likely that most of 
their clientele would have gone without credit; with the small size of their 
loans they would not have been suitable borrowers for the banking 
institutions. 

Credit Delivery Systems 

Moneylenders 

These persons typically provide small-sized cash loans. They lend not 
only to farmers but also to other persons in the region. Some moneylenders 
make in-k-id loans to farmers consisting of fertilizers, pesticides and 
insecticides that the lender has obtained at favorable prices from a supplier, 
usually the Agricultural Development Bank's input supply stores. 
Repayment tvpically is made in cash. Some money lenders will take 
repayment in product which they then sell on the local market or to the 
Supply Regulatory Institute (IRA). 

The moneylender typically does not require a loan document, especially 
for small loans. They make disbursements with a simple receipt, and by 
recording the amount and date in a notebook. 

The size of loans ranged from ¢20 to T60,000. The nominal interest rates 
are consistent within and between regions. About 90 per cent of the loans 
granted during 1984 and 1985 had a 2 percent per month, or 24 percent 
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annual, interest rate. In some cases the rate varies with the size of loan. 
Some larger loans had a 12 percent annual interest rate. 

There appears to be flembility in the term of loans. In the ccse of crop
loans the terms are usually fixed in accordance wi\th the crop cycle. Most are 
short-term loans with maturities of less than a year. 

Neither cosigners nor collateral are required for most of the small-sized 
loans. However, for loans of larger size, such as c60,OOO, a mortgage lien 
may be required. According to the lenders, prior knowledge and/or
satisfactory experience with their clients is the basis for making their 
lending decisions. They tend to make loans only to people that they know. 

Delinquency does not appear to be a major problem. Lenders reported
that almost all loans granted for the 1984/1985 agricultural year were 
recovered. In two cases, lenders reported default rates of about 5 Dercent. 
In some cases, the lenders knew that borrowing farmers had exp.erienced
serious losses in their crops, but nevertheless were able to repay the loans. 
Most of these borrowers had non-farm income from worl as salaried 
workers in the cof fee or sugar cane harvest that was used to repay the loan. 

Moneylenders typically use their own capital as the major source of 
loanable funds. Many, however, also use bank loans, especially from the 
Agricultural Development Bank where they can obtain the most favorable 
rate of interest and for a time period that coincides with the crop cycle. 

Middlemen. 

Most middlemen operate with their own trucks. Their principal
business is the marketing of agricultural products, which they buy in the 
local region and sell to wholesalers and retailers in the cities, mostly San 
Salvador. About half of them live in the region or neighboring cantones and 
the balance come into the region from nearby municipios. Their marketing 
function is often linked to production credit, which they provide to the 
farmer in the form of cash advances or in-k-ind inputs in the planting season 
and/or at harvest time. Some O percent of them deal with cereals such as 
corn, beans, sorghum, and sesame. Somhe deal in vegetables and citrus. 

Middlemen typically operate in one of two modes. The first is an 
outright loan of cash or in-kind inputs. In these cases they charge interest; 
in 1964/1965 the rate was 2 percent per month, or 24 percent per year.
The client typically repays the middleman with in-kind produce which is 
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valued at the going mar!et price in the rural area. Simultaneously, the 
farmer sells the rest of his product to the middleman. There is considerable 
competition amon, buyers in the countryside, therefore, it appears that the 
middlemen buyers are forced to pay competitive prices. 

The second mode is share cropping. Under this arrangement the 
middleman makes a loan of in-kind inDuts and is reDaid with a 
predetermined share of the product at harvest time. 

In either mode the credit delivery system is simple. Funds arrive in a 
timely fashion. There is no paperwork or guarantee required. The 
middleman selects his clients based on personal knowledge and prior
ex-perien cc. 

The middlemen's sources of funds for their credit activities are loans 
from banks, especially the BFA, and their own operating capital. Those who 
make in-kind loans of inputs typically purchase these produts from the 
Agricultural Development Banks input supply stores. Some of them are still 
paying installments on trucks purchased w.%ith credit. 

Input Suppliers. 

Those are a number of small-scale stores selling agricultural inputs such 
as fertilizers, insecticides, herbicides, vaccines and hand tools. These 
suppliers may provide very short-term credit to well-established and 
responsible customers for periods of less than a month. They charge an 
interest rate of I percent per month. The length of the loan does not 
correspond to the agricultural cycle. These suppliers typically do not have 
the financial resources to extend credit for longer periods, because they 
acquire their products fromn importers or wholesalers in San Salvador (such 
as Avelar Hermanos, Servicio Agricola Salvadorea, FERTICA, Laboratorio 
Zool6gico, Drogueria Buenos Aires, and the DFA), with the obligation to settle 
their accounts within thirty days. Thus, the store owners take advantage of 
this period of time to earn interest on the amounts they owe the wholesalers. 

Fummarv and Conclusions 

Noth.ithstanding the presence of formal-market financial institutions in 
the four communities studied, there is an active informal credit market in 
these regions. Three types of lenders were identified: moneylenders, 
middlemen and input suppliers. Of the three, the first two were most 
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important as purveyors of agricultural credit. Input suppliers played a less 
important role, typically only selling goods on account for periods up to one 
month. 

The loans e:,7ndecd by informal market lenders tend to be small, 
comDared t4 those made by formal-market institutions. Agricultural loans 
are directed mostly to non-traditional 'rops, especially cereals and 
vegetables. Middlemen lend almost ex.:Jusively to ariculture. 
Moneylenders have a large portion of their credit in this sector but also lend 
to individuals and persons engaged in other economic activities. Informal
market loans are typically for less than one year. The term of loans for 
agricultural production are pegged to the crop cycle from planting to harvest. 

The credit delivery system is extremely simple and efficient, with 
virtually no paperwork or collateral required. Lenders obtain information 
on borrover. on the basis of prior e:-:Derience and personal knowledge,
something that is relatively easy to obtain because they have lived and 
worked in the same region for many years. Very low rates of loan 
delinquency were reported. 

Moneylender credit is typically e:tended in cash, whereas middlemen 
often lend in the form of in-kind inputs. Middlemen are involved in a 
marketing function, which may be a more important activity for them than 
credit. When they extend credit they enter into an agreement with the 
borrower to purchase his crop at harvest time or to share the harvest with 
him. Therefore, the middleman may be in an advantageous position with 
respect to the price paid to the farmer for the product. This was not studied 
ex'plicity, but it is debateable since the middleman provides the farmer a 
marketing service. In addition, there appears to be sufficient competition 
among buyers for products, which should reduce the monopsony power of 
the middleman. 

The 198l nominal interest rates on moneylender and middlemen 
loans was found to be quite uniform -- 2 percent per month or 24 percent 
per year -- across the communities studied. In real terms the rate was 11 
percent. Competition among moneylenders would suggest that this rate is 
determined by market forces under reasonably competitive conditions. 
Therefore, this interest rate nay be a good proxy-.y for the opportunity cost of 
capital in rural areas. 

Both moneylenders and middlemen used their own resources as 
important sources of loanable funds. Some, however, borrowed from banks,
especially the Agricultural Development Bank, where they could obtain the 
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most favorable interest rate. For these that supplied in-kind inputs, most 
purchased them at the bank's input supply stores. The fact that these 
lenders are obtaining loans and inputs from the Agricultural Development
Bank at favorable prices and onlending them to small farmers appears to be 
a very efficient system for getting agricultural credit to this class of clientele. 
These lenders are able to borrow large sums and then redistribute them to a 
number of farmers as small loans. Therefore, the informal-market lenders 
are providing important financial services in the communities. They are not 
competing with formal-market institutions. Rather they are providing small 
amounts of credit to small farmers and small businessmen; the type of loans 
that banks typically do not want to get involved with, because of the high 
administrative costs relative to the income that can be earned. 

Borrowers, too, prefer this type of credit for small loans. Compared to 
working with banks, the ease of obtaining a loan, the rapidity of 
disbursement and the low transactions costs more than compensate for the 
higher interest rates. In other words, the average borrowing costs of 
working with an informal-market lender are lower when both interest and 
transactions costs are included than they would be when borrowing from a 
bank. 

Compared to the amounts lent by the formal-market institutions, the 
credit extended by the informal market is relatively small. It is suspected,
however, that the volume of informal market credit obtained in the present
study is underestimated because it only deals with identifiable lenders, 
persons who are prominent in their communities for this activity.
Experience in many other countries shows that there is a considerable 
amount of additional informal-market lending taking place; by persons for 
whom moneylending is a secondary occupation as well as by friends and 
relatives. 

It is inappropiate to make the heroic step of generalizing the results of 
these four case studies to the whole of El Salvador. Nevertheless, given that 
the four communities studied are widely separated geographically, had 
different agricultural structures, and that the characteristies of informal 
markets in the four sites were quite uniform, it is not unreasonable to think 
that the manner in which the informal-markets are structured and operate 
in the four communities are probably quite similar to the country as a whole. 
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XII- SUPPLY AND DEMAND FOR AGRICULTURAL CREDIT
 

Introduction
 

This chapter consolidates information from previous chapters and
introduces new data to address directly the demand for credit in the
agricultural sector. The approach is to analyze the use of credit in El
Salvador over the 1980-1984 period to interpret how demand and supply
were interacting to determine credit use. Then, using this as basis of
reference the approach uses indicators and measurements to determine if an 
excess demand for credit existed at the end of this period. Projections are
then made about the future demand for agricultural credit. To begin,
however, it is helpful to develop a brief theoretical framework for the 
analysis that is applicable to El Salvador. 

Theoretical Framework 

This section provides a brief theoretical framework for the use of credit 
in El Salvador. It is based on demand and supply factors. 

Demand 

The demand for credit in the agricultural sector is the sum of the demand

schedules by all individuals 
who would like to borrow for agricultural 
purposes. In other words, each individual makes his own decision about 
how much agricultural credit he would want to employ at various levels of
interest, and the total demand is the aggregate or sum of these decisions. 
Therefore, to analyze sector demand it is desirable to begin from the base of 
the individual. 

Individual Demand 

Individual demand for agricultural credit is expressed in Equation 1. 

(I) Individual demand = f ( interest rate, expected benefits 
for agricultural credit from credit.) 

The expected benefits attributable to credit use are mostly the expected
net income or profit after taking account of the cost of borrowing. There are, 
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however, other benefits that can arise from outright consumption and credit
diversion. There is also a time horizon. Much credit is desired fo short
term purposes ( one year or less) ; this is typically considered as production
credit to cover operating expenses. Other credit is desired for medium- or 
long-term purposes, such as for investments. 

Profitability. The expected profitability will depend on a number of factors.
The most obvious are the levels of and relationships between expected
product prices and input prices, the technology employed in the enterprise
and the management ability of the borrower. Profitability also depends
upon risk. Agricultural production typically is subject to risk associated with
weather, diseases, insects and market prices. Furthermore, in a situation,
such as El Salvador encounters at the present time, there are also the risks
associated with civil strife and terrorism because of potential damages to 
crops and livestock while they are in the phases of production or marketing. 

Consumption. There may also be consumptiona element of agricultural
credit demand. In this case, the potential borrower seeks credit to cover 
some or all of his family's living expenses and, perhaps, purchases of other
consumption goods and services, during the agricultural production period.
The use of credit in this manner is common practice among all classes of 
farmers. 

Diversion. There may be elements of "agricultural credit illusion" In the
individual demand. In this instance, the potential borrower seeks
agricultural credit but diverts it to finance other endeavors including,
operating expenses or investments in other enterprises, speculative
investments, and consumption goods and services. This element is hard to
identify, but it is almost certain to exist because of the fungibility of money. 

There are cases of open diversion, where the potential borrower
obstensibly would seek credit for agricultural purposes but would use the
funds for other purposes and not undertake the activities for which the
credit was designed. There are also cases .of hidden diversion, where the
borrower would actually undertake the activities indicated in the loan 
purpose but where the the real effect of the credit is to add to theborrower's liquidity such that he can also undertake another endeavor. This 
can occur readily when the borrower has multiple occupations and/or access 
to investments in other activities. 
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Agricultural credit illusion is most common when interest rates for 
agricultural loans are lower than those for credit for other purposes. It 
should be expected that the rational borrower would try to seek out the 
source of funds that are the least expensive and, when he has them, then 
use the funds to his best advantage. 

Interest Rate. Demand should be considered as a schedule, i.e., it is the 
amounts of credit that an individual would seek at different loan interest 
rates. The higher (lower) the interest rate the less (more) the quantity of 
credit that would be demanded. Therefore, the role of the interest rate is 
apparent. 

Consideration of interest rate should focus on the real rate of interest, i.e. 
the nominal loan rate adjusted for inflation. When inflation is present, it is 
common that the real rate may be at low positive or even negative levels. 
Ceteris paribus , the lower (higher) the interest rate the greater (lesser) 
amount of economic activity will be profitable. Furthermore, the lower 
(higher) the interest rate the greater (lower) the tendency for credit 
diversion, especially if agriculture loan rates are concessionary or 
preferential. 

Transactions Costs. In addition to the interest charges there are other 
borrowing costs that will affect the individual's borrowing decision. These 
represent the transactions costs associated with time and out-of-pocket costs 
associated with credit. Transactions costs typically are most important when 
the potential borrower is applying for the loan and it is necessary to fill out 
forms and obtain proper documentation. These procedures may require 
considerable sums of cash outlays and time commitments, as they typically 
do for loans from all classes of banks. If transactions costs are high relative 
to loan size they may discourage borrowing because they reduce the 
profitability of using credit. Indeed, they typically make borrowing of small 
amounts from banks uneconomical. 

Demand. Therefore, the net effect of these considerations is that the 
individual demand for agricultural credit should be viewed as a schedule, 
where, as shown in Figure XII- 1, the quantity of credit demanded increases 
(decreases) as the real interest rate declines (rises). Furthermore, it should 
be recognized that the demand for agricultural credit will represent a 
demand to finance bot. short- and longer-term agricultural activities, some 
farmer consumption and the "other" activities that are possible because of 
credit diversion. If agricultural credit is made available at concessionary 
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interest rates it can be expected that the demand for this credit will be 
greater because of diversion. The individual credit demand can be rewritten 
in more detail as in Equation 2. 

(2). 	 Individual demand - f( real interest rate, transaction costs, 
for agricultural credit profitability, consumption, diversion) 

Change in Demand 

The demand schedule is defined at any point in time. The demand can 
change as the result of alterations in any of the factors that determine 
demand. For example, factors that contribute to increased ( decreased)
profitability would cause the demand schedule to shift upward (downward).
This is shown in Figure XII-2 by demand shedules D3D3 (D2D2). Likewise,
factors influencing consumption or credit diversion will cause changes in the 
demand schedule. 

Sector Demand 

The sector demand for agricultural credit, is the horizontal sum of all the 
individual demand schedules, i.e., the sum of the amounts demanded by all 
individuals at the different levels of the real interest rate. It should be clear 
that the sector demand, hereafter referred to as the demand for agricultural
credit, is determined by all of the above-described factors, including
profitability, consumption and credit diversion. 

Spuply 

It is clear that most funds used for agricultural credit in El Salvador are 
those which come from special lines of credit, either rediscounts from the 
BCR or funds held by the BFA. The characteristics of these sources of funds 
are that they are available at fixed interest rates up to maximum limits. 
Under this arrangement the supply of credit for each source has a specific
form. The supply of credit is perfectly elastic at the level of the fixed 
interest rate until it reaches the limit and then it becomes perfectly inelastic. 

The total supply of credit is thus the horizontal sums of each credit 
supply. Assuming that all have the same nominal and, therefore, real rate of 
interest the sector supply curve can be presented as in Figure XII-3. The 
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total supply of credit to the sector is SS I, which is offered at a single rate of 
interest. When the limit (S1) is reached the supply becomes vertical (SIS). 

The Market 

Sector demand and supply are brought together to explain how the 
agricultural credit market is cleared. As shown in Figure XII-4 if the 
demand is DIDI and the supply is SSIS', then the market is cleared at Q, 
where the interest rate serves as a price rationing device and no excess 
demand exists. If, however, the supply were SS2F2' then there is 
insufficient supply to meet the demand at the interest rate and the limit, Q2, 
to credit serves as an effective non-price rationing mechanism. There is an 
excess demand for credit of Q2Q 1. 

The Case of El Salvador 

As shown in Chapter IV and others, over the 1980-1984 period the real 
value of the flows of credit extended for agricultural purposes by El 
Salvadorean financial institutions followed a slight downward trend. 
However, much of the lending in this period was for refinancing of 
delinquent debt, which should not be considered as part of the demand for 
credit since it only represents the continuation of a previous loan. If the 
refinanced loans are excluded, the decline was considerably worse. Both 
demand and supply factors were at work to bring about the decrease in 
credit use in the sector; and both were important. The following 
interpretation of how this occurred serves as one base for making 
projections about the need for additional agricultural credit in the nation. 

Demand Factors 

The reader is referred to Chapters I and II for a more detailed discussion 
of the factors and policies that influence credit demand. It is sufficient at 
this point to just highlight some of the important points. 

Political Situation and Civil Strife. Political instability , turmoil and civil 
conflict were very destabilizing for the country and its economy. The change 
in political power and the accompaning major reforms created considerable 
uncertainty. Agricultural production patterns were upset and sector GDP 
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declined. Terrorism and open warfare contributed to the problem. There is 
no doubt that this had an important negative impact on credit demand over 
the years, 1980-1963. the improvement in political stability in 1984 gave 
rise to an increase in the level of economic activity and should have 
contributed to a strengthening of credit demand. 

Agrarian Reform. Land reform proper has had major impacts crediton 
demand apart from its contribution to political instability and change in the 
social order. Different features of land reform had two broad impacts on 
credit demand. 

First, the Phase I cooperatives had a need for operating capital and funds 
to use for basic consumption needs. This was recognized by the government 
and means were established for the banking system to lend to the 
cooperatives. This had the effect of maintaining at least some of the demand 
for credit that existed with the previous landlords. If the government had 
not quickly developed a program to force-feed credit to the cooperatives
through the banking system it is likely that the cooperatives would have 
used considerably less credit than they did. Indeed, given the cooperatives
low state of credit worthiness this force-feeding system probably gave the 
cooperatives an excess supply of credit, a factor which contributed to later 
delinquency. 

Second, Phase I Agrarian reform put the lands in control of persons that 
were unaccustomed to operating their own farms and making management 
decisions. In most instances they were not used to working together as 
groups for the collective good, the manner in which cooperatives are 
organized. This contributed to disorganization and inefficiency. 
Undoubtedly, the profitability of credit use by this class of borrower was 
lower than that of the previous landlords. Moreover, risk was high. These 
were factors which reduced credit demand. Some of this reduction was 
mitigated, however, by government programs that were developed to 
provide technical assistance and training to the cooperatives. The programs 
have helped some but have not been sufficient. 

The results with the cooperatives have been mixed. Some work very
well, many do reasonably well, and a large number have serious problems. 
In the first five years there appears to have been considerable consolidation 
and a sorting out. The successful cooperatives have gained strength. There 
is considerably more to be done. 

Phase III beneficiaries are less problematical as farmers and managers 
because they had formerly been farming rented land., They, however, are 
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more problematical with respect to demand. Only about 30 percent of the 
nearly 19,000 have received credit. The effect of this group on increasing 
credit demand was probably very small. 

The net effect of land reform has probably been a decrease in credit 
demand, compared to what would have been had land reform not occurred. 
It is clear however, that the government policy of forcing credit to the sector 
has mitigated considerably the decline in demand. 

Technical Assistance and Research. El Salvador has a number of public
sector and private-sector institutions whose broad purpose is to provide 
services to the agricultural sector in order to improve productivity, 
efficiency and raise rural incomes. Many of these have been created since 
1980 to work with the land reform beneficiaries, especially the Phase I 
cooperatives. The more succesful these institutions have been in bringing 
about the changes in production and efficiency it would be expected that the 
decline in demand would be offset. This has been accomplished to some 
extent. The programs of these institutions have been helpful in developing 
some of the Phase I cooperative and a few of the Phase Ill beneficiaries. 
This assistance has assisted them in becoming more credit worthy and 
increasing their demand for credit. There has been good success with a 
small number of cooperatives. It is widely recognized, however, that the 
task is large and that considerably more needs to be done. 

Marketing and Pricing of Domestic Products. IRA is charged with the 
responsibility to enforce the prices of basic grains paid to producers and sold 
to consumers. IRA's mission is to pay support prices to farmers, especially 
small-and medium-sized farmer's and Phase I cooperatives by purchasing 
their product. The institute then sells these products to ensure consumers of 
supplies of basic grains, sugar and milk at reasonable prices. In practice IRA 
does not exert the control over prices that is expected. The institute does not 
have the capacity to purchase all of the production. Therefore, many 
farmers are forced to sell their output at lower prices to other buyers, which 
reduces the farmers' profits. 

Domestic producers also faced competition from food imports, which 
were brought into the country at the considerably overvalued exchange rate. 
The artificially low prices of imported goods have discouraged local 
production. 

It is clear that the price control mechanisms have not functioned as 
planned. In theory they should serve to raise demand by offering 
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guaranteed prices, thus, reducing risk. due to price. In practice they have not
worked well. The official low consumer prices, the knowledge by farmers
that they cannot expect to receive the minimum price, and cheap imports
resulting from the overvalued currency all have tended to discourage
production and credit use. 

Marketing and Pricing of Exports. There is probably not a single policy in El
Salvador that gets as much criticism than that for coffee. The monopoly
powers of INCAFE give the state total control over coffee exports and foreign
exchange earnings from the sale of coffee abroad. Moreover, the coffeeproducers are continually taxed to benefit the government or nation. Not
only are there heavy export taxes but also over the 1980-1984 period,
coffee was sold at the official exchange rate thus denying growers the larger
incomes associated with the parallel rate. This was done to keep down 
inflationary forces and reduce pressures for devaluation. 

El Salvador is a member of the International Coffee Agreement. Worldmarket conditions were also soft over the period and prices did not rise.
Meanwhile, input prices rose considerably. All of these pressures theon
coffee market contributed a cut back in coffee production and the associated
demand for credit for El Salvador's principal agricultural crop, and most 
important consumer of agricultural credit. 

