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EXECUTIVE SUMIMARY

This report is a study of El Salvadorean rural financial markets. It
specifically focuses on the supply and demand of agricultural credit and
rural savinge mobilization. The report has three broad objectives: (1) to
examine and analyze rural savings mobilization and agricultural credit in El
Salvador, (2) t identify the needs for and possibilities for mobilizing more
rural savings and extending more agriciiltural 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.
Farticular 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

Inctitutional 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 th¢ Federation of Rural Credit
Funds (FEDECCREDITO). ' In addition, there ic 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. Tre mixed banks provide about half.
INCAFE is disengaging from lending for coffee production, directing its credit
to processing.

Agricultural lending is highly centralized in the capital city. Virtually
all loans from the mixed 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 twénty-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 lees credit in real terms, after taking account of
inflation, than it received in 1980. THis figure, however, understates the
decline becauss 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 purposés.
Lending is heavily concentrated in the capital-intensive traditional export
crops of coffee, cotton and suggar cane, however, between 1980 and 1964
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
tevels of credit for non-traditional products such as fruits, vegetables,
livestock, poultry and {isheries increased, reflecting some new diversification
in the sector. These new activities were undertaken by non-reformed sector
borrowers. Reformed sector clients used credit for traditional crops and in a
lesser extend for diversification.

Clientele

Over the 1980-1084 period, tue reformed sector received 16.2 percent
of the credit; with the large bulk of the rest going to medium- and large-
sized farmers. Most reformead-sector credit goes to Phase I cooperatives. In
1984, 244 cooperatives were served. All have been assigned to specific
institutions. BFA had almost half and the mixed and Mortgage Bank the
other half. FEDECCREDITO and INCAFE had less than one percent. Over the
1060-1984 period BFA's portion has risen, as some problematical
ccoperatives were transferred to it from other institutions: a factor which
contributed to BFA's difficulties.

About 19,000 Phase III beneficiaries received credit in 1964; the
equivalent of 30 percent of those with titles. Of thece, four-fifths were
served by BFA and most of the others by the mixed banks. In order to reach
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more farmers, BFA has formed solidarity groups to make group loans to the
penericiaries and other small farmers.

Delinquency and Refinancing

The delinquency is a major and cerious 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
uniavorable market conditions. As a consequence, between 1950-1984
refinanced loans in the year-end portfolio grew at an average annual rate of
13.7 percent. Although, this was a short-run solution to help financial
institutions and make borrowers elezible for future credit, {i1 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 rmost important.
Since 1950 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 agricuitural
sector. USAID has also provided financing for FEDECACES as well as projects
to support the organization development of the Phase 1 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 ¢lasses 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 raticning mechanisms in face of an
excess demand for credil. 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 10 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 thece lenders obtain their funds from bank loans,
especially BFA. The annual interest rate in 1985 was 24 percent. The cradit
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
o 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 Monstary Board has kept the interest rate structure at low levels,
using cheap creadit as a stimutus 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 low rates also contribute to an excess demand for credit which
reates 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 redicscount lines attempt to fimit the amount of lending and to
direct the flow of credit to the sector. The rediscount policy undoubtedty 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 Supply 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 dacrease in demand was accompaniad 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 1985 was
estimated by interviews with the chief agricultural credit officers of the
mized banks, the Mortgage Bank and BFA. In their view, there was $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 raiced 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, thie 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 will play an important role. Domestic price
supports and preferrential entry into the U.S. market have bolstered sugar
productions. If either of thecee were to be withdrawn thic 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, E! 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 caunot 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 price 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 profit:.

Social conflict and terrorism ~ will also play important roles.
Acricultural 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
ctill 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 1980 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 $639.1 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 deposite in rural areas. For example, the BFA is authorized to
mobilize deposits, yet it has only done this in & 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 lonzer-term but higher interest paying time deposits, which reflects and
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increased confidence in the economic and political situation as well as the
desire to combat the effects of inflation. Most of the savings were in the
mixed banks, the Mortgage Bank and the savinzs and loan association.

This has occurred in spite of monetary policy that has created few
incentives for savers. Deposit rates are pegeed to the loan rates and the
structure has been changed only infrequently. 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,
raffles and life incurance.

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 ineclactic 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 agriculturai 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 ameng smalt 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 Feacibility

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 definquency
and refinancing, and prospects of reduced foreing assistance. Feasibiiity
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
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presently saving in some form, inventoeries of crops, livestock, cash or other
liquid merchandise. Experience from other countries sugcests 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 experience of the mixaed banks and the Morteage Bank suggests
that many low income persons cave 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,
important side effects can be expected. The Eank will be forced to deal with
higher financial and rick costs which will force a greater cost consciousness
in the Banl: and an incentive to reduce delingquency. The end results should
be to male 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
doubt{ul 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 thiz regard, FEDECACES chould be encouraged to develop a
training unit to work with credit unions in developing saving mobitization
capabilities.

Recommendations

On the basis of thic 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 of
seeking ways to revise them in order to create better incentives for farming
and linancial intermediation. If the latter is dong, it will be easier to obtain
the goals desired from the first two programs.

The specific recornrmendations are the f ollowing.
1. To increass the supply of cradit.

a. Establish a flexible rediscount tine at ECE, rather than tie the credit to
specific insututions.

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

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

d. Appropriate incentives for all participants, BCE, 1CI 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 Phase 111 beneficiaries and other small farmers because
of the higlier 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 poseible to programs designed
to provide management Lraining to the Phase 1 cooperatives as well
as technical assistance to small farmers in general. Further work
should be done to improve group loans as a rmeans to reduce the cost
of lending to and borrowing of small farmers.

{. Consideration should be given to having ICl< use the rediscount line
to lend to informal market lenders, cince this class of lender can
efficiently reach large number of small farmers.
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g. Consideration chould be given to having 1Cls 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 the firm with its raw materials.

To mobilize rural savings.

a. A pilot study chould be undertalien in BFA to experiment with
savings mobilization and to learn {rom experience so that if it is
successrul, 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. 4 pilot study should be undertaken with FEDECACES and several
cradit unions to experiment with voluntary savings mobilization.

. To provide technical assistance to BCE, 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.
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[- INTRODUCTION

Objective and Purpose of Stugdy

This report has been prepared in accordance with the scope of work
epecified in Contract No. 519-0263-C-00-5475-00 between USAID/E
Salvador and Contracting Corporation of America. As stated in the scope of
work, the fundamental objectives of this contract are to provide USAID/E]
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 ¢redit and rural savings mobilization.

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

The Confractor 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 f{inancial
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
conctraining 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



interventions for USAID and the government of El
Salvador in the area of rural credit.

Orzanization of Sindy

The problems to be sindied are specilic yet many are general, broad and
cut acrose the whole of El Salvadorean rural financial markets. Many are
financial institution specific. Therefore, to obtain the information and
analysss requecied in the contract, it was decidsd 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,
espectally monetary and credit policies that provide the underlving basis for
financial activitics. The second slement was to undertake disaggregated
analyeis of each of the formal and informal market credit institutions with
respect to the turposze of the study. The third element was to aggregate
and consolidate this information to address the broad questions of c¢redit
demand and savings mobilization and to make specific recommendations.