The nation's second most important export, cotton, faced equally difficult
times and the demand for credit to finance this crop also declined. Cotton is
marketed through the private-sector Cotton Producer's Cooperative (COPAL),
v,tich has a monopoly on foreign and domestic sales. In contrast to coffee,
the government treated cotton growers more favorably with respect to the
exchange rate. The first $15 million of cotton sales by COPAL were traded at
the parallel market rate. For the rest of the sales, 50 percent are exchanged 
at the parallel rate. 

The most severe problem has been the rapid deterioration of the world 
cotton market. As cotton prices have plummeted and production costs have
risen, the demand for credit to grow cotton has declined. To counteract this,
in 1982 the government established a guaranteed price that has provided
some stability to the new production of the crop and mitigated the decline in 
demand. 

The nation's third most important. export crops, sugar is marketed
through the National Sugar Institute (INAZUCAR). The Institute's pricing
policy has been to maintain the domestic price higher than the world price
with respect to exports, INAZUCAR has been fortunate in being able to sell 
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considerable quantities to the United States through the special import 
quotas granted to El Salvador. Both of these policies have helped to maintain 
the demand for credit to produce sugar. 

To summarize, it is clear that world market conditions and government
policies have had major impacts on the demand for agricultural credit for the 
traditional export crops. The demand for coffee credit was impacted
negatively by both markets and government policies that "taxed" producers. 
In the case of cotton, the impact of unfavorable world markets on growers 
income was offset some by more favorable exchange rate policy and support 
prices. 

Sugar cane has encounted less restrictive factors than coffee and cotton. 
The export quota to United States with preferential prices and internal 
market price levels have been incentivates to increase production. 

Input Prices. As means to stimulate output as well as a means to 
compensate producers for low product prices, the government established 
subsidized prices for many agricultural inputs. Fertilizers, seeds and other 
chemicals were importated at the most favorable official exchange rate. 
Limits on the amounts imported were established based upon estimated 
needs for the next agricultural season. BFA input stores, play an important 
role in distributing these products at favorable prices. 

Credit Diversion. As shown in Chapter II, the Monetary Board has 
maintained an interest rate structure that, taking account of inflation, has led 
to low and even negative real interest rates. Within this structure there are 
preferential rates, many of which are pegged to agricultural credit. Over the 
1980- 1984 period, these low rates for agriculture have undoubtedly 
contributed to credit diversion and, as such, have increased the demand for 
agricultural credit. Had the El Salvadorean economy not been in a recession 
it is likely that the diversion would have been even higher. The group of 
persons that would most likely be able to practice this diversion would be 
the medium-and large-scale farmers of the non-reformed sector. Many of 
these farmers have multiple occupations and/or access to other forms of 
investments. Reformed sector borrowers would be much less likely to 
practice diversion. 

Summary-Demand. It is probable that the net effects of civil strife, land 
reform, domestic and external markets and marketing policies all have 
contributed to a decrease in demand over the period. Its doubtful that the 
government created demand in the reformed sector, substantial technical 
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assistance, nor diversion were able to offset much of this decline. The net 
impact should have been a decrease in the demand for agricultural credit. 
Therefore, it should not be surprising that the use of credit declined. What is 
somewhat remarkable is that credit use did not decline more. The most 
probable reason is that the government's policy of creating a demand for 
credit in the newly-formed Phase I cooperatives contributed strongly to 
maintaining the demand. Furthermore, the level of demand got a boost with 
the government's decision not to carry out the Phase II portion of the land 
reform program. This decision gave new life to the sector that is so 
important for producing the export crops. 

The decline in credit demand is reflected in the decline in output. 

In 1984, the real value of agricultural sector GDP was only 63 percent of 
that of 1980. As shown in Table XII -I there were substantial declines in the 
levels of physical output of most of El Salvador's principal crops over this 
period. 

Table XII- 1. Volume of Production for Selected Agricultural Products, 
El Salvador 1980-194 

(Ivlillion qq) 

Products 1980 1_984 
Average annual rate 

ofgrowth 

Coffee 4.1 3.2 -6.0 
Cotton 1.4 0.7 -15.9 
Cereals* 16.2 16.5 0.5 
Sugar cane (million tons.) 2.6 3.4 6.9 
Milk (million bottles) 330.5 275.0 -4.5 
Eggs (million 818.6 845.5 1.1 

* It includes corn, beans, rice, sorghum. 

Source: 	 Banco Central de Reserva, Revista de el Banco Central de El Salvador, 
Julio-Agosto-Septiembre, 1985. 

Supply 

Credit supply policy relied on non-price rationing. Low nominal and very
low or even negative real rates of interest were maintained by the rigid 
structure of maximum loan rates. The levels were kept low deliberately to 
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control inflation and to try to encourage economic activity by means of the 
implicit income transfers that were offered. At the same time, however, the 
government wanted to direct credit to specific activities in accordance with 
its national plan. There was a special effort to direct credit to the reformed 
sector. USAID and BID made large loans to BFA for this purpose. In addition 
new BCR rediscounts lines were open. This had the effect of increasing the 
supply. However, to control inflation and avoid devaluation the government
felt it necessary to keep a lid on total credit use. Therefore, they imposed 
lower limits to credit. The result was to offer less credit than would clear 
the market at the fixed rates of Interest, i.e., there was an excess demand. 

Credit Demand Study 

An objective of the current study is to determine if there is a demand for 
agricultural credit in El Salvador that is not being presently satisfied. The 
above analysis shows that the real value of credit use has declined. Given 
the nature of the supply function it solidly suggests that there has been an 
excess demand for agricultural credit. The present section presents evidence 
that this is, indeed, the case. 

Methodology 

There are basically three ways to obtain information about whether or 
not the demand for agricultural credit is being met. The first method is to 
determine if non-price rationing mechanisms are what effectively limit the 
use of credit If this is found to be the case then excess demand exists. This 
method, however, does not provide any indicator of the amount of excess 
demand. 

The second method is to obtain the opinion of agricultural credit officials 
who make loans to determine if they believe that they are restricted in 
lending by limits to supply. If this is the case, then excess demand e',,sts. If 
there is excess demand these persons can also be asked to state how much 
additional credit they could extend and for what purposes. In this manner, 
both quantitative and qualitative estimates of the demand can be obtained. 

The third method is to undertake a farm survey to gain the opinions of 
farmers as to whether or not their credit needs are being met If they are 
not, then there is an excess demand for credit. 
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In the present study, the first two methods were cmployed. Not only are 
they considerably less costly than the arm survey but also they probably 
are more reliable. 

To this end, it was decided to take a census of all branch managers in the 
BFA, Mortgage Bank and mixed-bank system. A questionaire was designed. 
The year of reference was the agricultural year 1985. The questionaire was 
also to be administered to the chief agricultural credit officer of each 
institution. The objective was to obtain each of their estimates of excess 
demand and then sum across institutions. There was a likely problem with 
some overlap of the estimates between institutions, but it was not 
considered serious enough to invalidate the methodology. 

In practice, the method did not function as planned. There were two 
reasons. First, it was quickly discovered that many branch managers did not 
have a good sense of the agricultural credit demand in their region. In the 
cases of the mixed banks and the Mortgage Bank the managers reported that 
their function was mostly administrative and operations oriented and that 
the agricultural credit decisions took place in the agricultural credit 
department of the main office in San Salvador. Therefore, they were unable 
to answer the quantitive questions on credit demand. 

The second reason was that many of the branch managers did not attend 
the meetings where the questionaire was administered. Because of the first 
problem there was no attempt made at follow up interviews. 

These findings are good evidence of the highly centralized agricultural 
credit system in these financial institutions. They also demonstrate that the 
only means to get reliable estimates of credit demand is to rely on the 
opinions of the chief agricultural credit officers of the various institutions. 
This is what was done for the quantitative questions. Nevertheless, it was 
felt that the branch managers who were interviewed, did have knowledge 
about agricultural credit and therefore it as decided to use their responses 
for the qualitative dimensions of the study. 

Indicators of Excess Demand 

There are two basic indicators of excess demand for agricultural credit in 
El Salvador. The first indicator is the extensive use of non-price rationing 
mechanisms in the government's credit policy and the operations of the 
individual banks. This shows that there is an insufficient supply of credit to 
clear the market at the prevailing interest rates. 
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At the level of the government, BCR rediscounts are used to finance a 
large majority of the credit extended to the agricultural sector by the mixed 
banks and the Mortgage Bank. There are limits to the amount that can be 
lent from each rediscount line. Furthermore, institutions are assigned limits 
for the amount that will be available to them. Each of these is an e~mmple of 
non-price rationing. 

At the level of the bank there are upper limits for loans to individual 
borrowers established by the Monetary Board, based on quotas figured on 
the basis of production costs. In addition the banks use non-price rationing 
mechanism in their credit delivery systems to ration funds away from small 
borrowers. 

The second indicator is the fact that there are insufficient funds for the 
banks to be able to disburse all of the funds for which they contract, thus 
leaving part of the demand unsatisfied. This is especially true for the DFA. 
The figures for the other banks are somewhat lower. 

Estimates of Excess Demand 

Agricultural credit officers from the nine mixed banks, Mortgage Bank 
and BFA, were asked to estimate the amount of unsatisfied demand among 
the clientele of their institution in 1985. Their responses summed to a total 
unsatisfied demand in that year of ¢474.6 million ($94.96 million at the rate 
of exchange of 15 = $1 U.S). Of this amount ¢180.8 ($36.16 million) was 
short-term credit and ¢294.0 million ($58-8 million) was for in medium-or 
long-term projects. The results are reported in Table XII-2. 

The excess demand in the reformed sector was estimated to be $36.98 
million, which corresponded to 39.1 percent of total excess demand. 
Virtually of this unsatisfied demand was perceived to be in the Phase I 
cooperatives. Of the total for the cooperatives, $7.4 million was in short
term and $28.6 million medium-or long-term. Short-term credit would have 
been mostly used for cotton, coffee, livestock and sugar cane. Medium- or 
long-term credit would have been lent for agroindustry, livestock, irrigation 
and coffee. 

Small farmers in the non-reformed sector were estimated to have an 
unsatisfied demand of $19.32 million, or 20.3 percent of the total. Short
term credit was C4.22 million and medium- or long-term was $15.1 million. 
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The short-term credit would be used for mostly livestock, coffee and sugar 
cane. The medium or long-term credit mostly would be for livestock. 

The medium- and large-sized farmers would have received $38.66 
million, the equivalent of 40.7 percent of the total. Of this amount, $23.66 
million was for short term and $14.6 for medium-or long-term. Short-term 
credit would have been used mostly for coffee, livestocl, melons for exDort 
or cotton. Long-term credit mostly would have gone for livestock. 

It is clear that there was a perceived unsatisfied demand for short-term 
credit for coffee production. It was the largest need for each class of farmer, 
except the Phase III beneficiaries. Other traditional exports were also 
judged as unsatisfied. A need for additional funding for short-term livestock 
operations was also evident. In the medium-or long-term categories 
livestock dominated. There were some estimates of needs for funds to 
finance irrigation and coffee planting. It should be noted that the estimated 
unsatisfied demand in the Phase I cooperatives was heavily concentrated in 
investment needs. 

Relative imDortance of Excess Demand 

In 1984, the annual flows of new (non-refinanced) agricultural credit 
for these banks was 1439.9 million. If the same level of flows existed in 
1985 as in 1964 then the amount of excess demand would corresponded to 
33.0 percent of the new credit in the latter year. This clearly shows that the 
excess demand was sizeable, relative to new credit flows. The fact that 
more than 60 percent of the estimated excess demand was in the medium-or 
long-term financing suggests a particular need for this type of credit. In the 
case of the reformed sector Phase I cooperatives the percentage is even 
higher, nearly 80 percent. 

Excess Demand and Interest Rate. The nominal interest rate for a class A 
short-term loan in 1965 was 14 percent. With inflation the rate was -4.2 
percent. There is no doubt that the loan rate contributed to excess demand. 
The interesting question is how much would the quantity of credit decline 
(move along the demand schedule) if the interest rate were to be raised. 
Data obtained from the survey of credit agents provides an estimate of the 
answer. Data from Table XII-3 show the mean of their estimates of the 
deline in the quantity demanded if the nominal loan interest rate were 
raised. As would be expected the quantity declines as the rate is raised. For 
example, if the rate were raised 4 points to 16 percent, 1.5 points above the 
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class B loan for short-term credit, it was estimated that the quantity
demanded would decline 6.1 percent. If the rate were raised 10 points to 
the rate charged by the informal market the quantity demanded would 
decline by 26.8 percent. 

The latter figure is 6.2 percentage points less than the estimated excess 
demand for new credit. Therefore, if the bank interest rate were raised to 
the informal market level, which is about as good a proxy as available for 
the opportunity cost of capital in El Salvador, there would still be a sizeable 
excess demand for agricultural credit. This is another indicator of credit 
rationinc and the ability of the sector to absorb more financing and use it 
productively. 

Table X!I -3 Estimates of Decline in Quantity of Credit Demand if Interest 
Rate were Raised 

Percentage Points Pjse In Percent Decline in Quantity
Interest Rate Demand of Credit 

2 6.08 
4 11.46 
6 17.48 
8 23.78 

10 26.79 

Future Demand 

The future demand for agricultural credit in El Salvador will be 
principally determined by the demand for agricultural products, both in 
domestic and foreing markets. The extend that El Salvadorean production
takes place to meet that demand will be determined by the economics of 
local production conditions, e.g. profitability. As noted earlier in this chapter
these are a number of factors that will determine this profitability, such as 
world prices for exports, domestic prices for goods sold on the domestic 
market, the costs of inputs, technological efficiency, and, of course, El 
Salvadorean agricultural policy. 
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Export Markets 

The out look for long-run major improvements in the markets for El 
Salvador's traditional exports are not favorable. At the present time the 
world coffee market has been seriously impacted by the Brazilian drought. 
The consequent reduced supply has placed an upward pressure on prices.
International Coffee Organization countries, of which El Salvador is a 
member, have been able to increase their sales by drawing down on 
inventories to fill in the vacuum created by Brazil's problems. The current 
coflee boom should last only about two years, according to previous
experience. There will be some incentive to increase production in this 
period but much of this will be mitigated by the governments* new tax and 
windfall profits for coffee producers. The conclusion is that the boom will 
have only a minimal impact on production and production incentives. Once 
the boom is over coffee producers can expect only a slow growth in the El 
Salvadorean exiort quotas and only slow increase in prices, such as was the 
trend prior to the recent Brazilian draught. 

Likewise, the outlook for the world cotton market is not strong. World 
consumption of cotton has been growing slowly but there have been 
important increases in production, especially in China. As a consequence,
world stocks are rising which will keep a downward pressure on world 
prices. The outlook is for a continuation of the past trend of slightly 
increasing world prices. El Salvador has experienced substantial increases in 
recent years of the exports of cotton thread. If this continues, It could 
contribute to an increase in the growth of demand. 

The market outlook for El Salvador's third traditional export, sugar, is 
likewise not sanguine. World production of sugar is declining and prices 
continue to fall. Sugar substitutes such as synthetic sweetners and high
fructose corn syrup have cut into this marked. El Salvador's exports are 
being supported and highly subsidized by its preferrential treatment for 
sales in the protected U.S. market. Were this to be discontinued, incentives 
for production for export would be reduced. 

The best long-term prospects for growth of agricultural exports are in 
the relatively new non-traditional products such as shrimp, melons, 
tomatoes, cucumbers and speciality vegetables. The potential for these 
exports is just beginning to be developed. In constrast to the traditional 
exports, the markets for these products are highly specialized. Many of the 
products are delicate to produce and perishable. To sell on the international 
market they must meet quality standards. 
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Therefore, sophisticated technology for both production and marketing is 
required. In addition, many of the caribbean an Central American countries 
are trying to capture some of the market potential of these products for 
exp- t to the United States. El Salvadorean producers will face tough 
competition. 

Domestic Markets 

Economic recovery and population growth will contribute to a growing
demand for food in El Salvador. Government policy, however, has not 
provided strong stimuli for production. The IRA program of support prices
has not been satisfactory. Cheap imports have also discouraged domestic 
production. The latter should change, however, with the new official change 
rate, which will reduce the price adveentage that basic food imports had 
when they were imported at the highly overvalued former official exchange 
rate. 

Profitabity Data 

The profitability of El Salvador's basic grains and cotton were estimated 
using data from the Ministry of Agriculture. The results are reported in 
Table XII-4. The estimates of profitability are based on favorable climates 
conditions, use of fertilizers and other chemicals at the recommended levels, 
appropriate cultural practices and minimum losses at harvest. The 
estimated costs, prices and yields are considered to be typical, neither high 
nor low. 

On the basis of these figures production of cotton and sorghum should 
lose money. This may explain why output of these crops has declined so 
much in recent years. It is also noteworthy that the rate of return 
(profit/total cost) is not very high for any crop. This is a further reflection of 
the above problem. The conclusion is that if current costs and price trends 
continue the profitability of production if El Salvador's basic crops will be 
low. 
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Table XII-4. Profitability of Selected Crops, El Salvador, 1985/1986 Agricultural year. 

Rate of return 

Crop Area(*) 
Yields 
qq/mz 

Farm 
price 

Gross Income 
per mz. 

Total 
cost/mz 

Profit Profit/tolal cost 
(Loss) (percent) 

Cotton 
Corn 

1 
1 

35 
50 

93 
31.50 

3.255 
1,575 

3.298 
1,537 

(43) 
38 

-1.3 
2.5 

Rice 1 60 30 1,800 1,684 116 6.9 
Sorghum 
Beans 

1 
1 

40 
18 

24 
80 

960 
1,440 

1,054 
1,362 

(94) 
78 

-5.6 
5.7 

() The Salvadorean Unit area is the "manzana" equivalent to 7,000 square meters. 

Source: 	Based in data provided by the Ministry of Agriculture, Direcci6n General de 
Economia Agropecuaria. 

Estimates of Future Demand 

Agricultural credit officers from the eleven banks were asked to estimate 
the average annual rate of increase in the real demand for credit in their 
institution in the five-year period 1986-1990. Their estimates ranged from 
2 to 16 or more percent. The mean average annual growth rate was 10.7 
percent and the median was 12 percent. It is clear that these officials are 
optimistic about the future for the agricultural sector and agricultural 
lending in El Salvador. 

These 	growth rates were used to estimate a weighted future demand. 
The rate supplied by the credit official for each bank was multiplied by the 
sum of the 1984 agricultural credit flow for new loans and the estimate of 
excess demand from his bank. The estimates for each bank were then 
summed to obtain a yearly total. They are reported in Table XI1-5. By 1990 
the total demand for credit would be C3,197.6 million ($639.5 million). 

Table XII-5. Estimated Demand for Agricultural Credit, 1986-1990 

19_t I9_71 _.8. _9_.1M9. _M90 

Million 	Colones 2257.8 2457.0 2678.3 2924.1 3197.6 
U.S. Dollars a) 	 451.6 491.4 535.7 584.8 639.5 

a) Rate 	of exchange 1$5.00 =U.S.$ 1.00. 
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These results do not give any reasons for the growth. It is assumed that 
the credit officials tool: the relevant factors into account in their estimates. 
Data are available in the credit agent survey, however, which provide and 
indication of the factors that will be most significant. Credit agents were 
asked to rank the importance of factors limiting growth of demand. The 
results are presented in Table XI 1-6. 

All of the factors were considered as important limits by a majority of the 
respondents. This six most important, as measured the number of 
respondents considering them 'very important' were, in order of decending 
importance: high costs of inputs, low prices for export products, social 
conflict and terrorism, high interest rates, low prices of non-export products 
and the lack of marketing infrastructure. 

Table XII-6. Importance of Factor that will Limit Agricultural Credit Demand 
1986 -1990 

Degree of Importance (Percent response) 
Factor Very Import.ant Little None 

Lowprices, export products 70.4 24.1 19 3.7
Low prices, other products 53.8 32.7 9.6 3.8 
Lack of infrastructure (storage,
roads, etc.) 48.1 31.5 14.8 5.6 

Farmer's lack of farm management
skills 24.1 42.6 33.3 

Farmer's lack of technological 
knowledge 222 53.7 24.1 

High costs of inputs 85.5 14.5 
Risk from "eather, insects, 
diseases, etc. 31.5 31.5 31.5 5.6High interest rates 54.5 34.5 10.9 

High borrower transactions 
coStS 25.9 46.3 25.9 1.9 

Civil strive and terrorisms 54.5 30.9 12.7 1.8
Shortage of cultivable land 18.5 42.6 352 3.7 
Competition from other 
financial institutions 16.4 27.3 36.4 20.0 

Reformed Sector 

The credit worthiness of the reformed sector has been identified as 
problematic due to structure, organization and the previous experience of its 
members in farm management. Yet, a considerable amount of unsatisfied 
demand in 1985 was estimated for the sector, especially the Phase I 
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cooperatives. If additional measures were taken to improve the credit 
worthiness of the reformed sector, the demand in that sector could be 
ex-pected to increase. Data from the credit agents survey provide insight 
about the problems of the sector, and, therefore, are suggestive of measures 
that might be taken to improve the credit worthiness of the land reform 
beneficiaries. 

Table XII-7 presents the opinions of the credit agents about the 
important problems for lending to the Phase I coopeatives. All of the 
potential problems were listed as important by most respondents. Yet, there 
are three that stand out in terms of their frequency of being considered 
very important". The three are the lack of management ability in the 

cooperative, lack of organization in the cooperative, and that the members of 
th - cooperatives do not feel the obligation to repay the loan. All of these are 
related to the central concept of organization and structure of the 
cooperative. They are consistently rated as more important than factors 
related to production, such as lack of technology and high risk due to low 
profitability of production. It is noteworthy that problems related to the 
civil conflict and terrorism were also ranked high. 

Table XII-7. Importance of Problems in Lending to Phase I Cooperatives 

Degree of Importance (Percent response) 
Problem Very Important Little None 

Lack of management capacity 792 10.4 10.4 
Lack of organization in the 
cooperative 66.7 27.1 6.3 

Cooprative members do no have 
a sense of responsibility to 
repay loan 70.8 22.9 63 

Cooperatives do not use adequate 
agricultural technology 34.0 46.8 19.1 

Dishonesty 48.9 31.9 17.0 2.1 
High risk because of lo" level of 
profitability of products 

Civil strife and terrorism 
31.3 
60.4 

56.3 
292 

12.5 
6.3 42 

These results suggest that the efforts to improve the credit worthiness of 
the cooperatives should be concentrated in improving the organization and 
administrative capabilities of the cooperatives. Indeed, this what the credit 
agents responded. As shown in Table XII-8, when asked to indicate the 
importance of measures to improve the credit worthiness of the 
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cooperatives. The same factors received the higher ratings. Improvements
in administrative capacity and a higher sense of cooperativism received the
highest ratings. Production-related factors such agricultural technicalas 
assistance and better product prices were also ranked high, but not as much 
as those related to organization. A reduction in social conflict was also 
considered important. 

Table XII-8. Importance of Factores to make Phase I Cooperatives more 
Credit Worthy 

Degree of Importance (Percent response)
Factors Verv mt>ortant Little None 

Assistance in management 98.1 1.9 -.- -
Assistance in agricultural
technology 80.8 173 1.9 -.-

Capital investments (machinery,

irrigation, etc.) 462 
 442 9.6 -.-Better product prices 73.1 212 


Better incentives to members 
5.8 -.

to 'Tork 61.5 28.8 9.6 -.-
More dedication to cooperative
philosophy 90.4 7.7 1.9 -.-

Reduction on civil strife and
terrorism 75.0 192 3.8 

The responses to these two questions show that the cooperatives confront 
a wide variety of important problems and that all of them need to be
addressed to improve credit worthiness. The relative importance of the 
problems indicates, however, that the problems of cooperative organization
and management are perceived to be the most important. 

The data for the Phase III beneficiaries reflects a different and less well
defined set of problems for this class of borrower. As shown in Table XII-9, 
none of the problems listed were ranked "very important- by a majority of
the respondents. The range of resposnses was much uniformlymore 
dispersed. Nevertheless, it is clear that civil strife and terrorism are 
considered as major impediments to lending to these farmers. Furthermore, 
that they are considered risky because of low profitability and lack of 
management skill. Also, that these farmers would benefit from using better 
technology. It therefore appears that this group of farmers need more
assistance in production-related matters to make them more credit worthy. 

1.9 
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The contrast between the measures needed to make the two classes of 
agrarian reform beneficiaries more credit worthy is clear and 
understandable. The principal problems of the cooperatives are structural 
and organizational in character; whereas those of the Phase III farmers are 
those more conventional and typical of small-farmer agricultural production. 
This indicates that in order to imDrove credit worthiness that different 
priorities need to be assigned to programs to work with the two different 
classes of farmers in the reformed sector. This is not to suggest, however, 
the Phase I cooperatives do not need technical assistance, the data suggest 
this is also necessary. 

Table XII-9. Importance of Problems in Lending to Phase III Beneficiaries. 

Degree of Imponance (Percent response)
Problems Very Important Little None 

High lending corts of loans due 
to :mall loan size 41.7 20.8 18.8 18.8


ra-Me are poor managers 25.0 37.5 31.3 6.3
Farmers are dishonest 10.6 29.8 38.3 21.3
 
Lack of adequate agricultural
technology 27.1 39.6 22.9 10.4


Lack of capital goods 33.3 10.4 33.3 
 22.9
High risk because of low level 
of profilability of products 43.8 27.1 10.4 18.8


Civil strife and terrorism 46.8 38.3 
 8.5 6.4 

Summary and Conclusions 

Over the 1980-1984 period the use of agricultural credit in El Salvador 
to finance new production declined in real terms. The decline is associated 
with the general decline in sector GDP over the period. The decline in credit 
use would have been even more severe had not the government, with the 
aid of substantial foreign assistance, created a supply of credit to be directed 
to the newly-established reformed sector, especially the Phase 
cooperatives. 

The decrease in credit use appears to be associated with both a decrease 
in demand and supply. In spite of the decline in demand, there is strong
evidence that a condition of excess demand prevailed because of the 
extensive use of non-interest rate credit rationing mechanisms, by both the 

I 
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monetary authorities and the credit institutions. With low concessionary 
interest rates other rationing devices are necessary to limit credit use. 

At the prevailing interest rate structure, agricultural credit officers were 
surveyed to determine the unmet needs for financing. Combined, they 
estimated an excess demand of $94.96 million, which was the equivalent of 
33.0 percent of the total flows of new credits (does not include refinancing) 
to the agricultural sector in 1984. It was estimated that if the interest rate 
were raised, even as much as to the level in the informal market, the excess 
deman.d would continue to exist. 

The unsatisfied credit needs in the reformed sector were estimated to be 
$36.98 million. Of this total, $28.6 million (77.3 percent) were for medium
or long-term credits in livestock, irrigation, coffee plantations and 
agroindustry. Virtually all of these needs were in the Phase I cooperatives;
only $1 million was for Phase III beneficiaries. It is the outhors' judgement 
that the latter may have been an underestimation. 

Other small farmers were estimated to have an unsatisfied demand of 
$19.32 million, of which about three-fourths was directed to medium- or 
long-term investments. 

Medium- and large-sized farmers were estimated to have unsatisfied 
credit needs of $38.66 million. Almost two-thirds was for short-term credit, 
mostly for coffee and livestock. 

These estimates do not take into account the credit flowing to the sector 
through informal markets. Data are simply not available to make these 
estimates. The studies informal credit marketscase of demonstrate, 
however, that there are sizeable amounts of funds lent to numerous small 
farmers. It would be expected that the demand for credit from this source is 
also unsatisfied, although to a much lesser degree than in the formal markets 
because of the higher rates of interests that prevail in the informal market. 

The future demand for agricultural credit will depend on many factors 
as they influence the profitability of farming and the individual crop or 
livestock activities. Unfortunately, the long-term outlook for growth in El 
Salvador's traditional export markets is not strong. El Salvador is a price
taken in world markets. The prospects for long-term improvements in 
world markets are slim. World demands for coffee, cotton and sugar are 
growing slowly or stabilizing while production tends to increase. The impact 
of the current coffee boom will be short-lived, moreover, the government 
taxes many of the windfall profits that would occur for local producers. 
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Sugar exports are supported by El Salvador's preferential entry into the U.S. 
market. 

The best prospects for export growth are in non-traditional agricultural 
exports of shrimp, fruits and vegetables. These crops are capital intensive. 
If E3 Salvador can gain a solid entry into these highly specialized export 
markets there will be needs for financing. 

There is a new type of financing that has been developed in the 
Dominican Republic that uses the private sector as a conduit of credit to 
finance production of export products and some domestic foodstuffs. It is 
called a bridge credit that is made available to small farmers to produce 
products for private-sector processing or exporting firms. The concept is 
that the firm borrows from a financial institution and then on lends the 
funds to the small farmer on the premise that the farmer will sell the 
product to the firm: thus ensuring the firm of a product supply. The firm 
often supplies technological assistance to ensure the quality of the product. 
The firm directly assumes the repayment resposonsibility and the risk for 
the loan. 

With economic recovery and population growth there will an increasing 
demand for domestic foodstuffs. In this arena government policy has an 
especially important impact. The IRA price support program has been 
inadequate to purchase production and, therefore, many producers cannot 
earn the support price. The free market price was kept low by inexpensive 
imports brought into the country at an overvalued exchange rate. The new 
economic policies, which raised the official exchange to s5, should provide 
more incentives to local producers and stimulate credit demand. 

In spite of this problematic setting for the future, the bankers estimated 
that the real demand for credit would rise at a rate of 10.7 percent for the 
next five years. At this rate, by 1990 El Salvador will have a total real 
demand of credit of about $639.51 million in agricultural credit. Factors 
limiting the growth of demand were identified. The most important were 
high costs of inputs, low prices for exports, social conflict and terrorism, high
interest rates, low prices of non-export products and the lack of marketing
infrastructure. The latter were also important limitations for the growth of 
demand in the Phase I cooperatives. Even more important, however, were 
factors relating to cooperatives management and organization. In contrast, 
the limiting factors for Phase III beneficiaries are more of a technical 
agricultural nature. 
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If these limiting factors were eased, the implication is that the demand 
for agricultural credit might grow even more rapidly. This is of partcular
relevance for the reformed sector cooperatives. As technical assistance and 
management training pograms are imT.ernented successfully in the
cooperatives, their credit worthiness should rise rapidly and the demand for 
credit would increase. 
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X1ii - SAV!NG- AND DEPOSITS MO LIZ ,TON 

inrluoduction 

The previous ,hajrs have amptly demonstrated that rural finance in El
Salvador has been almost exclusively directed tow'-ards agricultural credit. 
Policies of the g0vE-.n ent and foreign assistance donors have been to 
develoD credit programs and Central Bani: rediscount lines for the sector. 
Therefore, the em:,hasis has been on directing financial resources towards 
the sector rather thlian on trying to mobilize those resources within the sector 
that can be used for future financing through the financial intermediation 
prucess. To be sure, financial intermediation does occur, *..ecially among
the comme-rcial banks, and desposits are mobilized from rural residents or 
urbanites who derive income from acricultural endeavors. Nevertheless,
there has been no major policy or programatic thrust in this direction in
rural areas. Under these conditions, rural financial markets are not fully
developed; they lack deposit mobilization and financial intermediation. 
Under these conditions lending to the agricultural sector has become 
dependent on outside infusions of capital by foreign assistance, Central Bank 
rediscounts or direct government subsidy. 

The lack of good financial intermediation services in rural areas has
denied many rural citizens, particularly the small farmers, accessible 
opportunities for holding financial savings and earning income on these 
savings while maintaining liquidity. These farmers are thus disposed to look
 
to other forms of savings-- such 
 as holding cash, crop inventories, or 
purchasing livestock--as alternatives, with the result that the financial 
system's ability to ser-ve in its intermediary role is greatly reduced. 

The present chapter addresses rural savings mobilization in El Salvador 
in depth. To begin, the material presented in the previous chapters is 
consolidated and analyzed. This is followed by an analysis of the 
determinants of saving in financial institutions in El Salvador. The chapter
concludes with an analysis of the potential for mobilizing more rural savings,
especially through the Agricultural Development Bank. 

Overview of Financial Savings 

The Policy Framework 

The government's main policy instrument for savings mobilization has 
been the interest rate structure. Specific maimum rates for time and 
savings deposit have been established. These savings deposit rates have 
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been pegged to the loan rate in order to maintain an interest rate spread. As 
noted in Chapter II, this rate structure has been changed very infrequently;
therefore, the savings and time deposit rates are not regularly adjusted for 
changing market conditions and inflation. In recent years when the rate of 
inflation has been niigh, most of the real interest rates offerred on savings
and time deposits have been negative. Under these conditions, the expected
returns from interest payments will not be an inducement to save. If 
foreign interest rates are more favorable then capital flight can be expected. 

The interest rates for time deposits are maintained at higher levels than 
for savings deposits and they increase the longer the commitment to keep
the funds on deposit. For example, in 1984-1985 the savings deposits rates 
for banks were 7.0 and 7.5, depending on wether withdrawals could be 
made without or with advance notice, respectively. Time deposit rates 
varied between 9.5 and 13.0, depending on the term of the deposit. With 
the economic package of January 21, 1986, the savings deposit rates were 
maintained at the previous levels, whereas the time deposit rates were 
increased from Ito 2.5 percentage points. If, however, inflation continues at 
the pace of 1985 or above, all of the deposit interest rates will be negative in 
real terms. 

Apart from mobilizing deposits the other principal source of obtaining
loanable funds for the financial intermediaries has been the Central Bank 
rediscounts. It is useful to compare the interest rate spread that the 
financial intermediaries earn on the rediscounts compared thatto for 
mobilized deposits. The spread on almost all rediscounts is 2 percent,
whereas the spread on funds obtained from savings accounts--after taking
account of the 20 percent legal reserve requirements should be much higher.
If the financial institutions can maintain relatively low administrative costs 
compared to those associated with rediscounts it would appear that the 
spread obtained from savings accounts would be higher. The spread on 
funds in time deposits is much more narrow. Under these circumstances the 
financial institutions are motivated to mobilize demand or savings deposits
because they would appear to be the least expensive sources of funds. Time 
deposits and Central Bank rediscounts are more expensive and, hence, less 
desirable as sources of loanable funds. 

The Agricultural Development BAnk has had access to direct foreign
assistance. These loans or grants carry low concessionary rates of interest 
and are low cost. Therefore, it is clear that this Bank would prefeer to obtain 
its financing from this source rather than Central Bank rediscounts or 
mobilizing savings or time deposits. 
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The foreign exchange rate is another policy that brings a lot to bear on 
savings. If the exchange rate is overvalued and an explicit devaluation is 
anticipated there will be strong inducements for capital flight. As this occurs 
there should be less domestic saving as it is substituted by saving abroad. 
In recent years, the exchange rate has been progressively overvalued. This 
has undoubtedly contributed to flight capital. 

The devaluation in the January 2 1, 1986 economic package should make 
some correction for this, but it may not have been enough to keep the colon 
from losing its foreign exchange value in the near future. 

Growth Trend and Relative Importance of Institutions 

Table XIII- I presents the trends in savings and time deposits over the 
1980- 1984 period for the institutions studied in this report- It is surprising,

given the extreme political and economic instability of these years, that, 
after taking account of inflation, the real value of the sum of these deposits
has increased each year; the average annual real rate of growth 7.0was 

percent.
 

These growth, has been entirely concentrated in the mixed banks, which 
are also the most imDortant holders of savings and time deposits. In 1984, 
these banks accounted for 78.8 percent of the total of these deposits. In 
1980, they hld 64.3 percent. The increase in their share reflects the 

average annual real growth rate of 12.5 percent over the period. In nominal 
terms the growth rate was 26.9 percent. 

The Mortgage Bank the second largest holder of deposits with 2 1.1 
percent at the end of 1984, experienced a -4.2 percent average annual 
decline in real deposits over the 1980-1984 period. In nominal terms they 
experienced an annual increase of 8.1 percent 

FEDECACES and the Agricultural Development Bank (BFA) were the other 
two institutions to receive deposits (FEDECCREDITO and INCAFE do not 
mobilize savings) but each accounted for less than 1.0 percent of the total in 
1984. Over the 1980-1984 period, FEDECACES experienced an average

annual real decline in deposits of -9.6 percent although in nominal terms the 
annual growth rate w-as 1.9 percent. BFA, experienced declines in both real 
and nominal values of deposits. The average annual rates of decline were 
-33.4 and -24.8 percent respectively. 
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The above clearly shows that savings and time deposit operations are 
almost entirely concentrated in the commercial mixed banks and the 
Mortgage Bank. Most of the operations of these banks are in the urban areas 
of San Salvador and major cities in the rest of the country. Nevertheless, it is 
very likely that a considerable amount of these deposits are from incomes 
derived from agricultural production, given the importance of the 
agricultural sector in the nation and the fact that many of the medium- and 
large-sized farmers have residences in urban centers, and, therefore, have 
direct access to these institutions. A survey of the savings operations of 
these banks, which is reported in more detail below, shows that these classes 
of farmers are important holders of time deposits. 

The above figures also show the low degree of savings mobilization by 
the BFA. Although this Bank is authorized to obtain deposits, it has made 
only a minimal effort to do so, with savings windows in only three of its 
twenty -six offices. 

The fact that FEDECACES is relatively unimportant in the total picture is 
not surprising given its relative size and the nature of its operations. It 
should be noted, however, that FEDECACES does not hold the savings of its 
fourty-four affiliated credit unions. Rather, it only holds a portion of them 
as the affiliated credit unions must make a contribution of social capital and 
pay monthly dues to FEDECACES. The affiliated credit unions, have nearly 
16,000 members. Each credit union mobilizes forced savings because each 
member is expected to make montly deposit, usually C25. In this manner, 
members are forced to save and large numbers of persons are involved. The 
average level of member deposits, however, are considerably smaller than 
the average size for commercial banks. 

There is another class of institution, the savings and loan associations, 
that mobilize considerable savings. Data for the association are not reported 
here since they are urban oriented. Nevertheless, it is important to note that 
these institutions have also experienced an increase in the real value of their 
savings over the 1980- 1984 period. It might be expected that some of these 
deposits also came from persons with incomes derived from agricultural 
activities. 

Shift to Time Deposits 

The data of Table XIII-I clearly show a shift from savings to time 
deposits over the 1980-1984 period. For the institutions reported in the 
table, the nominal and real values of time desposits grew, at an average 
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annual rates of 29.7 and 14.9 percent, respectively. In contrast, the 
corresponding growth rates for savings deposits were 11.9 and -0.8 percent. 

A number of factors have contributed to this change. There are three 
that appear to be most plausible. The first factor is the interest rate 
premium paid on time deposits. With the increasing rate of inflation, savers 
have shifted their deposits to the more lucrative time deposits instruments 
to mitigate the effects of inflation. A second factor is the substantial 
improvement in political stability since 1983, which has given savers more 
confidence and, therefore, encouraged them to shift to the longer-term but 
less liquid deposits. This same phenomenon has probably reduced capital 
flight and caused these funds to be placed in domestic financial institutions. 
Finally, banks have aggressively soght deposits as a means to gain access to 
additional resources. All institutions have felt the crunch of restrictive 
monetary policy, the loss of resources through capital flight and the impacts 
of extensive refinancing on their ability to extended new credit As a result, 
some, especially the mixed banks, have aggressively pursued savings 
through campaigns and non-interest price incentives, such as raffles. These 
same conditions have also caused the BFA to spark on interest in savings 
mobilization. In the case of these institution there is another motivating 
factor for savings mobilization; BFA is facing a probable decline in foreign 
assistan.:e for agricultural credit. 

Deposit Mobilization in Commercial Banks 

Given the strength and success of savings mobilization in the commercial 
banks--the mixed banks and the Mortgage Bank--it is useful to exmine 
these institutions more closely in order to understand their clientele, 
proceedures and policies. This analysis will be helpful not only in gaining a 
better understanding of successful deposit mobilization but also in 
developing reciepes for expanding deposit mobilization in others institutions, 
such as the BFA. 

Size and Number of Deposits 

Savings. As shown in Table XIII-2, at the end of 1985, these banks held a 
large number of deposit accounts. There were 744,2 31 savings accounts. To 
put this figure in perspective, assume a national population of 5.8 million 
and one savings deposit account per person. This means that 12.8 percent of 
the population holds savings accounts. If there was an average family size of 
five members and one savings account per family, then some 60 percent of 



q . . .... . ... . ..... ..... ....... ...... .. . . . . *...Pr* .............. '. . ... :Vmq•%d . . .... . . - 'y~'*'.t' ... .......... hed 1i1............?...... .. ......... . .... ..
..... 	 ....
...........................r~ m ..........................:.........;............. l................................... ,¥ n..- trt. .. v ..... ....', ..... 

A	I f.fv hmrr 9 ~ r~......Ay.'t).W 9 nq~i.. .....9 . rq;. 

P# ,,I,u~. ............... I .746 424?. 9 P1 1 . I 7 44E 7WE 1;;76.2 ..9....... 141 


.................. .. i . . . . ...... !F .......
' ,~...............: ..... o , :: " i in,.?...... ............ v,7.q..q?t I: : ...9 !.... n.
ii'i~i, ... .... . ... .. ..... ,nni . ;;,; 

:n ... ..... .. ,...... ..,i......
'' i,'i:[ii~~~~~~i . ,u . . , ...nnn.n .z n .... .....,' ....,, ......... ... 

nI 13,QPO.IY.159nn Il 111D7 ED19Pm1ps 45u I) Q75$ I 1E..10olo ::IhkE wx 141 1IAM jawich IP 9 
,nlv :n: •s 	 .0 k st in -q-J -y q -A 

2.9 ..I.U8i~-A4.19 .h~ 1919,061.11979n:-!7 	 R51.~7'... 12W 

1: 	 Is 1:9a1147 In21 o1994*99 I . 47....... Q~ I1A2I.....011:n-:- V
9 w9~ 	 :25 .7.....X.1.. 127 '9q99 3-



2 ]4 

five members and one savings account per family, then some 60 percent of 
the nation's families hold savings accounts. The mean size of deposit was 
12,239. This figure probably overstates the mean size of personal or family
savings deposits, however, because it would be e,,Dected that business firms 
would keep reasonably large sums in these accounts as a means to store 
short-term surpluses of cash well as toas meet their needs for short-term 
liquidity. 

These average number of deposits per bank was 74,423. There was a 
considerable range across institutions, presumably a function of their size of 
operation. 

Bankers in all institutions were interviewed. It is their opinion that 
most savings accounts are held by low-income urban and, to lesser extent,
rural dwellers. Many of these customers do other banknot use services. 
Therefore, they use the bank as place to safekeep their money and earn a 
small nominal return. The above figures clearly demostrate a propensity for 
low-income El Salvadoreans to save in financial institutions. 

Time Deposits. There were 31,729 time deposits, only about 4.3 percent the
number of savings deposits. Clearly, these deposits are much larger. The 
average deposit size of $73,071 was considerably larger, almost thirty-two
times, than the ¢2,241 average saving deposit. Bankers reported that 
customers with time deposits were mostly middle- and uppper-income 
persons representing families medium-and large-sized business and farms. 

Demand DeDosits. The banks also had a considerable number of demand 
deposit accounts, 114,669. It is notworthy that this number was only about 
one-seventh the number of savings deposit accounts. This shows that a 
considerably large number of persons are using savings account services of 
these banks than demand deposits. Therefore, in terms of numbers of 
persons served, the savings accounts are the most important. This is 
strongly suggestive of the development of financial intermediation, or 
financial deepening, in El Salvador. 