Data on financial statistics are only available through the end of 1984.
Trends between 1960 and 1984 were examined to put the situation of the
latter year in percpective. Wherse 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 monstary and credit policies and the very important radiscount
lines that the government uses to direct credit to agriculture. Chapter III
examines the important role of foreign assistance, especially in providing
funds for financing the reformed sector. Chapter IV provides an overview of
rural financial markete in El Salvador with the purposss of showing the
agaregate credit flows to the sector and the relative importance in the total
of the different institutions in prowiding credit and mobilizing savinge.
Chapters V through X provide detailed descriptions and analysis of each of
the formal-markeat institutions. Chapter X¥I deals with informal markets in
rural areas. Chapter XII precents 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
X1V presents a surnmary and conclusions.

To beoin, 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
aspecte are presenied: brief overviews of the political situation and
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associated civil strife, the performance of the economy and agrarian reform.
More detalled descriptions and analysis of policies are presented in Chapter
11 and elsewhere.

The Political Sitnation and Civil Strife

The civil strife that EI Salvador has experienced since 1979 has taken a
major 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 relatively
small groups of the population: radical leftists who have organized terrorist
and guerrilla activities and the conservative right whose base is in the
traditional wealthy and elite class. The conflict was frequently manifested
in 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-minded
officers. They immediately undertook several major reforms to
simultaneously biunt the leftist's arguments and to strip the wealthy elite of
their control of the economy. The three major reforms undertaken in 1979
and 1980 were land reform, nationalization of the banking system and
savings and loan associations, and nationalization of coffee and sugar
marketing and export activities.

The reforms themselves were very destabilizing for agricuiturai output
and the economic outlook for the country. The uncertainty that overcame
the country was strong and, although it has lessened, much remains. It has
created an atmosphere that has discouraged investment and encouraged
capital flight. The economic picture was worsened by major weakenings in
the export markets for Salvadorean traditional exports.

Terrorism and open conflict are also destabilizing. Agricultural activities
in zones of conflict have been harmed. Open fighting, burning and razing of
crops, livestock and homes by both the guerrillas and the military forces
have interrupted productive activities, created uncertainty and encouraged
outmigration. Terrorism itself has had its impacts. Farmers fields, including
those of the refcrmed sector, have been burned to disrupt normal activities.

Since 1984 with the election of a democratic government the situation
has stabilized somewhat. The conservative right has become less belicose
and has facitly accepted the new government.  This new political
environment has contributed substantially to a renewal of economic activity,
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nevertheless the basic conflict still exists.  Selective leftist terroricm
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 problems 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
exports. 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 contrast. 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 1682 and 1983, GDP continued to decline. By 1084 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 seriousty 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 easity nor quickly consolidated. The situation was worssned
by a number of other factors. The war and terroriem in regions of conflict
led to constant upheaval and destruction of crops in the field and farms.
World markets for traditional £Xport crops--coffee, cotton and sugar--
softened, thus reducing producers’ revenues. An increasingly overvalued
exnchange 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 profitability and should have discouraged credit use. A
countervailing factor was the 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
accomplished by the use of Special Credit Funds and Central Bank of Reserve
rediscounts. Much of the credit was financed by foreign acsistance, especially
the United Stetes sgency for International Development and Inter-American
Development Dunk programs 1n the Agricultural Development Bank. Another
factor was the government policy of a willingness to refinance debts that
were in arrears but were caused by the above-mentioned factors. This
policy inmediately alleviated the burden of debt for both borrowers and
lenders, thus mimmizing 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. Agricuiture accounts for about one-fourth of GLP, aboutl two-
thirds of export revenues and two-fifths of total employment.

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 ¢xpansion and population growth.

Land reform imposes an obligation on the government to assist this new
group of land owners to become establiched as farmer/owner/manager,
something quite different irom 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 agricultural 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



production and (3) to increass effective employment an< i-Zuce its sezsonal
variations. Because of the size of the reform program and the rapidity with
which it was implemented, the short-term objective 1s to consolidate the
lang reform effort

To date, the Jand reform program has mset sireng political oppesition and
has created major challenges for the government to implement. It has also
created important Cl’;dl]e"C‘HS for the natmr' ¢ fin=naal system, which has
been asked Lo provide credit w the reformed seclor.

There are three phases of the land reform program.
Phase |

This phase began on March 6, 1980, when the Basic Agrarian Reform
Llaw, Dacree 153, wze ectablished. In thic phace, properties consicting of
good quality lands, which excesdad 100 hectares, or lesser quality lands
excesding 150 hectares, were subject to expropriation. Only a few days
later, the upper limit wes raised to 500 hectares. Not only is the land itself
subject to expropriation but also the machinery and equipment, livestock,
buildings and other consiructions on the affected properties are to be turned
over to the new owners. in Phase | the expropriated land and other goods
are consolidated into a collective farm, called 2 refermed 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 cocperative. The former
owners are o 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 was to be repaid within twenty or thirty years along with annual
interest charges on the outstanding balance.

A governraent agency, The Institute of Agrarian Transformation (1STA)
was mmed to imrlement Phase 1. ISTA has four major roles: (1) land
acquisition, (2) temporary co-menagement 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.

.3 of July 1985, 468 properties had been acquired and 311 cooperatives
fo‘ med. Some 31,359 families concicling of an ectimnated 188,154 persomns,
are beneliciaries ¢of the reform.



Phase I1

Phese 11 cencsists of expropriating properties of more than 100 hectares
or more but lese than 500 hectares, je, it deals with those pDroperties that
were onginzlly indluded for erpropriation under Deacree 153 but were
€xcluded a few days later when Dacree 154 was announced. Phase Il
remaine to beamplemented. It has been postponed indefinitely and there is
strong doubt that it will ever be implementad becavce to do so would be
poliucally desizbilizing as well as very disruptive to agricultural sector
producuon. A large bulk of the nation's agricultural output comss from
these farms.

Phase 111

This phase was established in April 1980 with Decree 207. The time for
irplementation was continued through June 1984. It established the right
for all rei.ters and sharecroppers w purchase the land they tilled, up to a
maxmum of seven hectares. It was designed to provide the numerous
small-jarmers who were renting land the opportunity to buy it. Note, in
conurast 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 implement Phase I11. FINATA is charged with: (1)
promoung Phase II1, (2) preparing renter claim application forms, (3) issuing
provisional titles, (4) obtaining 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 1STA, FINATA
dees not provide directly technical acsictance to its beneficiaries nor does it
assist in farm management.

Through July 1985, 63,668 small farmers with an ectimated 382,008
family members had received 97,147 hectares of land under Phase I11.



I1- GOVERMMENT POLICIES AND
EURAL FINANCIAL MARKETS

Introduction

This chiapler presents an overview of the El Salvadorean government
polictes and institubional siructures that have the most to bring to bear on
rural financial markets. The classes of policies discussad are: (a) mone&tary
and credit, (b) foreign exchange rate, (c¢) spacial rediscount linzz, (d)
marketing and prices for agricultural products, (¢) agricultural inputs, and (f)
technical aesistance and research Tor agriculture.

In January 1986 the government introduced a new economic package.
The above analysis is written in the context of the old policies and needs to
be adjustzd to take account of this. Therefore, the chapter concludes with an
analysis of thic package as it impacts on rural financial markets.

Institutional Structure for Credit and Monetary Policy

The E! Salvedorean monetary 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 Regerve.
The Monetary Board ic the policy-making unit. It holds the uitimate
authority in the system because it is responsible for the government's
monetary, foreign exchangs and financial matters. The Superintendency of
the Financial System is responsible for enforcing the Monetary Board's
policies in the Central Bank and other financial institutions. The Central
bank of Reserve is acsigned the role of carrying out the activities under the
control of the Monstary Board.