Policies and Incentives for Deposits 

The observed patterns of deposits in the commercial banks reflects their 
policies and national monetary policy. 

The banks employ requirements for minimum-sized deposits that limit 
the access of small depositors to demand and time deposits but encourage 
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them to make use of savings deposits. For checking accounts the minimum
deposit is usually C1,000. In addition, the banks usually require
compensatory balances ror loans. The minimum amount for savings accounts 
ranges from s25 to 150, although the law establishes the floor at s 1. Thehigh deposit threshold for entry into demand and time deposits serves tokeep low-income persons from having access to demand and time deposits. 

The banks are limited by the Monetary Board policy with respect to the
interest they may pay on deposits. Given the low or even negative real rates
of interest in recent years, as well as the Monetary Board's restrictive 
monetary policy, many of the banks have been aggressively seeking depositsby offering additional inducements to potential savers. They employ
advertising and promotional campaigns and offer non-interest financial
rewards such as chances in a raffle and life insurance that is double theamount to savings deposits. Furthermore, the banks give their employees
incentives by rewarding them for opening new accounts. 

Seleted Deposit Ratios 

Three ratios were calculated to show the relative importance of deposits
in the commercial bank's operations. They are reported in Table XIII-3. Thefirst ratio is total deposits less legal reserves as a proportion of the total loan
portfolio, which serves to show the relative importance of net deposits (after
reserves have been substracted) to loans. Higher ratios show that the banks 
are using deposits in financing credit. The for the tenmean banks was .95,
which shows that these banks have a high degree of self-financing their loanportfolio. Therefore, deposits are an important source of loanable funds to
 
these banks.
 

The second ratio is the size of deposits relative to equity capital less 
reserves, which indicates the degree of leverage by the banks. The mean for
the ten banks, was 2 1.0, ., hich shows that the banks have leveraged their 
own capital extensively to obtain deposits. 

The third ratio is the proportion of deposits relative to assets. The mean
for the ten banks is .66, which shows that the banks' deposit liabilities are 
considerably less their assets. 
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TABLE XII 1-3. Selected Ratios for the Salvadoran Commercial
 
Banking System, As of December 31, 1965.
 

Deposits Minus 
LegaJ Requirement Deiposits Deposits 

Portfolio Equity Capital Assets 
Minus Reserves 

Banco Agricola Comercial 
Banco Cavitelizador 
Banco de Comercio 
Banco de Crdiio Popular 
Banco Cuscetaln 
Banco de Desarrollo e Inversi6n 

1.05 
0.89 
0.95 
0.86 
0.98 
0.75 

21.7 
26.8 
13.8 
12.4 
28.3 

9.4 

0.63 
0.71 
0.70 
0.45 
0.71 
0.55 

Banco Financiero 
Banco Mercentil 
Banco Salvadorefio 
Banco Hipoiecario 
System Average 

0.84 
1.13 
1.10 
0.92 
0.95 

21.3 
13.6 
17.7 
44.6 
21.0 

0.63 
0.78 
0.73 
0.74 
0.66 

Source: Based on Institutions' Financial Statements. 

Conclusions 

The El Salvadorean commercial banking system, but especially the mixed 
banks have been quite successfull in mobilizing deposits. They hold over 
744,000 savings accounts, mostly for low-income and small-scale depositors, 
32,000 time deposit accounts and 114,000 demand deposit accounts. These 
are impressive numbers. A rough calculation suggests that as many as 
three-fifths of the families may hold savings accounts in these financial 
institutions (note that the savings and loan associations, which all have a 
number of depositors, were not included, were they included the proportion 
would be expected to be higher). 

Time and demand deposits are much fewer in number and are held by 
medium- and large-scale business and farmers. Fairly large minimum 
deposits keep low-income people from having access to these financial 
intruments. 

These banks have agressively pursued mobilizing savings and time 
deposits through campaigns and non-interest rate incentives. Bank 
employees are rewarded for performance. It clearly appears that these 
institutions are very interested in deposit mobilization and therefore, 
financial intermediation. The fact that many of these banks have adopted 
modern banking technology such as open credit lines and automatic tellers, 
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suggests that they are endeavoring to cut costs and provide better financial 
intermediation services. 

The Determinants of Aggregate Savings and Time DeDosits in the Financial 
System 

This section undertakes an analysis of the determinants of the levels of 
savings and time deposits in El Salvadorean finandal institutions. It begins 
with the formulation of a model that is hypothesized to explain the levels of 
these savings and concludes with an estimation of the model using multiple 
regression techniques. 

Theoretical Considerations 

There are a number of factors that determine the levels of saving and 
time deposits in financial institutions. Of course, the most fundamental 
factor would be ex-Dected to be the aggregate level of income earned from 
economic activity since this is the source from which current savings must 
come. A related factor would be the distribution of the incomes earned. If 
the distribution of income is highly skewed toward the whealthy, then less 
saving in financial institutions migh be expected. 

Given a base of income and its distribution, there are a number of factors 
directly associated with the financial institutions and monetary policy that 
will influence savings in the institutions. These can be grouped into two 
broad categories: interest rate and financial deepening. The interest rates 
paid on savings and time deposits are the principal rewards that the 
potential saver would receive as a return for placing funds on deposit. The 
levels of the interest rates on these deposits will be compared to the 
e.pected rates of return on other types of domestic investment-- for 
ey:ample, purchase of durable goods or direct investment in capital goods-
as well as foreign investments in financial instruments, real estate, capital
goods, etc. Of course, considerations of liquidity are also important. A saver 
may be willing to receive a smaller gain by placing resources in a liquid 
financial instrument rather than tie them up in a longer-term investment 
that offers a higher rate of return. 

The second factor of financial deepening has inplications for traiisactions 
costs associated withi savings and withdrawals. In this regard the 
accesibility of savings intitutions will make an important difference, 
especially for potential savers of small amounts. A saver experiences costs 
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in undertaking savings and withdrawal transactions. If financial institutions 
are readily accessible these transactions costs should be lower and ecourage
more savings. Paperwork is anoter factor that can lead to transactions costs. 
Delays in time that the saver e.periences in making withdrawals is another 
factor contributing to these costs. 

Model 

The aggregate level of saving and time deposits (hereafter referred to as
savings for sake of brevity) in El Salvadorean fiancial institutions will 
undoutedly be incluenced by a number of factors. 

Gross Domestic Product. Current GDP is the source from which current 
savings must come. It is hypothesi2ed that as GDP increases (decreases)
savings deposits will increase (decrease). 

Interest Rate on Deposits. The interest rate is the return the saver receives 
on deposits. It is hypothesized that as the interest rate rises (falls) savings
deposits would increase (decline). 

Financial Deepening. As the economy develops more financial 
intermediation relative to its level of economic activity, it is expected that
the institutions will have a larger number of and more accesible offices. 
Furthermore, competition will lower transactions costs. Therefore,
financial deepening, savings deposits would be expected 

with 
to rise because of

the avialability of financial services. It is hypothesized that as financial
deepening increases (decreases) savings deposits will increase (decrease). 

Capital Fight. Residents would be expected to send savings out of the 
country the higher the rate of return on investment abroad relative to rates
of return on domestic investment It is hypothesized that as the rate of 
return is more (less) attractive capital flight-will increase (decrease). 

Inflation. As inflation increases, incentive save thethe to in form of
financial assets declines if the nominal rate of interest is not adjusted for the
effect of inflation. Under these conditions savings will be directed more to
investment in real or speculative goods. It is hypothesized that as the rate
of inflation increases (decreases) savings deposits will decline (increase). 

Political Inst-bility. Political instability is expected to discourage savings
because it leads to economic uncertainty. Indeed it may lead to less saving 
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and greater capital flight. Therefore, in El Salvador the years between 1979 
and 1984 may be associated with a lower level of savings-deposits. 

To estimate the importance of the above factors influencing saving 
deposits the following model was estimated. 

(1) TPDO= a0+a1 NGDP.a 2MINT +aFD +a4 TBILL 
+ a5INF 	+a 6DUMI and a7DUM 2 

where: 

TPDO = nominal private domestic currency deposits in commercial 
banks and other financial institutions. 

NGDP =nominal gross domestic product. 

MINT = proxy for domestic interest rate on deposits, the percent nomi
nal interest rate paid on Mortgage Bank certificates. (Note: time 
series for other interest rates were not available for the com
plete period). 

FD = 	 proxy for financial deepening. Ratio of quasi-money (time, 
savings and foreign currency deposits of residents) to nominal 
gross domestic product. 

TBI LL = proxy for attractiveness of capital flight, the percent average 
annual interest rate on U.S. Treasury Bills. 

INF = 	 annual rate of inflation based on San Salvador Consumer Price 
Index (190= 100.0). 

DUM1 = dummy variable for polital instability and economic uncertain
ty. DUM 1= I from 1979-1984, and =0 for all other years. 

DUM 2 = 	dummy variable for the creation of non-banking financial insti
tutions in 1969. DUM 2 = 1for 1969-1984, and = 0 for other 
years. 
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The ResulIts 

Equation Iwas estimated by step-wise multiple regression techniques in 
linear, semi-logarithmic and logarithmic forms. The equation was estimated 
for two periods 1956-l94, and 1969-1964. The latter period was 
considered in isolation because in 1969 new savings and loan associations 
were introduced and there was a considerable increase in savings and time 
deposits in financial institutions in that year, and, moreover, in the 1970s 
and 1960s the El Salvadorean economy encountered economic difficulties 
that were not present in the 1950s and 1960s. Therefore, it was expected
that the shorter period might more readily capture the effects of changes in 
the independent variables on savings. 

When equation I was estimated not all of the independent variables 
were significant and/or had the hypothesized sign. These results led to a 
consideration of modifications in the equation, such as using annual changes 
in savings, per capita variables. The most relevant results are those of the 
linear form and are reported on Table XIII-4. 

Before discussing the specific equations it should be noted that neither of 
the dummy variables proved to be significant. With respect to DUM 2 this 
means that the increase in savings coming from deposits in savings and loan 
association beginning in 1969 was insuficient to raise the fitted trend line 
between 1956 and 1984 significantly. This suggests that these savings
probably were substitutes for what would have been increases in savings in 
the commercial banks. 

The DUM, variable was designed to detect whether the political 
instability and economic uncertainty contributed to a change in the level of 
domestic saving. Although the variable consistently had the hypothesized
sign it was not significant. The conclusion is that the events between 1979 
and 1984 did not disrupt domestic financial savings sufficiently to cause a 
significant change in the fitted trend. This is borne out by the data 
presented in Table XI II-1. 

19.56 - 19_4 

Equation (4.1) of Table XIII-4 provides very illuminating results on the 
determinats of savings deposits in El Salvador. Over the period, the 
strongest determinant of deposits was nominal GDP. The 0.2 1 coefficient on 
the NGDP variable is highly significant at the 0.01 percent level and it says 
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that for each ¢Is.00 increase in GDP C.21 will be saved in financial 
institutions. The result may strike some as being a little high but it easily 
falls within the bounds of savings ratios found for other countries. 

Financial deepening (FD) was the second most important variable, being 
significant at the 0.75 percent level. The coeficient should be int~rpreted as 
a ratio, which says that if financial deeping occurs savings deposits will 
increase.
 

The interest rate variable (MINT) is also highly significant at the 2.42 
percent level and of the hypothesized sign. It should be interpreted as 
meaning that a one percentage point increase in the nominal rate will give 
rise to ¢69 million in additional savings deposits. 

The capital flight variable (TMILL) has the hypothesized sign and is also 
higly significant at the 3.48 percent level. The coeficient should be 
interpreted as a one percentage point increase in the U.S. Treasury Bill 
interest rate will cause increased capital flight and a T34 million decline in 
domestic savings deposits. 

Finally, the inflation variable was not significant and was, therefore, 
eliminated. 

When the variables were expressed in per capita terms, as in Equation 
4.2, the results were very similar. In summary, these results confirm the 
hypotheses. They show that savings deposits depend mostly on GDP. 
Indeed, if NGDP were the only independent variable the R2 would be quite 
high. Fianancial deepening occurred over time in El Salvador and, in effect, 
served as a trend variable over the period. The interest rate variable 
behaved as expected as did the proxy for capital flight. 

1969 - 19 4 

When the shorter time period was employed the results were similar but 
with some significant differences. The interest rate and capital flight 
variables were of the hypothesized signs but not significant and, therefore, 
were eliminated. For this period, the inflation variable (INF) had the 
hypothesized sign and was significant. The results for nominal aggregate 
and per capita values are presented in Equations 4.3 and 4.4. There is an 
explanation why the inflation variable entered. In this period, but 
particulaily in the 1980s, El Salvador began to experience inflationary 
pressures. As inflation rose, Lhere was decline in savings deposits because of 
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two related factors. First, there were very few changes in the nominal 
interest rate structure over the period because of the rigid interest rate 
structure of the Monetary Board. The interest rate variable therefore, does 
not show much change nor does it reflect the real rate of return on domestic 
deposits. Second, there were pressures for devaluation. Both of these 
factors would cause more capital flight. Therefore, what. may be reflected in
the equations is that inflation variable captures both of these factors, in a 
combined ,-ay better than the interest variablerate or the capital flight 
variable, independently. 

interest Rate Elasticity. The elasticity of regression coefficients is directly
measured from logarithmic forms. Unfortunately, the interest rate variable 
in this form behaved quite erratically, depending on the variables included 
in the equation; its sign and the level of significance fluctuated considerably. 
This is because the two principal explanatory variables were the levels of 
GDP and financial deepening. Therefore, little confidence can be placed in 
these results. 

Equation 4.1 in Table XIII-4 can be used, however, to estimate arc 
elasticity over the whole twenty-nine year period. The arc elasticity is 0.68.. 
which shows that savings deposits are quite inelastic with respect to changes
in interest rate. In other words, the percentage increase (decrease) in 
deposits will be .68 as large as the percentage increase (decrease) in interest 
rates. This undoubtedly reflects the fact that the Monetary Board 
infrequently changes the interest rate structure. Therefore, when changes in 
deposits rates did occur there was a less than corresponding percentage 
increase in savings deposits. 

The Case of the Agricultural Development Bank 

Among financial institutions serving the rural areas BFA has the best 
infrastructure to mobilize rural deposits because it has twenty-six offices 
nationwide. Yet, although it was authorized to mobilize deposits when it was 
not established in 1973 it was not until 1977 that it began to mobilize them. 
In 1965 it was only receiving deposits in three of its twenty-six offices. 

BFA simply has not been of the mind to nor has it had incentives to 
mobilize deposits. As a development bank and as an oubgrowth of its 
predecessor institution, ABC, it has concentrated on development credit to 
the agricultural sector. It has regularly received government subsidies of 
one form or another. The process has been abetted by foreign assistance, 
which made concessionary-priced loans to the government of El Salvador, 
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witch in turn used the funds to make i. ro.-e grants to BFA to augment
its capital. Under these conditions LFA hs had litle incentive to mobilize 
deposits because they involve financial costs (to cover interest paid on
savings and time deposits) administrative costs (t riaae funds) and 
risk costs (to cover -j,-Ist uncoll:ectable loans). The cnd results are that BFA 
has not had reason to become a highly efficient arid financially viable 
institution nor does it carry out a role as a financial intermediary in rural 
areas. Rather, it, just ccncentrates on credit 

In recent ears, hoever, has eFAe .periencedproblems of extrememly
high rates of delinquency; at the end of 1964, 24.1 percent of the portfolio 
was more than 90 days in arrears. Refinancing of delinquent loans between 
1980 and 1984 increased at an average annual rate of 67.4 percent. The 
result is that BFA has found much of its assets tied up in bad or refinanced 
debt which has limited its abilitily to lend. The future prospects are less 
sanguine because of the probabilities that BFA will receive considerably less 
foreign assistnce. Faced vwith this situation DFA has to look inwrard to gain
additional resources and it has chosen two paths: to try to cut costs and 
mobilize more savings. They have made some changes with respect to the 
latter, they have only began to contemplate how it might be dome. This 
report undertakes a preliminary analysis by undertaking feasibililitv studies 
for savings mobilizacion in three agencies. The results are favorable. To 
begin, however, it is useful to review BFA's deposit mobilization to date in 
both the aggregate and the agency level. 

E-Derience in DeDosit Mobilization 

BFA began to mobilize deposits in January 1977 in the central office and 
in the San Salvador agency. In 1980 it extended its operations to the agency
in La Libertad. The reasons for opening the deposits window were to 
capture some funds from input suppliers and borrowers, to gain ex-Derience 
in deposit mobilization, and to provide banking services to some government 
entities. 

Portfolio. Table XIII -5 provides information on the end-of-year balances of 
the various types of deposits over the 19830- 1965 period. As shown in the 
table, the total amount of deposits decreased from 4.36.4 million 1980 to 
118.6 million in 1985. In 1981 the total amount of deposits increased. 
However, since 1982 total deposits have declined. 

It is noteworthy that the most important depositors governmentwere 
institutions such as IRA, the Public Employee National Retirement Institute 
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(INPEP), ANTEL, Salvadorean Institute of Social Security, ANDA, Financiera 
Nacional de la Vivienda. Most of those institutions held substantial amounts 
of time and demand deposits in BFA. This was a means that the government
could indirectly benefit the Bank by placing some of its organizations' funds 
in F. At present, INPP is the one of the most oant bank clients, 
.: th a st st.Eirta amrunt of time der>.sits. The others are still maintaining
smnall ainounts of balances. Other important depositors are suppliers of 
inputs for the BFA retail outlets and some reforrmed secbr ccoDeratives. 

As noted above, there was a de-rea:e in deposits in BFA in the past land 
reform period, but this was accopanied by increases in foreign assistance, 
especially by USAID and IDB. Most foreign assistance funds were loans to 
the government which then passed them on to BFA a to itsas contribution 
equity capital or/as soft long-term loans. Thus, it has become more 
profitable for BFA to use those funds instead of competing otherwith 

financial institutions for domestic resources. The availability by 
new foreign
assistance to DFA may also have caused the government to place the 
financial resources of its organizations in other institutions, i.e., there was a 
substtution of foreign for domestic resources in the Bank. 

BFA's deposit balances are concentrated in time and savings deposits. At 
the end of 1965, 40.1 and 24.2 percent of the deposits were in these 
accounts, respectively. 

Table XIII-5. BFA's End-of-Year Balances of Deposits. 1980-1985
 
(Million Colones )
 

Year Toial % Demand 7o Savings % Time 9o 
deposits deposits deposits deposits 

1980 36.4 100 7.2 19.8 6.4 17.6 22.8 62.6
1981 38.9 100 8.0 20.6 16.6 42.7 14.3 36.7
1982 33.7 100 9.5 28.2 18.3 54.3 5.9 17.5
1983 24.5 100 10.6 43.3 8.0 32.6 5.9 24.1
1984 16.4 100 6.5 39.6 3.8 232 6.1 37.2
1985 18.6 100 6.5 34.9 4.5 242 7.6 40.1 

Source: BFA's financial statements. 

Number of Actcounts. As shown in Table XI I1-6 DFA's deposit accounts were 
concentrated in demand and savings deposits, which at the end of 1985,
accounted for 23.0 and 75.5 percent of the number of accounts respectively. 
Time deposits corresponded to only 1.5 percent of the total. Each type of 
deposit e,,.x:erienced a sharp increase in the numbers of accounts over the 
1980- 1964 period, but the number of savings accounts grew most rapidly so 
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their share increased. This increase is mostly due to the requirement that 
participants in the USAID Small Enterprise project be required to have a 
savings account in order to obtain credit. Another factor is that the Ban!" has 
ercouraged its employees to open deposit accounts. It is curious, however, 
that the amounts on deposit in all three categories declined. This means that 
the average size of deposit in each category declined sharply. This pattern 
reflects the above-menioned increase in the numbers of Eank clients and 
emnpryees using deposit activities as wel as the afo:.--entioned 

simultaneous decline in the balances of the former big depositors, the 
government organizations. 

Table X1II-6. BFA's Number of Deposit Accounts 1980-1985. 

Year Total 9o Demand % Sa-v-ings 9o Time ° 
deposits devosits deposits 

1980 2269 100 1,037 45.7 1,179 52.0 53 2.3 
1981 
1982 
1983 
1984 
1985 

2,988 
4,062 
3,944 
4,420 
5,176 

100 
100 
100 
100 
100 

1,145 
1,462 
1,056 
1,064 
1,192 

38.3 
36.0 
26.8 
24.0 
23.0 

1,790 
2,554 
2,846 
3,300 
3,909 

59.9 
62.9 
72.1 
74.7 
75.5 

53 
46 
42 
56 
75 

1.8 
1.1 
1.1 
1.3 
1.5 

Source: BFA Department of Deposits. 

Selected DeDosit Ratios. The relative importance of deposits as a source of 
loanable funds and as a part of the general bank structure is measured 
through three ratios: (1) the deposits less legal reserve requirement/port
folio ratio, (2) the deposits/equity capital ratio, and (3) the deposits/total 
assets ratio. An e:.aminantion of these ratios shows the role of deposits in 
BFA. Comparisons of the BFA figures with these calculated for the 
commercial banks and reported in Table XIII-3 serve to show the relative 
unimportance of deposits in BFA. 

As shown in the Table XIII-7 the first ratio indicates that deposits were 
more important as source of funds in 1980, 1981 and 1982. Beginning 1983 
they lost their relative importance. 

However, even in 1980 when deposits represented 12 percent of the 
portfolio they were far from the 95 percent average estimated for the El 
Salvadorean Commercial Banking system. 

The deposits/equity capital ratio, indicates that BFA is not using its 
capital as leverage for capturing deposits. Finally, the deposits/assets ratio 
shows that BFA has a great deal of potencial for growth if it were to xpand 



227 

its deposits. At the end of 1985 the average deposits/equity capita! less 
reserves ratio for conmercial banlks vras 2 1, the same ratio for BFA was 
0.11. This means that the ccmrneicial banl:s der,osits represented 21 times 
their o.:tv ,avitai minnes ze:eive. In the case of BFA, deprsits were only
11 e:Oentof the equity cam.ta1 less r-eseives. The average deposits/assets 
ratio for the .c:nr-r,-ial bar:s was 66; for 'FA it was 0.03. This is another 
indicator of the relative ulir .iri ce of de:-0sits for -FA. 