The modern-day monetary systsm 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 untit
1973, that the Menetary Board was formed. On March 15, 1980, when the
cornmercial banks and savings and loan associations were nationalized, and
the government oblained majority o viierehip, there were major structural
changes 1 the {inancial system.  Howsver, with this action, although the
institutional structure for monetary and credit policy was not altered, it wag
clear that the state was able to extert considarable contro! and discipline
over the nation’s financial system.



Monetary Policy

There are three main instruments of El Salvadorean money policy: a)
lepal reserve requirements, b) mecamum interest rate structure, and ¢)
rediscounts. Theee policies are intimately related to credit and exchange
rate policies.

Recerve Requirements

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

Maximum Interest Rats Policy

Loans. The Monetary Board has established a loan interest rate structure
that is desizned to influence the demand for and, hence, the {low of credit
targeted and priority economic activities. The structure is based on two
clasees of loans, & 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 interest ratec are ectablished for high priority activities, such as
basic grains, that have low profitability due to the government’s policy of
maintaining low prices for the consumers of these products.

The maximum interest rate structure policy employs price rationing
mechanisms to induce credit flows to selected activities by means of lower
interest rates, eg. lower borrowing costs. The policy is employed in
conjuniction with the non-price rationing mechamsm of establishing upper
limits or quotas to the amount of funde available for finanang specific types
of econornic activities through the BCR redizcount lines.  This policy
combination is discussed in detail in the following section.



Table I1-1 presents the loun interest rete structure for the period 1978-
18985. Beocinning in March 1084, recular shori-term class A loans had
maximum rates of !4 percent. The medium- and long-term loans were 15
percent. The preferred class A loans were | percent less jor each term.
Class L loans were 16.5 percent for short-ierm end 17 percent for medium-
and long-term purposes. These rales wers, respectively, 2.5 and 2 points
above the regular class 4 louns and 3.5 and % pointe above the Dreferred
ciass & loans.

Over the seven-year persod from 1076 to 1085 there were only two
changes In the rate siructure 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 siructure are made they are
abrupt and typically remain in effect for long periods. As will be shown
pelow, the Monstary board prefers to use the quotas assigned to the BCR
rediscount lines as the major credit ratioming device. This suggests that the
interest rate, at the levels established by the Monstary Board, does not have
a lot of rationing power. An examination of the real interest rates presented
In the table, shows, after taking account of the impact of inflation, that the
real rates have been quite low and. in many cases, shightly negative. The low
real rates offer solid evidence that the interest rate does not serve as a
major rationing mechanism indeed, the low rates contribute to a strong
demand for credit Given that the supply of credit is limited, there is an
excecs demand and the Monetary Board is forced to use non-price rationing
mechanisms.

Deposits. 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, determinec the interest rate spread and, hence,
the profitability of finandal intsrmediaries. Thersfore, the maximum
depesit 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 I1-2, deposit interest rates are higher the longer the
saver's committment to place the funds on deposit. The objectives of this
structure are to compensate longer-term savers for the uncertainty
assotiated with future inflation and to compensate the financial instituiions
for the higher cocts of administering the shorter-term accounts where there
are frequent transactions.
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Beginning in March 1984, there was a difference of 5 percent between
the lowest deposit rate, (7 percent on savings deposits that can be
withdrawn without advance notice} and the highest rate, (13 percent on
deposits of one year or more in banks and savings and loan associtions).
Between these two ermremes are a number of rates thal vary according to
the length of time the funds are biaced on deposit; ie, as the term increases
the rate rises.

A8 1s the case for loan rateg, there wers only two chungze in the
' ¢e 1570, With these changes, the deposit rates
loan rates. Therefore the interest rate

spread for the financial institutions was maintained.

It is siriking that over the 1978-1985 period the real interest rates
paid on depesite were consistently negative. Undoubtedly, this condition
does not ctimulate saving in financial institutions. Rather, it would
encourage invesiments in other types of acsets as well as capital flight. 1t is
very provadle that the Monetary Board followed this policy because of its
primary interest in keoping low loan interest rates. Therefore, it has been
forced to keep the deposit rates at the low levels in order to maintain the
required spread. The unforiunate outcome is that the interest rates for
deposils provide little incentive for saving,

Rediscounts

The mechanism.  The Central bank rediscounts many loans made by the
intermediate financial institutions (ICI's). Under this arrangement the ICI
requests a rediscount from BCR and presents loan documents as collateral. If
the BCE approves the request, it makes a loan to the ICI, in the form of a
rediccount on the loan documents presented, for the full amount of the
collateral. The 1C] assumes the responsibility for collecting the loan from the
final borrower and repaying BCR.

Sources of Funds. Funds for the rediscounts come from external and
domestic sources. Exiernal funds are made available through programs of
foreign assistance. Domestic sources are from the BCR's own funds.

Policy Instruments.  Fediscounts are uced ac instruments for two policies.
First, they influsnce the level of mongy supply in the nation. Acg BCR
rediscounts expand (contract) the money supply increases (decreasesg)
accordingly. Therefore, if the Ionetary 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. Thic 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, thic policy
instrument may have both price and non-price rationing components.

Credit Plan. The ECR 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.

Implementation. Table I11-3 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 thic sector. A5 will 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 intersst rate
charged the final borrower are specified. In most cases there is a spread of
2 percent. There is, however, considerable variance in the loan rates,
although none can excesd the maximum established by the Monetary Board.
The lowest rates are for priority purposes and/or for the small-cized
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 1080-1984 period.
Therefore, it is not possible 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 to
direct credit flows and influence the level of money supply. In particular it
is 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
imnplicit income transfers to borrowers, serve as incentives to borrow and
contribute t excess demand for credit. They do not serve as an incentive
for ICT'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 is
distributed in the nation not only Dy economic activity pbut also by type of
institution. This is especially the case 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 fungitility, 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 possible. Therefore, they will try
to justify their credit for the credit line which ic 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



been done, hag 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 be
surprising that the net effect of the highly-directed credit through the
rediscount mechanism is not as envisictied 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 {ive years. There are two purposes of refinancing.

The first purpose is to refinance past-due or delinquent loans held by
ICT's. In this context, refinancing may occur when, for a justifiable cause, a
borrower cannot repay the loan at the scheduled time nor within the
customary grace period. Rather than Place both the borrower and the
lending financial institution in jepordy with a bad debt the loan is
refinanced. Since loan payment must come out of future income the term of
the 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 are several external variables such as
product prices, weathsr conditions, diseases and insect infestations that are
beyond 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 repay
his credit. Therefore, refinancing of the loan is a meane to postpone the debt
repayment and, in the meantime, not destroy his ability to obtain credit for
the next production cycle.

The cecond purpose of refinancing is to change the debt from a
production loan to a prendario, a loan secured by an agricultural progduct,
while the processing, storage and marketing take place. This is the system
utilized 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 the
Cooperative of Cotton Producers (COPAL) warehoucing until it is sold on the
international market. In the meantime, the producer must continue
financing his production because he will not receive income % pay off the
loan until INCAFE or COPAL sslls 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 prendario
loan to cover the processing, warehousing and marketing of the product. No
new loan money exasts. The refinanced loan will be guaranteed by the coffee
or cotlon in storage. The original borrower continues to hold the debt. When
the ceifee 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 vear and hence is short tarm.

both of these types of refinancing consist of paper transfere from the
original dsbt to the refinanced debt. No new loan monsy is <reated. Notg,
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 exiended.

The Monetary Board and the BCR have provided special credit lines for
both tjpes of refinancing. Although 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 eXports have led to mgh levels of
delinquency. In hght of thece unsettling and external problems the
government has faken the position of being very liberal in extending
refinancing for delinquent debt at favorable and preferential interest ratec.
Although there are good economic arguments for doing this, much of the
decision has been based on reasons of political and social conscicusness.
Refinancing reduces political instability in the country sids. It alco has kept
many of the newly formed Phase | cooperauve 1n the reformed sector from
becoming ineligible for more credit. 1f this had not been done, the land
reform pregram would have been seriously jecpardized.

Since 1979, the amounts refinanced have soared such that refinanced

debt has become the most important componsnt of the BCR rediscount
portfolio and as well as of the loan portfolios of most of the ICI's.

Foreign Exchange Rate Policy

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

For decades E Salvador had followed a fixed foreign eschange rate policy
with a rate of ¢2.50 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 1980s such pressures occurred. When the exchange control
measures w=re incufficient and a strong black market developed, the
government adopted a two-tier exchange rate: the official rate and a paralle]
markel rate. Since then, there has bezen an implicit devaluation as the
governnent gradually reduced the numbers of imports and exports of goods
and services elizible for the official rate and passed them to the paralle] rate.
By 1G85, those that remained at the official rate were imports of basic foods,
encrgy, medicines, raw matertale and government debt service and exports

(=T

; T
of coffz2 and other selected products.

The exchange rate is the conerstone 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.

Beth of the above effects have occurred in Ei 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 production.

Monetarv 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 changes in the national money supply or flows of credits. As a result,
since 1978, when inflation has been at historically high levels, the real
interest rates o1 many loans are at best slightly positive or negative. Deposit
rates are negauve. Thersfore, the Joan rates are not effective in rationing
credit nor are the deposit rates attractive to savers. The low loan rates
provide significant income tranzfers to borrowers. Indeed, this policy was
undoubtedly deliberate to try to encourage more investment and productive
activity 1 the unstable and uncertain eccnomic environment. The expectsd
consecusnces would be a cirong encess demand for credit and Jess

El Salvador has established a monetary policy that relies basically on
directed credit to targeted and priority objectives. The instruments used are
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the extenstve BECR rediscount lines and preferential rates of interest. The
purposes for which rediscounts are available, the amount. of funds available
for rediscounting and the rates of interesi are determined by the Monetary
Boar¢ mn accordance with their annval credit plan 2nd general economic
cencdiione.

The credil Dlanning svetem vzed by the Moneary boar¢ undoubtedly i
l2ee elfecuve than planned  Becavee of fungibility end the ability of
borrowiere wosunzitute borrowsd funds for therr own funde it can be

- -

~dda

expecled hat fungitility and credit diversion will occur. The net effect of
¢ the activities to the effect that was

The preferential interest rate policy will not be as effective in rationing
redit to targeted activities ac planned because of fungibility. Moreover, the
fact thal most rezl Joan interect rates are nefalive or only shightly positive
will have important and negative consequencss, not oaly for the financial
SYslem, but also resource use and income diswibution.

With recpect to the financial system:, the low loan interest rates impose
implicit upper hmits to the raies ofifered on savings deposits. bBecause the
deposit rates are also negative they do not stimulate saving. The end results
are thal savers wili not want to place as much of their depogite in the
financial system as they would if real deposit rates were positive and
attractive. There¢fore, the financial system ic not able to perform as well in
its rols as¢ an 1ntermediary.

The low loan rates contribute to the misallocation of resources for
several reasons. Low rales encourage an excessive use of financial resources
Telative to the opportunity cost of capital. Futhermore, low rates encourage
the use of credit in activitiec that have low rates of return, even
consurnption.  In thic manmner, they contribute to the mizailocation of
jesources.

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 gamn relative to these who do not. The size of the loan as well as the
degree of preferential tieatment on the interest rate aleo nfluence the
degieze of 1mphcit 1ncome trancier. Therefore, it is usually the larger
farmers, who have more accsss to credit and who receive the largest loans
who benefit the most from the income transfer.
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The refinancing of delinquent loans has been an important and
problematic element of the Monetary Board's policy. Given the difficult
times and econemic conditions it has ozen zmploved liberally to help keep
the productive activities alive TTharucuianly agnculture in general and the

¢ o7 ipenfic-- vather than have them become meribund
Lefaves ey cannol g2t new leans due to celinguent debt. T is clear that
tiere have been political and cocial consideraticns as well as economic
CDJLIUVES 1 the Dz of thic Dolicy.  In thie regard it has been succeszsful,
although it 1z provabls Mat 1t has been abused, by allovang refinancing when
Fo7 exmmple, given the Jow Joan rates and high
Imflalion it ie economical for a Dorrower to try to extend a current loan
rather than repay it and, therefore, when the loan is eventually repaid, the
real value of the repavment is considerably less than the amount originally
borrowed. 1f the borrower can get refinancing, he is not penalized and can
take oul another credit in the next procduction cycle. This behavior, is
exmcerbited by the preferential interest rates Charged on this class of
refinancng. Refinancing has been of particular importance for the new
reformed e2cior Phage ] cocperatives, which by their very nature could be
€xpeited to delault on credit as they go through the processes of learning
end consolidation. Nevertheless, as a result of this liberal refinancing policy
te financial system hac inherited a legacy of much debt that probably will
never be recovered. In areal sense the current problems were postponed to
the future.

I€IQIes geg

~

—
s
5
£
[Xa}
jn]
O
—~
el |
—
T
[}
(33
132
L3}
[a¥
laa

e

Centra) Bant: Lending

The BCR lends money to the financial System by means of regular
rediscounts and rediscounts from special lines. In addition it lends directly
to non-banking public-sector entities. Unfortunately, the two types of loans
are not dicaggregated in Central Bank data, and, therefore, must be
considered jointly. Although the basic purpose of this report ic to examine
rediscounts from the special rediscount lines, it is useful to review the total
BCE portfotio.

Sources ¢f Funds.

In 1984, as shown in Table 11-4, 0.9 percent of the BCR's loans were
financed with the Bank's own resources, 4.3 percent from the Economic
Development Fund (FDE), a special fund held by the BCR for specific
development purposss, and 14.9 Percent from foreign sources. Over the
1880-1984 period, the nominal amount of funds increased in 1981 over the
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1930 leve] and then progressively declined. The increase in 1951 was due
o a major injection of foreign resources. Meanwhile, BCR's own resources
and FDE funds have declined over the whole period apparently tecause of
the aliempt to Hmit the expension of credit as a eans of controlling
milaion. In reai t21me the decline was Very draslic. Between 1960 and
19¢< there was an averags annuai dacreass of -12.7 percent in towal funds
available. It s clear that the BCE had coneiderably fewer available funds
with each succesetve year,

iniermediate Credit Institutions

Moest of the formal El Salvadorean financial institutions have been
designated intermediate credit institutions (ICIs) and are therefore eligible
W receive Central Pank rediscounts. Institutions that are of mixed
ownerehip or public sector entities are the: mixed commercial banks,
fancultural  Development Bank (BFA)  Indusirial Development Bank
(BANAFD), Salvadorsan Investment Corporation (CORSAIN), National Housing
rinanaiera  (FNV), KNational Agricultural land Financiera (FINATA),
Salvadorean Financiera, Small Business Guarantee Trust Fund (FIGAPE),
Selvadorean Preinvestment Study Fund (FOSEP), Social Fund for Housing
(FSV), and National Coifee Institute (INCAFE). Private sector institutions are
the: Mortgage Banl:, Federation of Credit Funds (FEDECREDITO), Federation of
Salvadorean Credit Unions (FEDECACES), and Salvadorean Cooperative of
Cotton Producers (COPAL).