The lac: of .eoits in .FA ma!.es .the institution highly dependent on 
infusions of capital from tne government, foreign aid or Central Bank: 
rediscoints. Since inflation and delinquency erode the funds constzantly, if 
the bank does not mobilize deposits it wUll pernmaneritly need new infusions 
of fresh capital to sustain its previous levels of operations. Its financial 
viability arid its long-run survival will depend upon these infusions. 

Tatle XI11-7. Selected Deposit Ratios for BFA. 

Year Deposits le gegal Deposits equity capital De, oits 
re.s.va 's ,ement less resex-Ve Toie assets 

portfolio 

1980 0.12 0.70 0.07 
1981 
1982 
1983 

0.11 
0.10 
0.06 

0.49 
0.39 
023 

0.07 
0.06 
0.04 

1984 0.04 0.13 0.03 
1985 0.04 0.11 0.03 

Average
Salvadorean 0.95 21.0 0.66 
commercial banks 

Source: Eased on BFA's financial statements and Table XIII-3. 

Agency Deposit Analysis 

Deposits. The numi.. and amount of various type of deposits at the end of 
1985 are showmn in Table XIII-8. As shown in the table, the amount of 

deposits wre concentrated at the central office; 77.2 percent of the total 
amount were at that office, 12.8 percent at San Salvador and only 10.0 
percent at La Libertad. The muber of deposits was more evently distributed. 

Time deposits were also concentrated, 94.7 percent were held by the 
central office. The distribution of saving deposits was less concentrated, 55.6 
percent of the amount and 36.6 of the number of savings accounts were held 
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at the centra! olfice. La Libertad had 46.1 percent of the number and 28.8 
percent of the amount. San Salvador held the balance. Demand deposits 
were E.rc.-r. ercerit of the.. mainly at the central office, which bad 7 1.2 
vohiune and 52.7 percent of the number. San Salvador was second in
relauve !m:0 rt2nce. 

There are ..-- eral e:.:iraior.s for these patte:ns. Time deposits and 
denmand de:,c'-its ,,re ,ered fromn non-agricultural bank clients who did 
t bhei at cenual La and Salvador wereban1kin the office. Libertad San 

holding some re ,ources of reformed sector cooperatives in time deposits.
 

Der:.,sit Turnover. In order to dat.exmine the turnover of demand and 
savangs deosits, an analysis was made of the daily changes of five variables 
in the above-m-nticoned agencies over the period January 2 through 
Novmer 30, 1985 (dat-- were not available for December). The variables 
studied were the number and amount of daily deDosits, number and value of 
daily withdrawals and the daily balances. This analysis was not necessary 
for time deposits b..u.e these deposits are not subject to substantial day
by-day cha.nqes. They can increase very rapidly due to new deposits but 
wthdrawals are not so freauent. 

The results of the univariate statistical analysis for the variables are 
shown in Tables XIII-9 and 10. For demand deposits the average number of 
deposits per day for the central office was 100 (upper and lower limits of 
106 and 94 for San Salvador Agency 51 (upper and lower limits 55 and 48). 
For La Libertad, 18 (upper and lower limits of 19 and 17). All upper and 
lower limits are determined by the 99 percent confidence interval. 

The mean average of daily deposits of demand deposits were $557.491 
for the central office, :158,697 for San Salvador, and a44,019 for La 
Libertad. The mean daily withdrawals were s549,250 per central office, 
¢s156,662 for San Salvador A-.gency, and C43,928 for La Libertad. 

The above operations determine the mean daily balance of loanable 
funds before the legal reserve requirements is deducted. The daily balance 
for the central office was 14,345,536 (upper and lower limits of ¢4,590,790 
and ¢4,100,286); for the San Salvador Agency ¢1,643,124 (upper and lower 
limits of C1,52 1,776 and T1,404,473); and for La Libertad ¢356,360 (upper
and lower limits of ¢r367,%76 and 345,,.r4. Again, all upper and lower 
limits are determined by the 99 percent confidence interval. 

Table .III- 10 presents the data for the same type of analysis of savings 
accounts. As shown in the table, the daily mean deposits in the three 
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agencies were 34.4, 8.2 and 13.8 for the central office, San Salvador and La 
Libertad, respectively. In the same order, the mean number of witlhdrawals 
was 58, 14, anct 15. The mean values of deposits were 190,497, 113,527, and 
a 11,802. The average values of withdrawals were 458,637, 11,382, and 
410,597. The daily mean balances were 42,442,892 (upper and 849,429 
and $793,702), and 41,260,672 (upper and lower limits of 1,373,383 and 
1,147,961), for central office, San Salvador and La Libertad, respectively. 
The upper and lower limits were based on the 99 percent confidence 
interval. 

These figures clearly demonstrate that, in 1985, BFA maintained 
favorable and sizeable balances in both its savings and demand deposits 
account. The number of transactions and balances in the demand deposit 
accounts were substantially higher that in savings. The balances, however, 
suggest a potential for using funds derived from these sources to finance 
credit operation. 

Acencv Costs 

BFA does not keep separate accounts in the agencies. However, recently 
it has begun to try to identify the direct costs by agencies and the various 
bank departments. With the available information it is possible to make 
reasonable estimates of the operating costs of mobilizing resources through 
deposits in three agencies. Moreover, the limited information on income 
received by agencies is sufficient to estimate income statements for three 
agencies. The estimated income statements as of December 31, 1985 are 
shown in TAble XIII- 11. Several assumptions were made. The end-of-year 
portfolio was assumed to be distributed according to two sources of loanable 
funds. One portion is assumed financed by deposits obtained in each agency 
and the balance is financed from other sources including funds from USAID, 
IDB, Central Bank rediscount, and the World Food Program. The interest 
rates are assumed to be 8.75 and 11.5 percent on savings and time deposits, 
respectively. The amount of loanable funds available from demand and 
savings deposits are assumed to be the mean average balances in Tables 
XIII-9 and XIII-IO less legal reserve requirements. The available loanable 
funds from time deposits were assumed to be the end-of-year balances 
minus the legal reserve requirements. 

The administrative cost figures were obtained from the BFA budgeting 
and administrative cost control department. They represent the actual 
direct costs of agencies in 1985. It is difficult to estimate the corresponding 
indirect costs of agencies. Thus, no effort was made to determine these costs, 
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although, it should be recognized that those arecosts high and they affect
the profitability of agencies. The administrative costs for the central office 
include the direct costs of deposits and the treasury department. 

Table XIII -I I presents findings. The key variable which determines the
final result of the income statement: is interest income. This, in turn,
depends on the interest rate. For example, for the central office it is
assumed that ( 16.4 million of the portfolio is placed in loans that earn a 16.5 
percent interest rate, and that 66.3 percent of the portfolio is financed
through deposits. It is assumed that 20 percent of the portfolio is delinquent
and does not generate interest earnings. Under these conservative 
crcumstances there is a profit of ¢ 67 thousand. When it. is assumed that 
there is interest income from 95 percent of the porfolio the profit rises to 
¢473 thousand. 

In case of San Salvador, the 1985 end-of-year portfolio was C48.8 
million in loans earning 13 percent interest. Of this portfolio, 5.2 percent
was assumed financed through deposits and the remaining 94.8 percent
from other sources. When the actual amount of interest earnings are 
considered there is a loss of 4345 thousand. Assuming interest receipts from
95 percent of the portfolio the final result changes to a ¢ 1.5 thousand profit.
Similar results are observed for La Libertad. 

Suggested StrategyforBFA 

The above results, although based on rough estimatates, offer
encouraging evidence about the profitability of BFA using deposits as means 
to obtain additional loanable There toresources. appear be a number of 
advantages for BFA to exapand its capacity for obtaining its own financial 
resources in all agencies. With small additional cost the Bank should be able 
to mobilize domestic resources to be used for a significant level of financing
activities in rural areas. The wide-spread presence of BFA offices
throughout the country puts the institution in a advantageous situation. The 
amount of its equity capital of ¢ 170.3 million as of December 31, 1985 would 
support ten times this amount in deposits. In this manner, BFA could 
e-YDand lending operations Aithout depending so much on foreign assistance 
or Central Bank rediscounts. Furthermore, it is very important to note, that 
if the BFA begins to rely on mobilized resources, it will be foiced to become 
more cost conscious in its administration. This would be indirect benefitan 
to help it become a more financially viable institution. However, the 
expansion should be carefully planned and implemented accordingly. It 
should begin with a pilot programs. 
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First of all, the three agencies; central office, San Salvador an LaLibertad, should expand to their full potential in mobilizing resources. 

The strategy for these agencies should include promotion campaigns forvoluntary savings; required compensating balances in demand deposits forloans made to large-sized farmers and non-agricultural borrowers; andforced savings components in loans to Phase I cooperatives and small-sizedborrowers. Prior to granting any credit, an opening of demand or savinsaccounts should be required from new clients. Simultaneously, DFA shouldimplement a plan of a portfolio diversification. Given the fact thatagricultural loans are risky, the expected looses for bad debts from theseloans might be compensated with more lending to other rural activities suchas commerce that are shorter-term, less-risky, and have a high turnover. Inthis way, the rapid flow of resources should permit BFA to amintain an
adequate degree of liquidty. 

As part of the pilot project, BFA should begin to build the necessaryinfrastructure in about four more agencies. It is recommended to begin withthe agencies of Ilobasco, San Juan Opico, Sonsonate and San Miguel. Ilobascoand San Juan Opico are recommended because BFA is the only bank with andoffice in these towns. Thus, they will not be subject to local competition withother institutions and, moreover, will be offering new financial services tothe communities that should help the Bank establish its deposits mobilization 
activities. 

There would be costs involved. BFA's department of deposits estimatesthe additional costs of carrying out the savings mobilization amounts to ¢75thousand for construction, office equipment, radio transmiter and receiver,
and telephone. 
 It will not be necessary to budget for computer terminal
hardware and software, because the Bank is in the process of negotiating the
purchase of data processing equipment with terminals located in eachagency that are connected to a central unit. Additional variable cost areestimated to be ¢400 thousand for personnel compensation, fringe benefits
and logistical support. 

Projected Cash Flow for One Ageny 

In an attempt to demostrate the profitability and feasibility ofmobilizing domestic resources in BFA, a statement of projected sources anduses of funds is developed for the agency of San Juan Opico. 
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In order to develop the cash flow some assumption are made: (1) the 
initial amount of loans is the 1985 end-of-year portfolio; (2) the annual 
interest rate paid by the agency of the portfolio made with funds different 
from deposits will be 5 percent; (3) in the first year, the agency will mobilize 
at least the equivalent of 30 percent of the end-of-year portfolio deposits;
(4) the distribution of these deposits is 40, 30 and 30 percent for demand,
savings, and time deposits, respectively; (5) the resources obtained from 
savings will earn 20 percent interest as short-term loans placed in non
agricultural lending; (6) the interest rates paid on savings are 8.75 and 11.5 
percent on savings and time deposits, respectively; (7) the aministrative 
costs will increase at an average annual rate of 10 percent and the amount of 
deposits at an average annual rate of 20 percent; (8) the agency will use 
resources other than deposits to finance short-term and medium-term loans;
of which nine-tenths will be in short-term credit; (9) the recovery rate of 
loans made with deposits will be 95 percent for the first three years and 98 
percent thereafter; for the rest of the portfolio, the recovery rate will be 90 
percent for the first three years and 95 percent thereafter; (10) beginning
with the fourth year, 5 percent of the previous year's delinquent portfolio
will be wTitten off; (11) there is a commission of I percent charged on new 
loans, (12) beginning the third year the medium-term loans will be 
transferred to the category of short-term, and (13) the annual interest rate 
for the long-term loans will be 16 percent. 

The statement of the projected sources and uses of funds developed for
BFA's San Juan Opico agency show, as reported in Table XIII-12, some 
interesting results. The presence of the medium-term portfolio and the 
recovery rate of loans are critical variables. When 10 percent of the initial 
portfolio is placed in shor-term credit and the rate of recovery is fixed at 90 
or 95 percent, the amount of cash available becomes negative in the second 
and in the third years. Once the rate of loan recovery is raised from 90 to 95 
percent in the agricultural portfolio, and to 98 percent in the rest of the
portfolio, liquidity improved substantially. The other important action taken 
to improve liquidity was to place the total portfolio in short-term loans. 

The cash flow does not reflect the effect of compensating balances on
raising the effective interest rate on loans that is received by BFA. The bank
could easily indirectly add one to three points in the final interest charged to 
borrowers by means of this policy. There is yet another advantage of 
opening deposit windows. The rapid turnover of deposits, withdrawals and
good loan recovery provide the institutions with possiblities of increasing
interest and non-interest earnings. 
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Summary and Conclusions 

Since 1960, El Salvador has had an impressive record of savings
mobilization, as measured by savings and time deposits in its financialinstitutions, despite all of the political and economic uncertainty that has
occurred in this period. In each year the real value of total savings and time
deposits has increased. Particularly noteworthy is the strong growth in the
real value of these deposits that began in 1983 when civil strife began to
decline and firm plans were established to elect a government. 

This reflects confidence in the economy and the future of the country. 

This record is strongly suggestive of a good degree of financial
intermediation in the nation. This concept is supported by the roughcalculation that about one-sixth of the population holds savings accounts and
that there is a total of 133 Bank offices in the country ( 9 1 mixed banks, 16
Mortgage Bank and 26 BFA). In addition, there are other non-banking
financial institutions such as the savings and loan associations. 

Policy Constraints 

All of this has occurred in spite of a monetary policy that has createdfew incentives for savers. The main policy instrument that directly deals
with savings is the minimum deposit interest rate. These rates, however,
has been kept at low levels because they are tied to the loan rates. Loan 
rates have been kept at low and concessionary levels have considerably
been less than the opportunity cost of capital. Deposit rates are pegged to
the loan rate to maintain a sufficient spread between ratesthe two for
financial institutions. Indeed, with the relatively high rates of inflation in 
recent years the real deposit rates have been negative. In its policies, the

Monetary Board has concentrated 
on the loan rate and, even so has made 
very infrequent adjestments in the interest rate strucutre, preferring to use
other means to try to control the flows of credit. As a consequence, there
has been little attention directed to using the interest rate as an active policy
variable to induce saving. 

Within the deposit rate structure lower interest rates are setsavin.g=s accounts that are subject 
for 

to withdrawal and higher rates are
established for time deposits that range from 60 to 360 days. In the last
five years there has been a shift to time deposits away from savings
deposits. This reflects both the saver's desires to earn higher returns and 
their increased confidence in political stability. 
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A longitudinal study of the determinants of savings and time despositsin the nation's financial institutions provides good insight into El Salvador's success in mobilizing resources in spite of a passive interest rate policy.study showed that the level of GDP and 
This 

the degree of financial deepening
were the main factors explaining the levels of total savings and time depositsin El Salvadorean financial institutions. The interest rate was shown to be asignificant and positive determinant of savings over the 1956-1984 period.Deposits, however, were shown to be quite inelastic with respect to changesin the interest rate. This probably reflects the fact that the Monetary Boardseldom changes the interest rate structure. Therefore, when changes in theinterest rate occur, there is not a corresponding change in savings deposits.The interest rate was not found be significant as an exmlanatory variable forsavings deposits over the 1969-1984 period. Inflation, however, wassignificant for the latter period. When inflation was higher there were fewerdeposits, showing that savers were responding to the reduced incentivesassociated with lower real interest rates and, therefore, tending placeto more of their savings in other forms of investment, including these abroad. 

All classes of savers would be expected to behave in this manner, butthose holding time deposits, who are mostly the medium- and large-sizedbusiness firms and middle- and upper-income families caused the largestchanges in the amounts saved. The reasons are that, in comparison to mostol those persons with savings accounts, they control a larger volume ofdeposits and they have better access to alternative domestic and foreign
investments and other financial instruments. 

The study did not detect any significant change in savings trends as aresult of the instability that began in 1980. 

Commercial Bank Experience 

The mixed banks and the Mortgage banks held 99.5 percent of thesavings and time desposits among those institutions operating in rural areas.A very large portion of their deposits however, came from customers locatedin urban areas. It would be expected, however, that a substantial portion ofthe deposits was originated from incomes earned in agricultural endeavors,given the importance (about one-fourth of GDP) of agriculture in theeconomy and that many of the medium- and large-sized farmers reside in 
urban areas. 
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The commercial banks have aggresively pursued deposits. Without 
the benefit of interest rate incentives they have developed promotional
campaigns and non-interest price incentives, such as raffles and life 
insurance for depositors, as means of att. acting deposits. Financial analysis
shows that these banks have leveraged their capita e:xtensively in obtaining 
these deposits and that they use deioosits as a major source of obtaining 
loanable funds. Nevertheless, these banks have used Central Bank 
rediscounts as important sources of funds to finance agriculblial lending. A 
probable exlanation is that they prefer to use their deposits to finance loans 
in other sectors than are shorter-term, have a faster turnover and have 
better collateral, rather that the tie up the funds derived from deposits in 
agricultural loans that are longer-term and offer lesser collateral (usually the 
expected harvest). 

Small-farmer Saving 

In spite of El Salvador's success in mobilizing savings in financial 
institutions, it is very doubtful that there are much savings and deposit 
mobilization among most small farmers. As noted above, it is likely that 
many of the medium- and large-sized farmers do save in financial 
institutions because of the size of their incomes and their close linkages with 
the capital city and other major urban centers in the country. Government 
policy towards the sector in general, and small farmers in particular, has 
been to supply targeted credit. Therefore, the financial system has relied on 
government subsidies, Central Bank rediscounts and extensive foreign
assistance, the latter especially since the 1980 reforms. Under these 
circumstances, there has been little incentive for rural-based institutions to 
mibilize savings. Both the institutions and the government policy makers 
have given scant attention to the savings mobilization dimesion of rural 
financial markets. 

It might be argued that small farmers do not save. There is increasing 
evidence from many countries that this is not true; small farmers do save,
but unless they have accessible financial institutions they do not save in 
financial institutions. Rather they keep money in cash or liquid assets such 
as crops in storage or livestock. Farmers, like all classes of persons, have 
needs to save from current income in anticipation of foreseen and 
unexpected future business and family eipenditures. The evidence showing 
the large numbers of low-income persons with savings accounts in urban El 
Salvador is convincing that poor people want to save in financial institutions. 
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A principal factor determining small-farmer saving Is income.
Although prospects for increased rural incomes in El Salvador are limited
due to the dependency on soft world markets for traditional exports,
unfavorable domestic pricing policies for agricultural products and rising
costs of production, farmers vll still ,wantto save a portion of their income. 
With continued economic recovery there should be increase in demandan 
for basic foods which should enhance farmer incomes. If the government's
pricing policies were to change to become more favorable for producers,
further increases in income could be expected. In addition, some small
farmers can be expected to gain larger incomes as they move into the
increasing opportunities for producing non-traditional exports such as fruits,
vegetables and shrimp. As these occur, more savings mobilization can be 
exDected. 

The reformed sector cooperatives also represent an opportunity for 
savings and deposit mobilization. As a business, the cooperatives will have 
needs for liauidity and a place to keep funds safely in anticipation of future 
investment. Means should be divesed to encourage the cooperatives to do 
this and make financial intermediation services available to them. 

The Agricultural Development Bank 

The country's principal institution for lending to agriculture, and
particularly the small farmers, the Agricultural Development Bank, has not 
been inclined to mobilize deposits from this type of clientele, although it has 
had the legal authorization to do so since its founding in 1973. An inherent 
development bank philosophy and the ready availability of cheap resources 
from government subsidies, foreign assistance and Central Bank rediscounts 
have been the principal factors that have worked against deposit 
mobilization in this institution. 

A comparison of BFA with the commercial banks shows that BFA has
hardly not begun to develop its capacity for savings and deposit
mobilization. The Bank has undertaken deposit mobilization on a limited 
basis in three of its twenty-six branch offices, two of which are in urban San 
Salvador. Closer analysis shows that a substantial portion of these deposits 
came from government organizations. This was another way for the 
government to make funds available to the Bank. amountsAfter large of 
foreign assistance became available in the 1980's, the government's deposits
declined. It appears that part of the foreign aid substituted for the 
government deposits as a source of loanable funds for the BFA. 
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BFA is encountering pressures that have caused it to take a greater
interest in deposit mobilization. Its serious delinquency problem and the 
associated refinancing have sterilized much of its portfolio. Furthermore, 
prospects for continued high levels of foreign assistance to the Ban!- are not 
promising. These conditions, have forced the BFA to look to other means to 
obtain financial resources. 

BFA Program Intervention 

BFA, among all Salvadorean financial instituions operating in rural 
areas, appears to offer the best possibilities for mobilizing savings among
small farmers on a reasonably large scale because of its extensive network of 
twenty-six agency offices located throughout the nation. Credit unions offer 
another possibility. 

Feasibility studies for deposit mobilization in BFA agencies were 
conducted. Although these are rough estimates that depend on many
assumptions, they indicate that deposits as a source of loanable funds can be 
a profitable operation for the Bank. 

Given the interest of the Bank in mobilizing more deposits, the time is 
propitious to move ahead on this front. To begin, deposit mobilization should 
be done as a pilot study, utilizing the three offices that currently receive 
deposits as well as three or four others. Regular evaluation of the pilot study
will provide good lessons not only on how the program is functioning but 
also about how to extend it to other agencies. 

Apart from generating resources and creating a means for financial 
intermediation, one of the most beneficial aspects of the savings mobilization 
in BFA will be a side effect: deposit mobilization will force a change within 
the bank that will enable it to become more viable as a financial institution 
and less dependent on subsidies and foreign assistance. The need to account 
for the financial and risk costs of mobilizing resources will force BFA to have 
a new appreciation of cost consciousness and the virtues of reducing
delinquency. The end results of these side effects for the Bank should be 
reductions in administrative costs, more efficient credit delivery systems 
and lower delinquency. 