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

ECE. Loan Portfolio

AL the end of 1984, as shown in Table 11-5, 73 percent of the BCR loan
portiolio 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 rapidly increased, both in absolute and
relative terms. In 1960, it accounted for onty 27.9 percent of a portfolio that
was larger in abeolute terms. The information for BCR annual flows of loans
presented in Table 11-6 shows how this occurred. This table shows that
anmial flows increased cath vear and the increzses were in refinancing.
However, it is important to note that when credits are refinanced that there
is no corresponding increase in funds lent. It is just a BCR paper transfer;
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SHNENCNT aciount.

we al the abuojuts amount of annual BCE lending for
This 1e refiscizd in the year-end BCE Joan portiolio

5. The averegs anntal rate of growth i new crodite
eICenl Meailred in real terme it was considerably

Therelore, e conclusions are that althougt: refinancing has incresssd
cramatically '\er fnc 1950-1984 period, it has not been a.t e expense of
new lenc.m E er the BCE simplv has not been jon 1ding as much for new
credite with 2a yzsmr vear. The ECE action has been to contract the
credit supply

Why did thic occur?  There are ssveral reasone.  First, ac an anti-
inflaticna Y measure the Monstary Board kept down the level ¢of rediscounts
W keep the monet sup “DIV ITom e2Dpanding wo rapidly, Second, thers wers
S0In® me)or new credit funds that were Dlaced directly in the financial
nsttulion:  Znumiies are Lli‘:‘ 1960 USAID Agrarian Reform Credit Ty roject,

winch wes placed with the Agrceltural Development Banl: and which
disbursed alrmost ‘Ik million between 1881 and 1984, and the 1881 1DE
Agriculiural Reform Sector Loan that was also placed w1th that bank and
under which & lmc-sui 6 mullion were disbursad.

oL

Institutional Distribution

Ag shown in Table 1]- ©,in 1984 the combination of mixed banks and the
Mortgage Bank received 64 Pereent of BCR's annual credit flows, 1er
privats financial institutions 2 percent and t:-ubhr entities 31 percent. O\mr
the 1980-10¢4 Leriod the mived banlc and the Mortocage Bank increased
their refative chare subst vnlally. In 1950 they received only 17 percent of
ECE loans. There were three reasons for their orowih.

First, BCR lending to other brivate sector institutions declined and
lending to the public entities did not Srew as fast This is shown in Tablel]-7.
,-.lthougl. the absolute wmount of BCR e ending for new credits declined over
the 1960-1984 period, the rnived bant and Morteage Banl combination
received pr uDurUmmLel/ 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 mxed bunks ané Mortwage Bank combination received a
disproportionate share of the refinanced credits. Table 11-8 shows this
clearly. In 1980 the combination received only 5.8 percent of the total
refinancing. By 1984, the percentage was 66.5.

Sectoral Distribution

In 1964, as shown in Table 11-9, the agricultural sector was the largest
reciptent 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
BCE 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 Iinance the reformed sector Phase ] cooperatives.
After all, these new clients had to be attended to, they were assigned to all
of the banks and the banks were expectad 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. Ac shown in Table I1-10, in 1984, the agricuiture 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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Landing to Apricultural Sector

Growth and Inctitutional Distribution. Ac shown in Table 11-11, in 1984 the
mixzd bank and Mortgage Bank combination received 84.1 percent of the
total new BCR credit to the sector. FPublic entities were next with 14.9
percent. The other privats financial institution received only 1 percent.

Gver the 1980-1984 period, total BCE lending to the sector declined.
Lending to each class of institution alse declined, except public entities.
Farticularly noteworthy is the decline in lending to the other private sector
institutions. In 1980 they received 24.1 percent of BCR lending to the secior,
but by 1884 their share was only 1.0 percent,

Distribution by Activity. Traditional export crops dominated BCR credit. As
shown in Table 11-12, in 1984, coffee, cotton and sugar cane received 62.8,
22.4 and 0.0 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.

Relinanced loans were also concentrated in the three traditicnal export
crops. As reported in Tabls I1-13, in 1984 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 1932 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 sixteen that were in effect for the
1984/1985 agricultural year are reported in Table 11-14. With this number
of lines and the specific uses, it is clear that the ECR 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 anc refinancing. The following subsections
provide an overview of these cpeacial lines.

Source of Funds. The BCR need its own recources jor most of the lines. The

:.-:ce_fuws are e Memcan junds for medinm-tern: 1cn'~ ns for cofiz¢ planting;
BCIE Junds for coff#+ rvet campaign: PL430 funds to support long-term
mvestments 1n rejormed  sector coore::n. 'eg; and P14&0 funds for
refinznoing the vnpzid portion of loans 1o these cooparauvas.

Intermediarv Credit inctmitions. The Intermediary credit institutions for
BCR funds Jfor agriculture have been the mme commercal banks, the
Mortgage Bank, the Agricultural Development Bank, FEDECCREDITO,
FEDECACES, and INCAFE, for coffee financing.  According to the BCR
rediscount regulations, no foreign bank hac been allowed % use rediscount
lines. Some rediccount lines are limited to specific institutions.

farmers. Two arz limited to only the reformead sector.

Clientele.  Most lines are open to both reformed and non-formed sector

Term of Loane Mest preduction loans are short term. Loans jor coffee
planting are to be repaid in siz years with a three-year grace period.
Investment credii for cocperatives have terms between six and fifteen years
with grace periods ranging irom 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 production credit loans were
Iixed 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 toans have been fixed at 10 percent for large
farmers and Q percent for small farmers. Interest rates for cattle fattening
and beskeeping are 14 percent and those for reformed sector investment
credit are 10 percent if funds are for purchasing domestic produts 12
percentior 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 ratee for 1CI'e are vsually two percentage points lower
than the loan rawe thus giving the ICI a cpread of two percent. In the case of
investment credit for reformed seclor cooperatives for the purchase of
domestic goods, the BCR has fixed three points. The BCR encourages
supervision of loans by providing four points of spread when the



intermediary credit institutions are able t demonsirate they provide close
supervision of the loan.

Size of loans The Monetary Toard in conjunction with BCE fives a credit
quots per unit of preduchion for each wpe of aclivity vased o production
costs. Thereiore the loan size 18 the number of production units muluplied
by the quota. For example, it the c2se of crop loane, the size usually has
csf'—ncm'q tpon the number of manzanzs planted. For coffeg, the loan cize in
any yvear ¢ brsed on the averefe cuiniales the farmer has delivered in the
prmnuuc Jear W INCAFE In the case of catile fatiening loans, the amounts
are {ized by the number of heud in the project. There is no limit w lean size
for credit for invectments in the reformed sector.

(

’

The Process. The ICl receives a application from a potential borrower and
presents its to the BCE 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
exzmple, colies growers must show that they have been producing coffee in
the past few vears.

A BCE [inencial analyst reviews the application. If it is in order it is sent
to the deparument head for approval. Cmnce approved, it is sent to the BCR
credit commitiee. Up to this point usually five to fifteen days have passed.
The cradit committee meets twice a week. It can approve loans up to ¢!
million. Larger loans must be approved by the BCR board of directors. The
board mesets once each week. This step of the process usually takes eight to
ten days.

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

When the loan rezaches maturity the BCR charges the ICI principal and
interest. 1f 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 designed for controf, it is cumbersome and subject to
delays. Fortunetely, the ECR is implementing a new system that gives the
ICI the power to approve the lcan directly. Thic malies 2 lot of sense
because it 1s Jess costly and reduces delays,
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Central Bank: Pediscounts: Summary znd Conclusions

This sechion amply shows the imporiance of BCF rediesounts for financing

agricuiiure, and, e such, 1n ditecing credit W the sector. ln the 18954/85
agniciirel vear thers wire culsen Spedial rediscount hnse for the s=clor.
In 1984, 441 percent of the wial BCE lending for new credite was to
agriculiure. Ined 7 iefinancing wae directed

dlibion much ¢f the rediscounts fo H
W agnculture.  Redimcounte Jor new cradit and refinznced credit in the
TICUIUTE]l $2ll0r are (Cnfenitated in the wadilional €XDOrT crops, with

iee recevinge almnsl Two-iirds of the wial
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The real value of total BCE rediscounts deciined over the 1080-1G84
period. So did the rediscounts directed to agniculture. There appear to be

two basic reasons. First, the Monstary Board cut back on rediscounts for
new credits in an effort to controtl inflation and reduce presesures on the

exchange rate. Szcond, other funde were created that substituted for the
need o increase rediscounts W oagricuiture, Specifically these are the large
zng !

loans from USAID
t

DE 10 BFA for the reformed sector. The latter is also
a reason tha b

znke and the Mortzage Bank rapidly increased

Anincreasing portion of the declining real value of rediscounts were for
refinancing.  Indeed, the real value of refinancing increased substantially
over the period. In 1984, 13 percent went for this purpose. In contrast, in
1980, only 27.9 percent went for this purpose. This refiects the increasing
imporiance of refinancing, espeaially long-term, over the period. It is
important to recognize, howsver, that the growth of importance of
refinancing is another indicator of the effort by the Monetary Board to cut
back in credit. Refinancing doss not create new money since it is just a
paper transfer between an old and a new debt. As such it doss not
represent new credit, rather it is just a continuation of previous loans.
Therefore, the increases in total rediscounts do not accurately reflect the
true flows of rediscounted credit in the economy and the agricultural sector;
they serve o inflate growth. Furthermore, it is 1mportant to recognize that
refinancing does not substitute for new rediscounted credit.

Marketine 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 recponsibility 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 smali- and
medium-sized farmers and reformed sector cooperatives. In this role it
actually purchases the product. These products are then sold to ensure
supplies of basic grains, sugar and milk at reasonable prices. To this end it
operates consumer stores . IRA is also charged with marketing PL4§0 food
imports.

IRA’s policy is to set prices for producers that exceed the prices the
product ic 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 loca! 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 until the loan is cancelled. This extends the peried 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
pioduction 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 governmnnt
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 benefite from access to the United States
preferential market. This meane 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 preferential prices and
internal market price levels have been sufficient incentives for production.

Marketing and Pricine 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 inixed success. The
controls established for domestic products have proven to be insufficient,
They incorporate subeidies to producers btecause 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 alt it is designed
o 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 oificial
exchange rate both serve to keep prices below the minirnum 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
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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 US. 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 buvers 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.

Agoricultural 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 ang Research

Many public and private sector organizations provide technical
assistance to farmers and conduct agricultural research in El Satvador. The
exrtent 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

CDG.: Center of Livestock Development

FINATA: National Finance Agency of Agricultural Lands
Office of Agricultural Defense

ENA: National School of Agriculture

D.GRP.: 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

AP A 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 Et
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 (MAG),
geeumed the recponsibility for the introduction of virtually all crop and
livestock science and technology among most farmers. Although serving all
farmers, MAG gives prionity to the agcrarian reform beneficiaries.  AS
indicated above, thare are many branches of MAG that, to one degrse or
another, provide technical ascisitance to farmers; of them CENTA is
particularly important.

CENTA This is the ressarch and extension branch of MAG that provides
aseistance to farmers through its sixty-three agricultural extension agencies.
Its assistance has been basically oriented to specific crops, livestock
cperations, or other specific problems. In the 1982-1983 period it is
estimated that relatively more assistance was provided to traditional 2xport
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 vehicies.

CENTA has given priority to the reform sector. The third evaluation of
PERA indicated that during 1952-1983 that agricultural extension staff of
CENTA served 105 cooperatives or about one-third of all the Phase I
cooperauves. Assistance was provided primarily on the cultivation of
cereals, coffee, cotton, and sugar cane, which covered 42,300 hectares, and
represented approximately 20 percent of the area of all of the cooperatives.

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

ISTA. 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 celf-
managing economically viable enterprises with the active and conscious
participation of their members. Through four regional offices ISTA provides
asseistance 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 credit
applications, training, marketing, the formulation and execution of
productive and social projects, and social and business organization. 1STA
has emphasized assistance for the production of coffee, cotton, and sugar
cane. The cooperatives, with the assistance of ISTA technitians develop an
annual work plan at the beginning of each crop vear. This plan becomes an
important element in the banfe’ subsequent evaluation of the cooperatives’
credit applications. Another funciion of JSTA 1s 1o provide a loan guarantse
to the banks that provide credit to the cocperalives. The guarantee is
squivalent to 50 parcent of the credit provided by a bank to a cooparative.
In determining the amount of its guarantee, ISTA makes use of the
previously-developed plans and the maximum credit quotas per unit of
output that the Monetary Board establishes for each crop.  ISTA has not
been fully successful in its activities due to both internal difficultiss and
external circumstances.

FINATA. This agency works with the Phase 111 portion of agrarian reform.
The activities of FINATA are directed to achieve the legal pessassion of small
parcels of land by the Phase 111 beneficiaries and the improvement in their
social and economic well-being. FINATA has an office in each of the fourteen
depariments of the country. in addition to facilitating the transfer of land
titles, FINATA has also encouragec a number of organizations to provide
technical assistance to the Phase II] beneficiaries, such as CENTA, which
served 12,789 beneficiaries in 1984, and OPOR (Office of Small Irrigation
Works), which helped with fifteen irrigation projects. In addition, FINATA
has employed the Private firm of Agro-Tecnia to provide assistance in
production, administration, marketing, finance, and accounting to 2,284
direct beneficiaries on 4,104 hectares.

Agricultural Development FBank. BFA, which is a major lender to the
beneficiaries of the agrarian reform, has provided limited amount of farm
Planning azsistance to somse of the Phase I cooperatives it serves. This
activity is assisted by consultants made available through the USAID-
supported Agrarian Reform Credit Project. The objective of the farm
Planning assistance is to lay the basis for expanding production and
productivity of the Phase 1 cooperatives, promoting better land use,
exploiting full fand and other Tesources, and improving their loan repayment
Capability. BFA has been able to provide only eight cooperatives with
complete farm planning assistance because it lacked resources to help more
cooperatives.

In another program, the USAID-supported Agrarian Reform Sector
Support Project, technical assistance is provided to a number of institutions
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involved in implementing agrarian reform. 1n 1985, for example, specialists
have assisted MAG and its dependencies in areas such as policy coordinztion,
training of cooperative members, computerization, farm resource utfization
and management, small scale irrigation systems, and recistering of property.