With BFA saving mobilization, farmers will also benefit by having the 
opportunity to place atheir savings and surplus cash in safe place where 
they can earn some return. It will create a new possibility for earning
income. The record with the large numbers of low-income urban residents 
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that hold savings accounts in the commercial ban!-s provides strong evidencethat probably this would occur if institutions with savings wndows were 
made available and accessible in rural areas. 

The evidence from the commeicial banks also suggests that this willoccur without major ch~a:nes in the detoslt interest rate structure. However,
if the government were to establish an interest rate structure that wouldoffer larger incentives to. savers the whole proce.s would be enhanced.
does not appear lil:ely, however, that the 

It 
government wll do this. ForexaMpe, the January 1936 economic measures retained a structure withOeDoSIL and loan interest rates that are very low given the domestic rate ofinflation and the apparent opportunity cost of capital. The result is that inthe current year deposit rates may well continue to offer negative real rates

of return. Nevertheless, as was shown above, substantal increases in&avingsand time deposits have occurred in El Salvador despite the lack offavorable intezrest incenti,.:es and even when real interest rates are negative.
Increases in savings were more tied to the levels of income and the degree
of financial intermediation. 

Therefore, there is reason for optimism that aggresive depositmobilization by BFA should be succesful. It is recommended that this bedone on a limited, pilot study basis to ex-periment and learn. The eventualextension of BFA deposit mobilization to all BFA agencies should go a longway toward enhancing financial intermediation and deepening in rural areas. 

The BFA pilot program should use an active promotional campaign tomake potential depositors aware of the new income-earning possibilities,
while at the same time providingg a safe keeping of their funds. Other formsof non-interest incomes, such raffles,as should serve as additional
inducements. At first, existing clients are likely to be the largest number ofsavers, but promotion should not be limited to just this group and otherfarmers. Efforts should be made to appeal to all classes of business and
 
families in the ru-al areas.
 

Consideration should be given to forced savings or forced depositprograms. For example, borrowers could be expected to place a fixedproportion, say 10 or 20 percent, of their loan deposit. Interest could bepaid on this deposit during the loan and when the loan is repaid a higher or more attractive rate could be :paid to induce the borrower to keep the funds 
on deposit. 

BFA should concentrate on good and efficient service to keep thesavers' costs associated with transactions and withdrawals to a minimum. It 
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will also need to develop means of maintaining reserves and liquidity to 
meet legal and bus:ness reouirements. This All be a new endeavor for the 
Bank and wi.require t.a.inin and education of peisornel and management. 

Te.zhncal assistance *ill be required. Moreover, Bank personnel could 
benefit t,-; vistinne and succe .ful savings mobiliation projects in other 
cCJunt.-es, such as w-th the Agricultural Development -ank of the Dominican 
Republic. 

FEDECACES Prc~ram intervention 

FEDECACES and credit unions offer another viable means for savings 
mobilization. At present they mobilize forced savings. Opportunities for 
volunt-ary savings mobilization should be explored. Experiences in many 
other couno:ies clearly slhow that credit unions can be viable sources of 
voluntary savings mobilization, ex.tend credit and, therefore, play a 
meaninful financial intermedation role in rural areas. 

Seve'al credit unicons should be identified to work with FEDECACES for 
a pilot. study. With ap.i c,:"late and periodic technical asE-istance, good 
results can be e-x:ected. In the pilot study, FEDECACES should be developed 
as the unit with the capacity to expand the program to other credit unions 
through training and management development. 
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XIV- SUMMARY, CONCLUSIONS AND
 
EQI.-M1NDAT ION S
 

Introdiucfion
 

This report is a study of El Salvadorean rural financial markets. It 
specifically focuses on the supply and demand of agricultural credit andrural saving rntilz io.-he r 

uls.ns obiization, e report has t.ree broad objectives: (I) to 
e:xamine and analyze rural savings mobilization and agricultural credit in El 
calvador, (2) to identify the needs and possibilities for mobilizing more rural 
savings and extending more agricultural credit, and (3) to make 
recommendations to USAID and the government of El Salvador for policy and 
project interventions in rural savings mobilization and agricultural credit. 
Particular emhasis is placed on the needs for the reformed sector and other 
small farmers, as well as the broad range of policies that impact, positively 
or negatively, on savings mobilization and credit use. 

The previous chapters ex.amined the credit and savings operations of 
formal-market financial institutions and the credit activities of informal
market lenders. There were also descriptions and analyses of monetary and 
credit policies, other government policies that imDact on rural financial 
markets and the role of foreign assistance. Detailed summary and 
conclusions sections were presented at the end of each chapter; the reader is 
referred to the several chapters for detailed information and analyses. The 
present chapter synthesizes and consolidates this material in order to focus 
on the most important and urgent elements and to put the whole study into 
a broader perspective and to prepare recommendations for policy and 
program interventions for rural savings mobilization and agricultural credit. 

The Setting 

The agricultural sector is extremely important in El Salvador. Almost 
60 percent of the population lives in rural areas. The agricultural sector 
accounts for about one-fourth of GDP, two-fifths of total employment and 
two-thirds of exports, mostly coffee, cotton and sugar cane. In 1979 there 
was a social revolution in the country which led to three major reforms in 
1980 that had important implications for agricultural finance: agrarian 
reform, nationalization of the commercial banlks and nationalization of the 
coffee and sugar ex.Dort industries. Agrarian Reform created two new 
classes of borrowers: the Phase I cooperatives, who tool' over the lands of 
the former large landowners (over 500 hectares) and the Phase III 
beneficiaries, small farmers who were formerly renters of land. In order to 
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try to ensure the success of the agrarian reform the government assigned 
each of the new cooperatives to one of the formal-market credit institutions. 
Some cooperatives were problem.atical for the institutions because of their 
credit wr.......... there were poblems of their or tizeuon... :ret
 
and u:jde!stanndin the cooperative rlosoly. In conuast, Phase III 
beneficialies manifestd typical lending problems that are charact;ristic of 
small-farmer c-dit. One result was an increase in delinquency. 

Trre problems ,ith the restructuring of the land tenurevssocia~ed 
were compDounded by the civil strife and Dolitical instanility that led to open 
conflict and war that encompassed the nation between 1980 and 1983. 
These problems continue today, but have been mitigated considerably since 

.198 when a civilian government was elected. After 1979 the deteriorating 
economic situation (the annual growth rates of GDP were negative from 1980 
to l93) diwrupted domestic markets for agricultural products. To make 
matters worse, the world m-,nr.kef for El Salvador's principal agricultural 
exports remained soft or worsened. 

All of these factors contributed to serious loan delinquency problems 
in financial institutions, and in particular in their agricultural credit 
portfolios. To core with the rapidly deteriorating portfolios of financial 
institutions the government instituted a policy of long-term refinancing of 
much of the bad debt. This amounted to a paper transfer of the bad-debt to 
refinanced debt, which was extended for several years or more at highly 
favorable interest rates. This policy was beneficial to both financial 
institutions and borrowers in the short run. For the former it helped to clear 
up their portfolio, for the latter it -ept them eligible for future credits. In 
the long-run, however, the problem will not go away. It is very likely that 
much of the refinanced debt will never be recovered. Furthermore, if it is 
repaid, the financial institutions will receive much less real value than was 
lent due to the impact of the relatively high inflation El Salvador has been 
exoeri encing in recent years. In effect, the refinancing represents an income 
transfer to the dc-inauent borrowers from the financial institutions because 
the refinancing sterilizes so much of the portfolio there is, and will continue 
to be, a need to provide new injections of capitl and loanable funds into the 
financial system. 

To summarize, the changes in land tenure, civil strife and unfavorable 
economic conditions have caused considerable changes and problems in El 
Salvador's agricultural credit picture. Whereas production was formerly 
concentrated in the hands of a few extremely large farmers and numerous 
medium-sized larmers the former group has been replaced by the Phase I 
cooperatives. In addition, much more attention has been directed to serving 
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small farmers, including Phase III beneficiaries, of which both groups e:,2iibit 
the typical cflaracteristics that are problematic for small-farmer credit. The 
medium-sized farmers have not been subjected to agrarian reform, although 
they have been threatened, which has negatively irnacted on their 
investments and maint-nance of £,roerUes, including cofjfee plantations. 
There are legal provisions for a Phase II e.,opriaton of their lands. It is 
doubtful, however, that this phase will be implemented. 

. tU _ti, nal St-:ructutre 

There are six formal-marl:et financial institutions that extend credit to 
agriculture. Two single institutions are the most important, the government 
Agricultural Development Bank (BFA) and the Mortgage Bank. In 1984, each 
of these banks handled about one-fifth of the annual credit flows to the 
ector. BFA has twenty-six offices, mostly in the interior of the country and 

the ldortgage BanI: has fifteen offices, eleven of which are in the interior. 

The nine mi,:ed commercial banks account for the most of the rest, 
about one-half, of the credit. These banks have ninety-one offices in the 
republic, of which forty-seven are outside the capital city. Among these 
banks, about three-fourths of the agricultural credit is concentrated in five 
...... ............ ... ranc they are Banco Cuscat'an, Banco Agricola 
Comerdal, Lanco de Comercio, Banco Capitalizador and Banco Salvadoreo. 
No single mixed bank extends as much credit to the sector as BFA or the 
Mortgage Banl:. 

The government-owned National Coffee Institute, INCAFE, which has 
monopoly rights on foreign coffee marketing, also extends credit for all 
matters related to the coffee industry. In 1984, it accounted for about 5 
percent of credit flow, but most of this was for coffee processing. In the past 
few years INCAFE has progressively disengaged from financing much coffee 
production. 

The National Federation of Credit Funds (FEDECCREDITO) is a 
federation of forty-two cajas. In 1964 the Federation's credit accounted for 
only 3.5 percent of the annual flows. 

The National Federation of Credit Unions (FEDECACES) lent funds to its
affiliates, which accounted only 0.5 percent of the total credit flows in 984. 

There are forty-four affiliated member credit unions, of which fifteen are 
located in rural areas. Data on all of the credit from the affiliates is not 
available. It is certain, however, that they lent more to the sector than the 
resources they obtained from FEDECACES. 
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It is clear that at the national level, agricultural credit is highly 
concentrated in BFA, the Mortga2e Bani and five mix-ed banks. The other 
formal-market institutions play a much smaller, but important role. There is 
also an active informal market, which w.rill be discussed below. 

Credit 

Growth 

In 19,4, whether measured by annual flows or year-end portfolio, the 
agricultural sector received less credit in real terms, after taking account of 
inflation, that it received in 1980. This figure, however, understates the 
decline b-cause it includes refinanced loans, which by 1984 accounted for 
about 2e percent of the portfolio. Over the 1980-1984 period the real 
refinanced loans in thie portfolio grew at an average annual rate of 13.7 
percent. If the refnanced .ortion of the ]endina were subtracted, it is clear 
that the amount of cedit for new production in 1984 was considerably less 
than in 100. 

Over the 1960- 964 period the mixed banks were the only class of 
institution to show a positive real rate of growth n lending to the sector. 
Their annual credit flows increased at an average annual rate of 14.9 
percent In contrast, the average annual percent declines for the other 
institutions were: DFA -6 1 percent; Mortgage Bank -3.6 percent, FEDECACES 

-7.8 percent. It is clear that the mixed banks are not only a major lender to 
the sector but also that they are becoming increasingly more important. 
Furthermore, it is important that the real credit flows from the two largest 
lenders, BFA and the Mortgage Bank, have declined substantially. The 
contrasts between these two institutions and the mixed banks reflect the 
differences in the problems and success experienced by these classos of 

Activitjes Financed 

The large majority of agricuktural credit is for short-term production 
purposes; very little is extended for investment. Lending is heavily 
concerntrated in the cauital-in:,,nsive t:aditional e:-ort crops of coffee, cotton 
and sugar cane. Betw.?Cn 19 80 and I1%' the r al amouitz of credit for these 
crops as well as basic grains declined. Land reform, civil strife, soft world 
markets for ex,:ports and unfavorable domestic pricing policies were 
contributing factors. These activities that showed positive real growth in 
financing were the non-traditional crops such as fruits, vegetables, livestock, 
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poultry, and fisheries. There was little variation in the relative importance 
of activities financed across the banking institutions. The conclusion is that 
the demand for credit remains the strongest in the traditional exDort crops
but that some new activities for domestic consumption and non-traditional 
e-ports are rising. The new activities were mostiy financed by the r.ixed 
banks and the borrowers were seldom in the reformed sector. Reformed 
sector clients typically financed tradjitonal crops. 

Clientele 

Between 1980 and I984 the reformed sector has recived 18.2 percent 
of the credit flowing to the agricultural sector. The large bulk of rest went to 
medium- and large-sized farmers. Over the period, however, the reformed 
sector progressively received less than a proportional amount of credit flows 
and, indeed, was receiving considerably less credit in real terms than in 
1980. In part, thiis reflects the government's big push to finance the 
cooperatives after land reform in 1980. 

Most of the reformed sector credit goes to the Phase I cooperatives. 
All instit-,tions except FEDECACES were assigned cooperatives after the 
agrarian reform. With time there has been some realignment. The numbers 
served by the mixed banks and BFA have increased whereas those attended 
by the Mortgage Bank have declined. FEDECCREDITO and INCAFE both 
started out with sizeable numbers but by 1984 they had only two and one, 
respectively. BFA has picked up some of the most problematical 
cooperatives, including those that were transferred from other lenders. This 
has compounded the Dank's already serious delinquency problem. In 1984, 
the institutional distribution of the 244 cooperatives was: BFA 49 percent, 
mixed banks 39 percent, Mortgage Bank II percent, FEDECCREDITO and 
INCAFE, I percent or less. 

There were nearly 19,000 Phase III beneficiaries that received credit 
in 1984. This corresponds to 29.7 percent of these who received land. Four
fifths of the beneficiaries receiveing credit were BFA clients. As a means to 
attend to these large numbers the Bank organizes them into solidarity 
groups to receive group loans. Other beneficiaries were attended by the 
mixed banks. The Mortgage Bank does not lend to this type of client. 

Although most institutions are partcipatino in lending to the reformed 
sector, it is clear that the BFA has been assigned a disproportionate load. Not 
only does it have the largest number of refoi med sector clients, it also has 
many of the most problematical ones. 
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Deinauencv and Rellnancing_ 

Delinquency has been an important problem for all financial 
institutions. In 1984, the financial insttutions reported the following 
delinquency rates for all their loans. The rates are: BFA 24.1 percent, 
FEDECACES 26.1 e cent, arid FEDWCC.EDITO 35.0 percent. Six of the nine 
mixed banks repoed an average of 10.6 percent. Clearly the mixed banks 
have a better record than the other institutions. 

It is very imp'ortant to reaiZhe that tnie stabs of delinquency is rnasked 
over by refinancing. As noted above, refinancing has increased sharply since 
1980. Virtually all of the increase in this type of credit was to provide long
term refinancing of delinquent loans. Refinancing of reformed sector loans, 
especially those to the Phase I cooperatives, has been large. This reflects the 
difficultes experienced by this class of borrowers. 

Sources of Funds 

There are three basic sources of funds that are available to El 
Salvadorean institutions to finance agricultural credit: their own resources, 
consisting of capital and deposits; Central Bank of Reserve (BCR) rediscounts; 
and domestic or foreign assistance. The importance of these sources depends 
on the institution. 

The -own- resources are important for institutions that mobilize 
deposits. BCR rediscounts are available to all instJitions that are officially 
classified as financial intermediaries, which include all that are covered in 
this report. Foreign and domestic assistance are avialable to selected 
institutions. 

Fo'reign Assistance 

C-nciderable foreign assistance, $178 million in commitments, has 
been directed to agricultural credit since 1980. This amount is the 
eauival---.nt of 6 1 percent of assistance directed to the agricultural sector and 
I pi cent of all development aid. It has come from two-sources; USAID 
($75.6 million) and DB ($102.4 million). All of this assistance was 
channelled throu,2h BFA for 1.:,:.,,% to P.mAlse I and III Neneficiaries in 
the reformed sector, and, to a lesser extent, otser small faimers. There are 
two other USAID projects that complement the credit project--the Agrarian 
Reform Organization project and its successor the Agrarian Reform Support 
project by providing technical support and training to the Phase I 

http:eauival---.nt
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cooperatives. In addition to the above figures, USAID is also financing the 
Small Producer Development project in FEDECACES, to develop small 
businesses, including non-traditional agriculture. PL480 funds have been 
used to finance Central Bank rediscount lines for investment and refinaricing 
of reformed sector cooperatives. 

Central Banl: of Reserve Rediscounts 

The government has uUlized CR rediscount to selectively direct 
credit, up to predelermined limits, to a wide range of targeted activities in 
agriculture. In 1984/1965 agricultural cycle there were six-teen lines for 
agriculture. In 984, e 1478.1 million total new and refinanced credits were 
extended by the Central Bani: to agriculture, which was the equivalent of 
82.6 percent of the flows of credit going to the sE.ctfor in that year. This 
clearly shows the importance of the BCR in financing agriculture. 

An intermediate credit institution may apply to rediscount any 
eligible loan paper. In this manner, the intermediate institution can exDand 
its loan portfolio using bCR funds. There is usually a 2 percentage point 
interest rate spread for the intermediate institution. The institution assurnes 
100 percent of the risi: for the loan in case the borrower defaults. 

Institutions 

BFA relys almost entirely on the funds it has obtained from foreign 
assistance. These are clearly its most inexpensive source of funds because 
most of these funds have been made part of BFA's capital and, therefore, 
carry no finance costs. The reason is that the government is the borrower 
from the foreign donor and passed the foreign aid on, interest free, to the 
Bank as part of the institution's capital stock. This is another example of 
government subsidy. Moreover, the foreign funds undoubtedly substituted 
for what wourn have been other forms of government subsidies to the Bank. 
Prior to this assistance, 5 FA relied considerably more on Central Bank 
rediscounts and deposits from government organizations. 

The mixed banks and the Mortgage Bank use their capital and deposits 
to finance about three-fourths of their total credit. The rest is financed with 
BCR rediscounts. These banks, however, tend to use the rediscounts for 
much of their agricultural lending, preferring to use their own resources for 
other types of loans that are shorter-term, have faster tiunover and have 
more solid collateral. 
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INCAFE finances its credit with Central Bank rediscounts along wisth its 
own funds. FEDECCREDITO does likewise. FEDECACES obtains its financing 
from many different sources. The Federation's holdings of required 
contributions from its affiliates are the equivalent of about one-fourth of its 
loan portfolio. Most of the rest of its loans are financed with funds obtained 
from USAID, COLAC, IDB, BCIE, and CUNA. Of these, the USAID funds are the 
most important. FEDECACES seldom uses Central Bank rediscounts, the other 
sources of funds are available at considerably less financial costs. 

Credit DeliverySystems 

There are many elements that are common to the credit delivery 
systems in the several El Salvadorean credit institutions. First., agricultural 
credit operations are highly centralized in the capital, where most decisions 
are made. For example, the agricultural loan officers of the mixed banks and 
Mortgage Bank mostly operate out the main office in San Salvador. Because 
of the small size of the countr-y, it is easy for them to travel to other sites to 
visit their clientele. Moreover, many of their farmer customers reside in San 
Salvador and, therefore, it is easy for them to carry on their business with 
the banks in the capital. Likewise FEDECACES, FEDEECCREDITO, and INCAFE 
conduct their credit out of their headquarters in the capital city. BFA is 
more decentralized; the officers in their twenty-five agencies and zonal 
committees have approval authority on loans up to 450,000. Larger loans 
must be approved by the central office. 

In these loans, the review procedures may lead to lengthy delays in 
loan approval and credit disbursement. 

Second, because the Monetary Board establishes maximum but low 
and concessionary loan interest rates there is an excess demand for credit 
Therefore, the financial institutions, cannot use the interest rate as a credit 
rationing device and are forced to seek other means to ration funds, such as 
costly loan apnlication procedures, high collateral requirements and 
compensating balances, all of which raise the cost of borrowing and thus 
discourage borrowers of small amounts. In the case of the loan application, 
the procedures, paperwork and documentation required by all banks, tend to 
be cumbersome, time-consuming and require considerable documentation. 
The credit unions have a much more simple process. One reason is that they 
are small and know their members well. Another reason is that they charge 
effective interest rates that exceed the official manmum. 



253 

Third, a very large majority of agricultural financing Is for short-term 
production purposes. The collateral for this class of loan is typically a 
personal pledge or the pledge of the expected harvest. In these cases, 
collateral is not a very effective rationing device since it is not 
discriminatory, at least on the surface. Collateral for medium- and long-term 
loans is typically fixed assets. In these cases it is more discriminatory, those 
persons without sufficient collateral, typically the small farmer, cannot 
obtain this type of credit 

Fourth, there are built-in control procedures. because of the 
concessionary loan rates and the targeted purposes cf credit, there is concern 
that credit might be diverted to other ends. To try to prevent this from 
occurring the credit institutions employ control devices. This is 
accomplished by careful specification of the purpose of the loan through
feasibility studies in the credit application process. In addition, prior to each 
succesive disbursement credit agents visit the farm to ensure that the funds 
are being used as programmed and that the activity warrants more credit. 

Fifth, because of the imrortance of Central bank rediscounts in 
agricultural creit, the credit delivery procedures imposed by the Central 
Bank are common tf,many loans. 

Sixth, special procedures have been established for the reformed
sector Phase I cooperatives. Specifically, these include detailed farm plans
that are prepared for the cooperative and additional collateral in the form of 
an ISTA loan guarantee. 

Each of the financial institutions has special features for its credit 
delivery. For non-reformed sector borrowers, the mixed banks and the 
Mortagage Bank require compensating balances in checking accounts of 
about 5 to 10 percent of the face value of the loan. They also charge a 
commission. Both serve to raise the effective rate of interest Reformed 
sector borrowers are not required to keep compesating balances, but are 
charged commissions. 