Private Sector

Growere Acsonations Associations of growers of particular crops such as
cotten anc coffee provide some technical assisiance to their members in
addition W performung other services. For gxample, COPAL, receives and
eins ife members’ cotion 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 agronomisis 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 y=ar, 42 parcent of
the cotton was producted by Phase 1 cooperatives.

Techneserve, Inc. This is a private, non-profit crganization funded by
USAID. 1ts goal is to improve the economic ang social well-being of low-
income people in develeping countries through the community-based
enterprise development 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 ascistance to Phase 1 cooperatives.
Since October 19862, Technoserve has worked with twenty-four of these
cooperatives helping them recolve a variety of agricultural, financial,
organizational, angd management problems.

sellers of 1nputs, such as Baver Quimicas Unidas, Moore Comerical, Quimica
Integrada, and Servicio Técnico 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 conciderable foreizn assistance, especially by USAID, to
develop technical support programs in agriculture. The large bulk of the
programe 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
shou!d be provided.

New Economic Measures

On January 21, 1986, the Salvadorean government announced a long-
awaited economic package designed to deal with the increasing 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 they would certainly be
politically destablizing. Indeed, in order to mitigate this result it is apparent
that the measures were less harsh than were catied for by the economic
conditions.

The measures consisted of several basic components: devatuation of
the colén; 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 miodify 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 ¢2.50 and was 3.1 percent higher than the previous parallel
market rate of ¢4.85. The parallel market rate was eliminated. To try to
stabilize 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.

Interect Rate Structure

As shown in Tables I1-15 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 raiced
3 percentage points to 17 or 18 percent. Class B loans were raised, 3.5 or 3
percentage points to 20 or 21 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 ¢400 for 500 pounds of
central standard grade coffee if the world price, FOB, is $200. This is an
implicit exchange rate of ¢2 per dollar for the growers. If the world price for
colfee 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, thesn 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
1986. Nevertheless, the low current prices and what undoubtadly 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 example, wages for male adult workers were
raised 74 percent from ¢5.20 to ¢8.00 per day. Prices of petroleum products
were also elevated. The cost of regular gasoline was hiked 42 percent per
gallon, and that of diesel fue! went up 63 percent. Finally, the devaluation of
the colon will increase the costs of imported inputs, such as fertilizer, ¢ther
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. Ceffee producers, on the other hand, will be harmed. These
appear 1o be few incentives to increase the output of basic grains and other
foodstuffs because of the government's desire to kKeep 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
Tates and all real deposit rates will be negative.
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111 - FOREIGN ASSISTANCE FOR AGRICULTURAL CREDIT

Intreduction

Since 19709, Ef Salvador has been the recipient of nearly $1 billion in
Toreign assistance commitments for development. This chapter describes
this foreign acsictance 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 agricultural credit and how it relates to assistance for the
agricultural sector. The chapter is designed to show the role that foraign
assistance for agricultural credit has played and to provide a background for
the references to foreign assistance programs that appear in later chapters.

Foreion Acsistance

From 1930 to 1984 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 I1I-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 61 percent. When measuring assistance on
a disbursement basis, the shares are similar.

USAID was by far the largest provider of foreign assistance over the
1960-1964 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 2§ percent, followed by CBEI with $69
million or 7 percent. The World Bank did not lend to El Salvador vntil 1984,
It's commitments of $17 million in that year represent less than 1 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 agricutural projects.

In relative terms, IDB concentrated its acsistance in agriculture and
agricultural credit more than did the other two donors; 53 percent of IDB's
total lending commitments were directed to agricuiture and 37 percent to
agricultural credit. USAID committed 22 percent of its 1980-1984 assistance



55

to agriculture and 12 percent to agricultural credit. The CBEI directed only
15 percent of its assistance to agricuiture 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 wes from USAID and $102.4 from IDB.

United States Agency for International Davelopment

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, $75.03.  All of USAIDs
assistance for agricultural credit was contained in the Agrarian ERejorm
Credit project, which demonstrates the Agency’s commitment to assisting the
reformed sector. The large credit project accounted for 63 paercent 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 Crganization and the Agrarian
Reform Support projects. Clearly, these projects and the credit project are
complementary.

Reformed Sector: Nom-credit Projects

Through the Agrarian Reform Organization project and its successor, the
Agrarian Reform Support project, USAID has provided and continues to
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 ]
cooperatives as business enterprises and the training of cooperative
members. Efforts have been made to accelerate the land transfer process for
Phase I and 111 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. Ascistance 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 lang
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 to repay
their loans.

Although the Agrarian Reform Organization/Support projects and the
Agrarian Reform Credit project were intended to help the same beneficiaries,
the fermer and the latter were not clesely linked or coordinated. For
example, a cooperative could receive an USAID-financed loan from the
Agricultural Development Fank but not be required to overcome its
management, technical or struciural wealnesses by taking advantage of
MAG services, which may have had financing by the USAID-funded
Agrarian Reform Support project.

Agrarian Feform Credit Project

At the outset of the agrarian reform in 1980 it was recognized that
adequate, timely, and effective credit was critical to the achievement of the
reform’s objectives. In order to supplement the credit resources for the
agrarian 1 ¢form program, USAID initiated the Agrarian Keform Credit project
in 1980. The geal 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 to provide such credit.
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 o the reformed sector and
has played a major role in financing Phase 1 cooperatives; (b} it is the most
important institution providing credit to the agricultural sector in general
and to the reform sector in particular; and (¢) it has the largest network of
branches in the countryside.

In 1980 USAID committed $10 million to this project. In the ensuing
years, through 1965, 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 betwean
1930 and 1984. Of the amount disbursed $45.0 million, 66.1 percent, went
to the Phase 1 cooperatives, $10.9 million, 10.9 percent to the Phase 1II



57

beneficiaries, and $12.3 million, 18.0 percent to the traditional small
farmers.

In the design of the Agrarian Reform Credit project it was recoenized that
investment credit resources were not being made available to Phase 1
coOperalives by commerical banks. To iacilitate these banis lziding to the
cocperatives for investment purpeses an Investment Credit Rediscount Line
(ISAR) was establshied 1n the Central Bank using the governments' Agrarian
Reform Credit project counterpart funds acquired from PL 480.

The Agrarian Peform 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 thé ability 'of the BAF to
Provids new credits is limited. The financial and technical assistance to the
BFA channsled through this project led to some improvement in the financial
viability and institutional capability of the BFA. However, for reasons that
could not be fully anticipaied at the time of the design of the project, such
as the disturbed conditions prevailing in the country and the lack of
continuity in  BFA leadership, these accomplishments have fallen
considerably short of expectations, 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, 10an processing, loan supervision, and loan recovery.

Inter-American Development Bank

From 1980 to 1984, as indicated in Table I11-1, IDB approved § 14G.2
million and disbursed $77.9 million to El Salvador for agricultural purposss.
Ccmmitments were made by IDB to fund seven agricultural projects:
Community Development in the Northeast Program (IDB loan number
561/SF); Livestock Development and Animal Sanitation Program (349/0C);
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 Frogram of Agricultural Credit (480/0C and 481/0C).
The last three are agricultural credit projects, in which the IDB funds were
made available to the Agricultural Development Bank | -
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Agricuitural and Acroindustrial Credits for Small Producers

The BFA borrowed § 165 million from IDB for the Agricultural and
Agreindustrial Credits for Small Preducers project. The loan took effect on
September 11, 1980. The purpese of the project was to fnance the
production of basic grains, vegatables, livestock, and agroindustrial products.
The principal objective was to raise the productivity of small producers by
financing technical inputs, hivestock, and maciunery, equipment and rwlants
for fishing and agroindusiry. The final disbarsement for this loan was made
in September 1985.