BFA has made several innovations to cut credit delivery costs. Clients 
are classified by risk, based on past repayment performance. Those with 
good records have less papework and faster loan approval than others. The 
Bank has tried to reduce costs for lending to small farmers, including Phase 
III beneficiaries, by means of group loans to solidarity groups. Under this 
arrangement, loans, are made to the group, whicch onlends to its members. 
These innovations reduce transactions costs for both lenders and borrowers 
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and are examples of the types of innovations that should be considered by 
other institutions for dealing with small farmers. 

The credit union credit delivery system is the most simple. There is 
little paperwork. Loan cosigner as well as member's deposits at the credit 
union are used as guarantees. The system works very well in this type of 
organization. 

In general, the credit delivery systems for agricultural loans are 
cumbersome, time consuming and costly. Many of the procedures, 
documents and controls that are employed are used to ration credit, given 
the excess demand that results from the concessionary loan interest rate. 
Were the interest rate to be raised to the market level, much of the 
motivation within the institutions to use these costly procedures as credit 
rationing devices would disappear and the credit delivery system likely 
would be simplified. The direct result would be lower transactions costs for 
both lenders and borrowers. 

Even it is not possible to raise interest rates directly, they could be 
raised indirectly through compensatory balances (such as forced savings) 
and commissions. Under these circumstances the institutions would have 
incentives to impose other obstacles to borrowing because the effective 
interest rate would be higher. Then, the intitution could simplify 
procedures, documentation and collateral and reduce borrower and lender 
transactions costs as well as delays in loan approval. For example, the 
streamlining innovations such as open lines of credit for proven reliable 
clients could be employed. 

Informal Market lending 

Studies of informal market lending were conducted in four 
communities: Notwithstanding the presence of formal-market financial 
institutions in the four communities studied, there appears to be an active 
informal rural credit market. Three types of lenders were identified: 
moneylenders, middlemen and input suppliers. Of the three, the first two 
were most important as purveyors of agricultural credit. Input suppliers 
played a less important role, typically only selling goods on account for 
periods up to one inonth. 

The loans extended by informal market lenders tend to be small, 
compared to those made by formal-market institutions. Agricultural loans 
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are directed mostly to non-traditional crops, especially cereals and 
vegetables. Middlemen lend almost exclusively to agriculture.
Moneylenders have a large portion of their credit in this sector but also lend 
to individuals and persons engaged in other economic activities. Informal 
market loans are typically for less than one year. The term of loans for 
agricultural production are pegged to the crop cycle. 

The credit delivery system is extremely simple and effider.t, with 
virtually no paperwork or collateral required. Lenders obtain ifo rr.ation 
on borrowers on the basis of prior experience and personal knowiedge,
something that is relatively easy to obtain because they have lived and 
worked in the same region for many years. Very low rates of loan 
delinquency were reported. 

Moneylender credit is typically extended in cash, whereas middlemen 
often lend in the form of in-ind inputs. Middlemen are involved in a 
marketing function, which may be more important activity for them than 
credit. When they extend credit they enter into a agreement with the 
borrower to purchase his crop at harvest time or to share the harvest with 
him. Therefore, the middlemen may be in an advantageous position with 
respect to the price paid to the farmer for the product. This was not studied 
eyplicitly, but it is debateable since the middlemen aprovides the farmer 
marketing service. In addition, there appears to be sufficient competition
 
among buyers for products, which should reduce the monopsony power of
 
the middleman.
 

The 1984 nominal interest rates on moneylender and middlemen 
loans was found to be quite uniform-- 2 percent per month or 24 percent 
per year -- across the communities studied. In real terms the rate was I I 
percent Competition among moneylenders would suggest that this rate is 
determined by market forces under reasonably competitive conditions. 
Therefore, this interest rate may be a good proxy for the opportunity cost of 
capital in rural areas. Note, ti, slhould be compared to the 13 or 14 percent
nominal rate that is typical of most bank loans to agriculture. 

Both moneylenders middlemen their asand used own resources 
important sources of loanable funds. Some, however, borrowed from banks,
especially the Agricultural Development Bank, where they could obtain the 
most favorable interest rate. For these that supplied in-kind inputs, -most
purchased them at the Bank's input supply stores. The fact that these 
lenders are obtaining loans and inputs from the Agricultural Development
Bank at favorable prices and onlending them to small farmers appears to be 
a very efficient system for getting agricultural credit to this class of clientele. 
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These lenders are able to borrow large sums and then redistribute them to a 
number of farmers as small loans. Therefore, the informal-market lenders 
are providing important financial services in the communities. They are not 
competing with formal-market institutions. Rather they are D.ritg small 
amounts of credit to small farmers and small bu.inessnan; the type of loans 
that banks typically do not want to get involved w+ith, b of the high 
administ-atve costs relative to the income that can be earned. 

Dorrowers, too, piefer this type of credit for small loans. ComDared to 
working wit an:s, the ease of obtaining a loan, the raDidity of 
disbursement and the low transactions costs more than comDensate for the 
higher interest rates. it )ther words, the average borrowing costs of 
working with an informal-market lender are lower when both interest and 
transactions costs are included than they would be when borrowing from 
bank. 

Compared to the amounts lent by the formal-market institutions, the 
credit extended by the informal market is relatively small. It is suspected, 
however, that the volume of informal market credit obtained in the Dresent 
study is underestLrmated because it only deals with identifiable lenders, 
persons who are prominent in their communities for this activity. 
Exerience in many other countries shows that there is a considerable 
amount of additional informal-market lending taking place; by persons for 
whom raoneylending is a secondary occupation as well as by friends and 
relatives. 

It is inappropriate to make the heroic step of generalizing the results 
of these four case studies to the whole of El Salvador. Nevertheless, given 
that the four communities studied are widely separeted geographically, had 
different agricultural structures, and that the characteristics of informal 
markets in the four sites were quite uniform, it is not unreasonable to think 
that the mariner in which the informal-markets are structured and operate 
in the four communities are probably quite similar to the country as a whole. 

Monetary and Credit Policies 

The Monetary Doard is responsible for making monetary and credit 
policies. The Central Bank of Reserve carries them out. 

There are three basic instruments of monetary policy: legal reserve 
requirements, maximum interest rate structure, and BCR rediscounts. 
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Foreign exchange rate policy is a very important and related policy that is 
also controlled by the Monetary Board. The analysis shows that the Board 
does not make frequent changes in monetary policy instruments to try to 
effect changes in macroeconomic and credit conditions. Rather, changes are 
made only infrequently, when the economic conditions get to the point that a 
change is necessary. At other times, the Board tries to rule by using all 
manner of conLrols and regulations. 

Interest Rate SLructure 

The mawmum interest rate structure is the foundation for credit 
policy. In this structure loan rates are established in accordance with a 
classification based on the purpose of financing. Preferential or 
concessionary rates are set for production loans, with further concessions for 
priority activities within this class. Higher rates are set for commercial and 
personal loans. The Monetary Board has kept the nominal rates deliberately 
low to encourage borro,.-ing, stimulate economic activity and keep dowm 
inflationary pressures. It is also politically proDitious to do so; increased 
rates not only raise the cost of doing business but also reduce income 
transfers assodated with concessionary-priced credit. Therefore, a rise in 
rates is politically unm.,, ular. Since !978, the real rates, after adjustment for 
inflation, have been slightly positive or even negative. The low level of the 
structure plus the effects of inflation have most certainly contributed to an 
excess demand for credit, with the result that both the monetary authorities 
and the lenders have needed to resort to credit rationing mechanisms other 
than the interest rate. 

Rediscounts 

In the case of agricultural credit, the principal control mechanisni is 
the BCR rediscounts. In accordance with a national agricultural creedit p-;ii, 
prepared by the Central Bank and approved by the Monetary Board, 
rediscount lines are established with financial limits to direct credit towards 
priority or targeted activities. Most of these lines are financed directly by 
the Central Bank and, therefore, are under their control. For the 1984 1985 
agricultural year there were sixteen lines. The interest rat..,: to the final 
user varied going up to the ma'imum rate established by the Monetary 
Board. The sptead for the inte:mediate institution is ty:-.ally 2 percent. 
Inte ..diate i~nstitutons may arply for rediscourits. Funds are distributed 
until exhausted. In this manner, the Central BanI: ex.,ects to be able to 
control the flows of agricultural credit in the sector. As noted previously, it 
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is effective doing this because of the heavy reliance of the major lenders on 
the use of rediscounts for new credits and refinanced credits. 

The rediscount policy undoubtedly has an impact on how credit is 
distributed in the nation, not only is it very sizeable but it also seeks to 
distribute lending by economic activity and by type of institution. This is 
especially the case for agriculture since much of the rediscounting is directed 
to this sector and it accounts for a sizeable portion of all sector credit. It is 
almost certain, however, that the system is open to wide-scale fungibility, 
and, therefore, the net impact of the funds on the economy is different than 
planned. Most of the rediscount lines have low concessionary interest rates, 
some of which have negative real values. Rational borrowers will attempt to 
secure the lowest interest rates possible. Therefore, they will try to justify 
their credit for the credit line that is associated with the lowest interest rate, 
even though they do not use the funds for that purpose, or if they do 
undertake the financed activity, other of their financial resources are freed 
up that allow the borrower to undertake an additional activity that would 
not otherwise have been done had the cheap credit not been available. 
Therefore, there is an agricultural credit illusion, i.e., the net effect of the 
lending for the sector and for targeted purposes may be considerable less 
than would appear by the amount of funds lent. Following this analysis it 
should not be surprising that the net effect of the highly-directed credit 
through the rediscount mechanism is quite different envisioned in the credit 
plan. It should not be surprising that some of the rediscounted credit for 
agricultural purposes may well have Its impact on financing other 
investments and consumption. 

Refinancing 

Rediscounts are used for refinancing. There are two purposes of 
refinancing. 

The first is to refinance past-due or delinquent loans held by financial 
institutions. In this context, rt.1in.,i~ng may occur when, for a justifiable 
cause, a borrower cannot repay the loan at the scheduled time nor within the 
customary grace period. Rathei than place both the borrower and the 
financial institution in jeopardy with a bad debt the loan is refinanced, 
usually at a lower rate of interest. This type of refinancing is considered 
long term; since loan payment must come out of future income the term of 
the refinanced loan is usually several years. 

The need for this type of refinancing is justifiable, particularly for 
lending to agriculture, where there are external variables such as product 
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prices, weather conditions, diseases and insect infestations that are beyond 
the control of the borrower. In recent years terrorism has been another 
factor. When one or more of these conditions are present, losses can be 
expected and the farmer may not be able to repay his credit. Therefore, 
refinancing of the loan is a means to postpone the debt repayment and, in 
the meantime, not destroy his ability to obtain cr&dit for the next production 
cycle. 

The second purpose of refinancing is to change the debt from a 
production loan to a prendario a loan secured by an agricultural product, 
while the processing, storage and marketing take place. This system is 
utilized in El Salvador for the traditional export crops. For eymmple, a farmer 
will obtain a short-term loan to produce coffee or cotton. After harvest, his 
product is delivered to the National Coffee Institute (INCAFE) or to the 
Cooperative of Cotton Producers (COPAL) fc.- warehousing until it is sold on 
the international market. In the meantime, the producer must continue 
financing his production because he will not receive income to pay off the 
loan until INCAFE or COPAL sell the product. Rather than continue to carry 
the loan as short-term production loan, the practice in El Salvador is that the 
first (production) credit will be cancelled and refinanced as a prendario loan 
to cover the processing, warehousing and marketing of the product. When it 
occurs, no new loan money edsts. The refinanced loan will be guaranteed by 
the coffee or cotton in storage. The original borrower continues to hold the 
debt When the coffee or cotton are sold and the producer receives his 
income the refinanced debt is cancelled. Note, this type of refinanced credit 
is usually for a period of less than one year and hence is short term. 

Both of these types of refinancing consist of paper transfers from the 
original debt to the refinanced debt. No new loan money is created. Note, 
however, that both loans are considered as separate credit transactions and, 
as such, will appear in the records of financial institutions in this form. In 
practice, this is a double counting of the amount of credit extended. 

The Monetary Board and the BCR have provided special rediscount 
lines for both types of refinancing. Although both types of refinancing have 
been emplyed for many years, long-term refinancing of the bad debts has 
taken on particular importance since 1979. The combination of land reform, 
problems with Phase I cooperatives, civil strife and terrorism, as well as 
several years of unfavorable markets for traditional exports have led to high 
levels of delinquency. In light of these unsettling external problems the 
government has assumed the position of being very liberal in extending 
refinancing for delinquent debt at favorable and preferential interest rates. 
Although there are good economic arguments for doing this, much of the 
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decision: has been based on political reason and social consciousness. 
Refinancing reduces political instability for more credit. If this had not been 
done, the land reform program would have been seriously jeopardized. 
Nevertheless, it needs to be recognized that long-term refinancing 
representes an income transfer from the lender to the borrower. Due to 
inflation, when the loan is repaid it will have a real value that is 
considerably less than when the original credit was extended. If it is not 
repaid it is an outright transfer. Also, because lower interest rates are 
changed, the borrower also recieves a subsidy on this account. 

Since 1979, the amounts refinanced have soared such that refinanced 
debt in refinanacing debt has become the most important component of the 
BCR rediscount portfolio and as well as in the loan portfolios of most of the 
intermediate credit institutions. As such it represents a major income 
transfer to the agricultural sector, especially to reformed sector cooperatives, 
which have received a disproportionate share of total refinancing. As noted 
earlier, it is doubtful that much of these loans will be repaid. This will create 
serious problems for financial institutions in the future. At present, the 
delinquency/refinancing problem has sterilized much of the portfolio, 
reducing loanable funds and creating a dependency on infusions of new 
capital. 

Foreign Exchage Rate Policy 

Although not strictly part of monetary policy, exchange rate policy has 
important implications for the financial system. Moreover, it is determined 
by the Monetary Board and carried out by the Central bank. 

For decades El Salvador had followed a fixed foreign exchange rate 
policy at $2.50 per dollar. When there were pressures for a devaluation of 
the colon, rather than devalue foreign exchange controls were employed. In 
the early 1960"s such pressures occurred. When the exchange control 
measures were insufficient and a strong black market developed, the 
government adopted two-tier exchange rate: the official rate and a parallel 
market rate. This amounted to an implicit devaluation as the government 
gradually reduced the numbers of traded goods and services eligible for the 
official rate and passed them to the parallel rate. By 1985, those that 
remained at the official rate were imports of basic foods, energy, medicines, 
raw materials and government debt service and exports of coffee and other 
selected products. In the January 1986 package the official exchange rate 
was raised to 45.00 and the parallel rate was eliminated. 
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The exchange rate is the cornerstone of policy for maintaining external
stability but also it has important consequences for internal price stability as
it influences the flows of imports and exports of goods, services and capital.
Devaluations generally result in inflationary pressures because the prices of
imports rise and put upward pressures on wages and prices. Anticipated
devaluations result in capital flight. 

Both of the above effects have occurred in El Salvador. Moreover, the 
two-tier, exchange rate policy has been damaging to agriculture. The
government's policy of keeping food prices low and, therefore, importing
basic foods at the lower official rate, served as a disincentive for domestic 
production. Likewise, the policy of selling traditional exports, such as coffee, 
at the lower rate is a disincentive for coffee production. 

Demand for Credit 

Excess Demand 

As noted previously, over the 1980-1984 period the us of
agricultural credit in El Salvador to finance new production declined in real 
terms. The decline is associated with all of the factors that contributed tothe general decline in sector GDP over the period. The governments' policy
of directing considerable credit to the reformed sector cooperatives was an 
important factor in mitigating the decline in credit use and in raising 
demand. 

The decline in credit use was associated with both a decrease in
demand and supply. On the supply side the monetary authorities were
reducing credit in an effort to reeduce inflationary forces and forestall
devaluation. Strong non-interest rate rationing mechanisms by both 
monetary authorities and the financial institutions are strong evidence of an 
excess demand. Of course, the excess demand would have been expected
given the low and concessionary interest rate structure. 

excess 
agricultural credit officers of the mixed banks, the Mortgage Bank and BFA.
They estimated that they could have lent another $94.96 million dollars in 
1985 had they riot faced restricted funds. This was the equivalent of 33 
percent of the annual flows for 

The degree of demand was estimated by polling the chief 

new (not refinanced) agricultural credit in 
1984. If the interest rate were raised, even to the levels charged in the 



I 

262
 

informal market, it was estimated that an excess demand would continue to 
e :ist. 

The unsatisfied credit needs in the reformed sector were estimated to
be $36.98 mnlion. Of this total, about three-fourths were needed for 
medium- and long-term investment credit in livestock, irrigation, coffee 
plantations and agroindustry. All but SI million for Phasewas 
cooDeratives. These figures show that bank officials receive importantan 

need for investment credit in the cooperatives.
 

The rest of the estimated credit needs were distributed as follows: 
i .3 million for othe-r --mail farrn2r5, of which about three-fourths was for

medium- and long-term investments, and $36.66 million for medium- and 
large-sized farmers of which about two-thirds was for short-term production
needs. This again points to the need for investment credit needs for small 
farmers. 

FuLre Demand 

The future demand for agricultural credit will depend on many factors 
as they influence the profitability of farming. Unfortunately, the outlook for 
significant growth in El Savador's traditional exports is limited. El Salvador 
is a price taken and cannot insert much influence on world markets. The 
prognosis for future markets in cotton and sugar is problematical.
Fortunately, El Salvador has preferred treatment in entry to the U.S. sugar
market, but this is not likely to expand. Were this to be discountinued, sugar
production would be seriously harmed. Although the coffee market is 
currently experiencing sharp price increase due to the Brazilian drought, the 
boom should disappear within two or three years and a return to slowlya 
growing market can be expected. Furthermore, government policy does not 
serve as an incentive to coffee production. The government taxes coffee 
producers both trough the exchange rate and through taking much of the 
gain from windfall profits arising from favorable prices. 

Perhaps the best for growth, but on a limited scale, are non-traditional 
exports such as shrimp, fruits and vegetables for the developed country
markets, principally the United States. Production technological 
requirements are high and marketing sophistication is needed to compete in 
the marl:ets. If El Salvador is succcessful e:,panding its production for these 
markets, there w.ill be a need for credit For these products there is a 
possibility of making loans to private-sector processing or exporting firms 
which are onlent to small farmers to finance their production. Consideration 
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should be given to using this in the reformed sector, perhaDs with 
cooperatives. 

The domestic demand for acricultural g.oods will exDand witheconomicecocovery and populauon growth. To ei.couraae outDut more
attention needs to be directed to government policies that.provide incentives 
rather than dis:ncentives to producers. 

In spite of these dilficulties agriculturalthe credit officials wereoptimistic about the future needs for credit. For the five-year period, 1986to 1990, they projected an average annual real rate of growth of 10.7percent. At his rate, by 1990 El Salvador will have a total real demand for
agricultural credit of $639.1 million. At the same time, factors limiting thegrowth of demand were identified. The most important were high cost of
inputs, low export prices, social conflict and terrorism, high interest rates,low prices for non -exDort products and lack of marketing infrastructucture. 
Phase I cooperatives were considered to also face the problems of
cooperative management and organization. Phase III beneficiaries needed 
more ac-sistance in technical agriculture. 

Program intervention 

There appears to be a substantial unsatisfied demand for agriculturalcredit in El Salvador. Restrictive monetary policy and heavy refinancing
have severely limited the funds for lending to the sector. 

Foreign assistance should be directed to the reformed sector and other

small farmers since they are the groups that are 
most often neglected or

rationed out of credit by formal-market institutions.
 

There were strong needs for investment credits in the reformed sectorand among small farmers. I addition, there were needs for productioncredit. If new funds were to be made available to the sector it would appear
that they should be made available for both types of needs permitto 
fle:ibility in use, both in the near future and in the long run. 

Rater than a:ssigning program funds directly to a specific institution,it would be best to make them available to all institutions, again to allow
fle:,2b~lity in use and to create conditions of competition for the funds.
Therefore, the already well-established mode of Central Dank rediscounts 
seems to be the most satisfactory arrangement. Of course, proper incentives 
must be put in place such that the Central Bank, the intermediate credit 
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institutions and the linal users of the credit all want to participate. To 

establish such a pro : am would require limited full-time tecnical assistance 
and periodic short-term consultants or evaluators. There is a need for 
du-ation and training programs. 

SL-ong ccr.,sideration should be given to mal-ing re-iscounts to 
intermediate credit institutions for purposes of lending to private-sector 
exporting or processing firms so that they can onlend to small farmers in the 
above-described manner. AIso the possibilities of using rediscounts for loans 
made by credit institutions to maney lenders and middlemen, vho were 
shown to be so effective in making credit available to numerous small 
farmers. 

Saving M.obillization 

Rural finance in El Salvador has been almost exclusively directed 
towards agricultural credit. Policies of the government and foreign 
assistance donors have been to develop credit programs and Central Bank 
rediscount lines for the sector. Therefore, the emphasis has been on 
directing financial resources to -rds the sector rather than on trying to 
mobilize financial resources within the sector that can be used for future 
financing through the financial intermediation process. To be sure, financial 
intermediation does occur, especially among the commercial banks, and 
deposits are mobilized from rural residents or urbanites who derive income 
for agricultural endeavors. Nevertheless, there has been no major policy or 
prograrnatic thrust in this direction in rural areas. Under these conditions, 
rural financial markets are not fully developed; they lack deposit 
mobilization and financial intermediation. Under these conditions the 
agricultural sector has become dependent on outside infusions of capital by 
foreign assistance, Central Bank rediscounts or direct government subsidy. 

The lack of policies for financial intermediation- -both deposit 
mobiliation and redit--have denied many rural citizens, particularly the 
small farmers, accesiblE. opportunities for holding financial savings and 
earning income on these savings while maintaining liquidity. These farmers 
are thus disposed to look" to other forms of savings--lile holding cash, crop 
inventories, or purchasing livestock--as alternatives with the result that the 
financial sy,stem's ability to s.enve in an intermediary role is limited. 
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The Record 

Since 1980, El Salvador has had an impressive record of savings 
thc- acs.ory, timemnobilizaton in whole as measured by savings and 

depsitJ "n it firmar¢ial ".stituuns, esite all of the political and economic 
uncerbainty that has occurred in this Derlod. In each year the real value of 
total saving and time deDosit has increas-ed. Particularly noteworthy is the 
stong grcwt.h in the real value of hese dePosits that began in 1983 when 
civil st:ife began to decline and firm plmas were establhshed to elect a 
government, this is undoubtedly a response to improved stability and 
increased confidence in the economy. This reflects confidence in the 
economy and the future of the cc,unLry. 

This record is strongly suggestive of a good degree of financial 
interme.iation in the nation. This concept is supported by the rough 
calculation that about one-six-th of the population holds savings accounts and 
that there is a total of 133 Bank offices in the country (91 mixed banks, 16 
Mort-age Bank and 26 BFA). In addition, there are other non-banking 
financia- institutions such as the savings and loan associations. 

Policy Constraints 

All of this has occurred in spite of a monetary policy that has created 
few incentives for savers. The main policy instrument that directly deals 
vith savin-s is the interest rate structure which includes minimum deposit 
interest rate. The Monetary Board, however, has concentrated on the loan 
rate. As a result the deposit rates, which are tied to the loan rate in order to 
maintain an interest rate spread, have been keDt at low levels. Because the 
loan rates are low and concessionary, with the relatively high rates of 
inflation in recent years the real deposit rates have been negative. The 
Monetary board malkes infrequent adjus.tments in the interest iate structure. 
As a consequence, there has been little attention directed to using the 
interest rate as an active policy variable to induce saving. 

Shift to Ti.:r DKersits 

Within the deposit rate stucture lower interest rates are set for 
savings accounts th n are established for time deposits that range from 60 to 
360 days. In the last five years there has been a major shift to time deposits 
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away from savings deposits. This reflects both the savers' desires to earn 
higher returns and their increased confidence in political stability. 

rt~rmnlo.nt$ of Sayinrs arda Ti e , s 

AIo:-itudina! study of the detkrminants of savings and tirre deposits 
in the nation's financial institUtions provides good insight into El Salvador's 
success in rriobili7ing resources in spite of a passive interest rate policy. This 
study showed that the level of GDP and the degree of financial deepening 
were the r'aln factors ex-lalimng the levels of total savings and time deposits 
in El Salvadorean financial institutions. The interest rate was shown to be a 
significant determinant of savings over the 1956-!984 period. Deposits, 
however, were shown to be cuite inelastic with respect to changes in the 
interest rate. This probably reflects the fact that the Monetary Board seldom 
cbanes the interest rate structure. Therefore, when changes in the interest 
rate occur, th-re is not a corresDonding change in savings &-posits. The 
interest rate wras not found to be significant as an explanatory variable for 
savings deposits over the 1969-1964 period. Inflation, however, was 
significant for the latter period. When inflation was higher there were fewer 
deDcts, s .,n.. that savers were res onding to the reduced incentives 
associated with lower real interest rates and, therefore, tending to place 
more of their savings in other forms of financial instruments and 
investment., including these abroad. 

All classes of savers would be expected to behave in this manmer, but 
those holding time deposits, who are mostly the medium- and large-sized 
business firms and middle- and upper-income families should cause the 
largest changes in the amounts saved. The reasons are that, in comparison to 
most of those persons with savings accounts, they control a larger volume of 
deposits and they have better access to alternative domestic and foreign 
investments and other financial instruments. 

Commercial Eanl' E:ierjence 

The mixed bank and the Mortgage Banks held 99.5 percent of the 
savings and time deposits among those institutions operating in rural areas 
(this does not include savings and loan associations). A very large portion of 
their deposits hovever, came from cusfr,ners located in urban areas. It 
would be ected, how.ever, that a subst:_,nial portion of the deposits came 
from peisons who deiived their income from agricultcural endeavors, given 
the importance (about one-fourth of GDP) of agriculture in the economy and 
that many of the medium- and large-sized farmers reside in urban areas. 

http:rt~rmnlo.nt
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The commercial banlks have aggresively pursued deposits. .;ithout 
the benefit of interest rate incentives they have developed promotional 
campaJ-gns and non-interest price incentives, such as raffles and life 
insurance for dC sitors, as means of at.tlacting deDosits. Financial ana-ysis 

-shows that these bajs e ;e their capital enively in obtaining 
these dpsits arid thlat they use de:csits as a maior source of obtaining 
loarable funds. Nevtheles, these banks have used Central Bank 
rediscounts as important sources of funds to finance agricultural lending. A 
probable ex,]nation is that they prefer to use their deposits to finance loans 
in other sectors that are shorter-term, have a faster turnover and have 
better ccllat7eral, rather than tie the funds derived from deposits in 
agricultural loans that are longer-term and offer lesser collateral (usually the 
ex.pected harvest). 

Small-farmer Saving 

in spite of El Salvador's good success in mobilizing savings in financial 
instfitutions it is very doubtful that there is much savings and deposit 
mobilizaion among most small farmers. As noted above, it is likely that 
many of the medium- and large-sized farmers do save in financial
instituions beause of the size of their incomes and their close linkages with 

the capital city and other major urban centers in the country. Government 
policy towards the sector in general, and small farmers in particular, has 
been to supply targeted credit Therefore, the financial system has relied on 
government subsidies, BCR rediscounts and extensive foreign assistance, the 
latter especially since the 1980 reforms. Under these circumstances, there 
has been little incentive for rural-based institutions to mobilize savings. 
Both the institutions and the government policy makers have given scant 
attention to the savings mobilization dimension of rural financial markets. 

It might be argued that small farmers do noL save. There is increasing 
evidence from many countries that this is not true; small farmers do save, 
but unless they have accessible financial institutions they do not save in 
financial institutions. Rather they keep money in cash or liquid assets such 
as crops in storage or livestock. Farmers, like all classes of persons, have 
needs to save from current income in anticipation of foreseen and 
unexpected future business and family expenditures. The evidence showing 
the large numbers of low-income persons with savings accounts in urban El 
Salvador is convincing that poor people want to save in financial institutions. 

A principal factor determining small-farmer saving is income. 
Although prospects for increased rural incomes in El Salvador are limited 
due to the dependency on soft world markets for traditional exports, 
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unfavorable domestic pricing policies for agricultural products ind rising 
costs of production, farmers will still want to save a portion of their income. 
Witb continued economic recovery there should be an increzse in demand 
for basic foods which should enchance farmer incomes. IF the government's 
pricing policies wvre to change to become more favorable for producers, 
increases in income could be e:tected. Some small farmers can be e:ect&d 
to gain larger incomes as they move into the increasing opportunities 
producing for non-t:aditional exports such as fruits, vegetables and shrimp. 
As these occur, more savingS mobilization can be e.-x7ecLed. 

The reformed sector cooperatives also represent an opportunity for 
savings and deDsit mobilization. As a business, the cooperatives will have 
needs for liquidity and a place to keep funds safely in anticipation of future 
investment. Means should be devised to encourage the cooperatives to do 
this and malke financial inrtrmediation services available to them. 

I-he A _ricu)tura! Deve .imm.-nt Bank 

The country's princiDal institution for lending to agriculture, and 
particularly the small farmers, the Agricultural Development Bank, has not 
been inclined to mobilize deposits from this type of clientele, although it has 
had the legal authorization to do so since its founding in 1973. An inherent 
development bank philosophy and the ready availability of cheap resources 
from government subsidies, foreign assistance and Central Bank rediscounts 
have been the principal factor that have worked against deposit mobilization 
in this institution. 

A comparison of BFA with the commercial banks show that BFA has 
hardly begun to develop its capacity for savings and deposit mobilization. 
The Bank has undertaken deposit mobilization on a limited basis in three of 
its twenty-six branch offices, two of which are in urban San Salvador. Closer 
analysis shows that a substantial portion of these deposits came from 
government organizations. This -as another way to'' for the government 
ma':e funds available to the Bank. After large amounts of foreign assistance 
became available in the 1960's, the government's deposits declined. It 
appears that part of the foreign aid substituted for the government deposits 
as a source of loanable funds for the BFA. 

BFA is encountering pressures that have c.?.used it to take a greater 
interest in deposit mobilization. Its serious delinaueflcy problem and the 
associated refinancing have sterilized much of its portfolio. Furthermore, 
prospects for continued high levels of foreign assistance to the banks are not 
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promising. 7rhese conditions, have forced the DFa to loo: to other means to 
obtain financial resources. 

FA P:os.,'rn !rit. r',ret~on 

BFA, amcns a!' of the El Salvadorean financial institutions operating in 
rural areas, a~pears to offer the best possibilities for mobilizing savings 
among small farmers on a reasonably large scale because of jts e-4ensve 
networl: o twena-Ix agency oulces located tUhoughout the nation. Credit 
unions offer another possibility. 

Feasibility studies for deposit mobilization in BFA agencies were 
conducted. Although these are rough estimates that depend on many 
assumptions, they indicate that deposits as a source of loanable funds can be 
a profitable operation for the Bank. 

Given the interest of the Dan}k in mobilizing more deposits, the time is 
propitious to move ahead on this front. To begin, deposit mobilization should 
be done as a pilot, study, utiliing the three offices that currently receive 
deposits as well as three or four others. Regular evaluation of the pilot study 
will provide good lessons not only on how the program is functioning but 
also about how to eitLend it to other agencies. 

Apart from generating resources and creating a means for financial 
intermediation, one of the most beneficial aspects of the savings mobilization 
in BFA will be a side effect: deposit mobilization will force a change within 
the Bank that will enable it to become more viable as a financial institution 
and less dependent on subsidies and foreign assistance. The need to account 
for the financial and risk costs of mobilizing resources will force BFA to have 
a new appreciation of cost consciousness and the virtues of reducing 
delinquency. The end results of these side effects for the Bank should be 
reductions in administrative costs, more efficient credit delivery systems 
and lower delinquency. 

With BFA saving mobilization, farmers will also benefit by having the 
opportunity to place their savings and surplus cash in a safe place where 
they can earn some return. It will create a new possibility for earning 
income. The record with the large numbers of low-income urban residents 
that hold savings accounts in the commercial banls provides strong evidence 
that probably this would occur if institutions with savings windows were 
made available and accessible in rural areas. 
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The evidence from the commercial banks also suggests that th"-s will 
occur Mithout major changes in the deposit interest rate structure. However, 
if the government were to establish an interest rate structure that would 
offer larger in:enuves to savers t-he whiole process would be enhanced. It 
doe. not .iIev,o ver, that the government will do this. For 
i%--1m:e, , ani1ary 8 econCmic ri: as Ues retl ed a sL-uctUe with 
de.xsit and loan interest rat;s tat are very low given the domestc rate of 
inflation and th;e apparent opor.niry cost of caDtal. The result is that in 

- ,the Cur:,E-n! ar ....it rates MaE," well (cornue C oaf-r ..E.,atlve real rates 
of return. L.everheies as 'Vas hon atove, substantal increases in 
savings and time denos have occured in El Salvador desDite the lack of 
favorable interest incenuves and even when real interest rates are negative. 
Increases in savings were more tied to the levels of income and the degree 
of financial intermediation. 

Thr-el-Jfore, there is reason for optimism that aggresive deposit 
mobilization by ,FA .encies go long towardshould a way enhancing 
financial intermediation and deepening in rural areas. 

The BFA L,_Oot Drogram should use an active promotional carmDaign to 
make potential depositors aware of the new income-earning possibilities, 
.hil at tie same time Droviding a safe keeping of their funds. Other forms 

of non-interest incomes, such as raffles, should se.ve as additional 
inducements. At first, existing clients are likely to be the largest number of 
savers, but promotion should not be limited to just this group and other 
farmers. Efforts should be made to appeal to all classes of businesses and 
families in the rural areas. 

Consideration should be given to forced savings or forced deposit 
programs. For exa2mple, borrowers could be expected to place a fixed 
proportion, say 10 or 20 percent, of their loan deposit. Interest could be 
paid on this deposit during the loan and when the loan is repaid a higher or 
more atuactive rate could be paid to induce the borrower to keep the funds 
on de.osit. 

BFA should concentrate on good and efficient service to keep the 
savers' costs associated with Iransactions and withdrawals to a minimum. It 
will also need to develop rieans of ,naintainng reserves and liquidity to 
meet ,.-cal and busines reaiirenent. This will be a new endeavor for the 
Lank"and will require trairjinv and educ'ation of personnel and management 
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Technical assistance will be required. Moreover, Bank personnel could 
benefit by visiting new and successful projects in other countries, such as 
with the Agricultural Development Bank of the Dominican Republic. 

FEDECACES Program Intervention 

FEDECACES and credit unions offer another viable means for savings 
mobilization. At present they mobilize forced savings by means of required 
deposits. Opportunities for voluntary savings mobilization should be 
explored. Experiences in many other countries clearly show that credit 
unions can be viable sources of voluntary savings mobilization, extend credit 
and, therefore, play a meaninful financial intermediation role in rural areas. 

Several credit unions should be identified to work with FEDECACES in 
a pilot study. With periodic technical assistance good results can be 
expected. FEDECACES should be developed as the unit with the capacity to 
expand the program to other credit unions through training and 
management development. In this regard, they have the infrastructure in 
place in their education and training division. 

Recommendations 

Policies 

1. Rural financial markets in El Salvador are credit-oriented. The basic 
underlying policy instrument is a rigid and concessionary interest rate 
structure that is changed only infrequently. Because of inflation, loan and 
deposit rates are very low and often negative in real terms. On the loan side 
this contributes to an excess demand for credit. Under these conditions, the 
Monetary Board has resorted to extensive and severe non-price credit 
rationing mechanisms to allocate credit and direct it to targeted activities. 
The principal means is the 3CR rediscount lines with maximum limits. 

The policy of maintaining low and concessionary loan rates contributes 
to excess demand for credit, misallocation of financial and real resources, 
capital-intensive technology in a labor-surplus economy, political use of 
credit as borrowers seek access to the income transfers associated with the 
concessionary interest rates, worsening income distribution and lesser 
financial viability of financial institutions. 
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Because deposit rates are tied to loan rates, savings mobilization is 

discouraged, financial intermediatJon is reduced, capital flight is encouraged, 

and the financial system becomes dependent on outside infusions of funds 

from domestic or foreign sources. 

If the interest rate were raised to market levels that are 

commensurate with the opportunity cost of capital, many of these trends 

would be reversed. Credit would be more appropriately allocated, more 

savings would be mobilized and financial intermediation would be enhanced. 

It is, therefore, recommended that the interest rate structure be made more 

flexible and that the levels be increased to where they are commensurate 

with the opportunity cost of capital. 
2. El Salvador has become increasingly dependent on foreign assistance for 

agricultural credit. Although this has been necessary and appropriate for 

the past five years, it is recommended that the nation attempt to decrease 

this dependency in the longer run through domestic savings mobilization. If 

this is done, not only will the nation become more self-sufficient financially, 
but also it will force individual credit institutions, especially the 

development banks, to become more financially viable institutions and less 

reliant on costly government subsidies and foreign assistance. 

3. There is a host of government policies that impact on the demand for 

agricultural credit. Especially important are policies that influence the 
inputsprofitability of farming, such as policies for product prices, costs of 

product prices for domestic foodstuff, technical efficiency and risk. It is 
with the objective ofrecommended that these policies be reviewed 

increasing the profitability of farming. 

Current product pricing policies discourage production. Government 

policy to provide price supports for domestic foodstuffs have not funcitoned 
at loweras planned, hence the farmer is often forced to sell his product 

prices that are brought about downward pressures on prices due to 
as well as inexpensivegovernment subsidies of food sold to consumers 

imports. This discourages production of basics food stuff. It is 

recommended that these policies be changed to provide more incentives for 

production. 

Price support for sugar has helped encourage th production of sugar 

cane despite soft world markets. Coffee growers were penalized because of 

the tax imposed on them by the exchange rate. Prices of inputs such as 

agricultural chemicals and labor are rising, which is another argument for 

raising product prices. A more rational pricing system needs to be 
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established. In the present policy framework, many policies discourage 
production. 

The government has established a network of programs to provide 
technical assistance to the farmers, especially those in the reformed sector. 
Most are new and have experienced problems. It is recommended that the 
successful programs need to be consolidated and expanded. Of particular 
importance is the need for improved management and cooperative training 
for the Phase I cooperatives. 

Pro am Intervention 

1. Based upon a current, and growing excess demand for credit in the 
reformed sector there is an immediate need for additional financial 
resources for this class of farmer. The long-run goal should be to make the 
financial system more self financing through deposit mobilization. In the 
meantime there is need for an infusion of funds. To do this it is 
recommended that a rediscount line for providing agricultural credit to the 
reformed sector, and perhaps other small farmers, be established at the BCR. 
The adavantages for this mechanism are: 

a. Rediscounts for this line would be available to all intermediate 
credit institutions ( ICls). All expressed a need for more funds. This flexible 
mechanism would create competition for funds among ICIs and allow funds 
to flow to the reformed sector through all ICIs. This should improve 
efficiency in use of credit and enhance repayment. It also will decrease the 
reformed sector's dependence on BFA and reduce DFA's direct control over 
funds, a factor that has caused it to develop inefficiencies in its operations 
and to discourage it from mobilizing deposits. 

b. This mechanism takes advantage of the BCR's extensive experience 
with and institutional capacity for administering rediscount lines. 

c. This mechanism takes advantage of the ICl's experience in working 
with rediscounts, i.e., it does not create a new mechanism that would require 
the ICI's to learn, understand and implement. 

2. Rediscounts should be available for both short-term production credit and 
medium-term investment credit needs since both types of credit were 
identified. In as much as possible, these funds should be non-targeted in 
order to give the mechanism flexibility and to be consistent with the needs 
of the sector, i.e, let the funds go to where they will have the highest rates of 
return. 
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a. The rediscount should also be used to support bridging credits 
where ICIs lend to private-sector processmng and exporting firms who on 
lend to small farmers as production credit a means for the firm to get a 
guarantee of supply of raw materials. Experience in the Dominican Republic 
shows this to be a succesful means to get credit to large numbers of small 
farmers. 

3. The terms of the rediscount should contain adequate incentives to make 
Me mecnanism atractive for the BCR, ICIs and the ultimate borrower as well 
as to not create distortions in financial markets. These terms should include: 

a. A flexible rate of interest to the ultimate borrower that is 
maintained at the equivalent of the market rate ( the standard rate for 
regular bank loans to agriculture as established by the Monetary Board). 

b. Agenerous spread of about 4 percent between the rediscount rate 
charged the ICI by BCR and the interest rate charged the ultimate borrower 
by the ICI. 

To cover the higher per loan costs of working with the small credits to Phase 
III beneficiaries, an additional point or two of spread might be utilized. 

c. The spread between the interest cost to BCR and rediscount rate to 
the ICI should be sufficient to cover both the BCR's administrative costs of 
running the program and to capitalize the rediscount fund and protect its 
real value, as much as possible, against inflation. 

d. More efficient credit delivery systems should be devised to lower 
both borrower and lender transactions costs. 

e. Require ICIs to put up a minimum of 10 percent of the size of the 
rediscount loan as their counterpart funds. 

f. In case of default by the ultimate borrower, make the ICI 
responsible for the debt to BCR. 

4. Loan rediscounted from the fund should meet credit worthiness criteria 
based on expected profitability of the credit and the personal characteristics 
of the borrower. 

5. Credit worthiness of reformed -sector cooperatives, Phase ! I I beneficiaries 
and other small farmers should be enchanced by linking rediscounts to 
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existing and new tecnical assistance and training programs for the reformed 
sector. Examples include USAID 0265 and Technoserve, Inc. 

6. To encourage more small-farmer savings mobilization a pilot program 
should be established in the several BFA agencies and credit unions, the 
latter with the assistance of FEDECACES. This would be undertaken as an 
exIeriment in mobilizing savings in the rural sector by using the ey:sting 
savings windows at the BFA and in credit unions. Particular attention should 
be directed to t:ing to mobilize savings in the reformed sector. Based upon 
the success of the pilot program, consideration would be given to expand or 
discontinue the savings mobilization efforts. 

7. There should be and educational dimension of the project designed to 
institutionalize the program, increase credit worthiness of reformed-sector 
borrowers and improve financial market policy. This dimension would:. 

a. Undertake applied research to evaluate the success of the program 
and make recommendations for improvement. 

b. Educate and train BCR, ICIs and the reformed sector personnel
about the availability, and benefits and management aspects of the 
rediscount fund. This could be accomplished by formal training programs, 
technical assistance and on-the-job training. 

c. Provide information and advice to credit officials, bankers, and 
policy makers on agricultural credit, savings mobilization and financial 
markets. This could be accomplished through structured programs, 
seminars, meetings and informal visits. 

d. Provide for long-term formal education of key persons in BCR and 

ICIs to M.S. or M.B.A. levels. 

8. The project should include a long-and short-term technical assistance. 

a. One or two long-term advisors will be needed to work with BCR and 
ICIs. 

b. Periodic short-term consultants will be needed to: (1) assist in 
establishing and implementing the program, (2) trouble-shoot problems that 
arise, (3)undertake research and studies that are necessary or useful to t-he 
successful implementation and evaluation of the program, and (4) to provide 
educational services. 
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9. Appropiate USAID credit officials and representatives of the various ICIS 

should be sent for short-term visits to the Dominican Republic or other Latin 

American nations where successful savings and lending programs have been 

imDlementfed in order to gain first-hand e.perience that can be used in 
applying the program in El Salvador. There is no need to reinvent the wheel. 

10. The BCR rediscount fund project should have a projected life of about 

five years. The objective would be to have the BCR fund continue on its own 

upon the completion of this period. The pilot savings mobilzation program 

will require about two years. 

Although it would not be included as part of the project, it should be 

recognized that any efforts to improve the exchange rate, marketing and 

pricing policies; and other factors that will improve the profitability of 

agriculture would enhance the success of this project. 