Comprehensive Cradit to the Agriculiural Reformed Sector

The Comprehensive Credit to the Agricultural Reformed Sector project
consisted of & loan to the BFA that took effect on January 15, 1981. A total
of § 45.4 million was approved by IDB of which $ 36.39 million, or &0
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 1 percent during the grace period and 2 percent
thereafter. The loan, which began less than a year after the start of the
agrarian reform, was specifically 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 ¢f 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 Joan was scheduled for January 1986.

Third Stage of the Comprehensive Prooram of Agricultural Credit

The Third 5Stage of the Comprehensive Program of Agricultural Credit
project wes approved on August 16, 1984. 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 § 29.1 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 exsting productive
capacity.
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For the Agricultural and Agroindustrial Credits for.the Small Producers
loan and the loan for the Third Staze of the Comprehensive Program of
Agricultural Credit the BFA was both the borrovang and implementing
institution. Disbursements of these twe IDB loans are reflected in Era’s
forsion obhoaticns, which wtalled ¢ 75 millien as of Iiecember 31, 1984, On
the other hand, for the Comprehensive Credit to the Agriculiural Reform
Szctor loar, the vovernment was the borrowing institntion and the Era the
mplemenung insituuen. isbursements of this ioan are reflected 1 the net
wort) of tue BFa. as of Decamber 31, 1984, ¢ 07 million or 1§ percent of
the BF2's net worth was attributable to IDB lcans.

Summarv and Conclusions

Since 1980, some 18 percent of total forsign assistance and 61 percent of
the foreign assistance directed to the agricultural sector has been for
agricultural credit. The $17& million for credit has come from two sources,
USAID (375.0 million) and IDB ($102.4 million). Moreover, all of the credit
was channeled through BFA and was directed to Phase I and Phase IlI
reformed sector beneliciaries and, to a much lzsser exient, to other small
farmers. Not included 1n these figures are the rediscount lines at the Central
Bank provided by USAID. PL460 acsistance was used to establish
rediscount lines for investment and refinancing of reformed sactor
cooperatives. 1n 1985, USAID Economic Support Fund monies were used to
refinance credits in the private sector, including some coffee loans.

It is clzar that foreign assistance has played a major role in {inancing the
reformed sector during its formative years. A sutstantial 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 reczived much less cradit,
rural political instability would have bteen 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.

Hevertheless, the credit projects have had problems. The most savere
has been the high levels of delinquency, which is symptomatic of the
inherant probleme in the nsw reformed szctor and other economic
conditions. Perhape 2iven the nature of land reform, high delinquency rates
should not be surpricing. 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 ability of that institution to provide adequate credit services
the reformed sector. The delinquency problem has been considerably
masked over by the extensive refinancing of past-due loans. Therefcre, the
delinquency rates reported by the institution considerably understate the
true extent of the problem.

The complemeniary projects to accist the Phase 1 cooperative with betier
nanggemsent, orgamzzlion and lechmeal assistance have not proven as
ucceseful as was planned.  Considerable work nseds to be done on this
spect of the reformed zector development. Success here chould greatly
reduce delinquency by increasing credit worthiness.

-

[SARN &3]

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

Foreign assistance has greally enhanced BFA's financial position, in spite
of the delinquency problems. The reason is that under most of the projects
USAID and IDB lent the money to the El Salvadorean government, which, in
turn, transferrecd the funds to BFA as a contribution to its capital with no
interest charges. The net result was a sharp increase in the Bank's net
worth since 1980. As of December 31, 1984, $61 million (41 percent) and
$27 million (27 percent) of BFA's $149 miltion in net worth came from
USAID and IDE, respectively.



IV.OVEEVIEW OF RURAL FIMANCIAL MARKETS IN EL SALVADOR

Introduction

This chapter provides a broad overview or panorama of =) Salvadorean
! Iinanazl markets. The purposs 16 to build upon thz prewvious iwo
chapiers and conunue to provide the setling or framework for the detailed
discussion 1n the following chaplers about sach class of financial insiftuuon
in both the Jormal and infurmal martets.

El Salvadorean rural financial markets have had a credit bias, ie, most
instituuons have been structured to be providers of credit and not
mobilizers of savings, and, as such, are not providing financial intermediation
services in rural areas. The two major exceptions are the mixed-commeraal
banke and the Mortzage Bank; both of these institutions have active savings
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
clacces of clients, the Phase 1 cocperatives and Phase 111 smali-farmer
Deneficiaries.  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 chort-term refinancing for the processing and
sale of traditional exports, has come to dominate credit in the agricultural
sector.

This chapter is organized as follows: (a) a brief discussion of the financial
institutions; (b) a picture of the relative importance of agricuitural lending
by these institutions; (c) an overview of the activities financed: (d) a
precentation of the delinquency and refinancing problem; (e) a discussion of
the clientels; (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.

Centra] Bank of Reserve (BCR). As noted in Chapter 11, 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 that are available to intermediate financial
institutions for credit for selected purposes and/or certain
institutions. '

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 recsive 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.

Mized-commercial banks. There are nine of mived banks. All were
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 BCR 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 cajas located across the nation. FEDECCREDITO is an
ICI, and receives financing from the BCR and foreign assistance.
These funds are onlent to the cajas, which lend them to their
members. FEDECCREDITO and the cajas are authorized to receive
demand and savings deposits, but do not undertake these activities.
Small amounts of capital are mobitized throdgh 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 EI 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 overviesw. 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 smail 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 agricuitural credit flows (as measured by contracted credit)
and the year-end portfolios are presented in Table 1V-1. In 1984, for all
lenders, ¢1.6 billion was contracted and ¢1.5 billion was in the year-end
poruolio. Since 1950 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 the sector 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 in 1980. Furthermore, the
growth in the system is due to the sharp increases in refinancing.

Institutional Distribution of Credit

In 1984 the mixed-commercial banking sysiem 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 ioans.
INCAFE was intermediate in size with 9.1 and 4.8 percent of the annual {1¢ws
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 irt lending
to the sector and their share of credit increased considerably. The Mortgage
Bank and BFA increased their lending, in nominal terms but because of the
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strong growth of the mixed banks their shares fell. FEDECACES increased its
lending but still maintained less than 1.0 percent of the flows and portfofio.

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 cshow 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 1sss 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 most important purpose was 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
1879. A number of factors are responsible, unfortunately many of them
occurred cimultaneously, 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 colfee 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 probatile, however,
that much of the refinanced loans will not be recovered. In thic cence the
delinquency problem has been postponed; its impact will be felt by the
{inancial 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 1V-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 bants 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 the relative decline in
agricultural lending by BFA and the strong growth in non-agricultural
lending by the Mortgage Bank. Finally, when measured in real terms, all
institutions 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 are
mostly small- or medium-sized farmers. Consequently the size of loans
received by these persons is quite small compared to loans made by banks.

After the agrarian reform the situation changed. All banks, INCAFE and
FEDECCREDITO were acsigned Phase ] cooperatives and were expected to
attend to their credit needs.

As shown in Table 1V-4, between 1980 and 1984, the reformed sector has
received 18.2 percent of the credit flows to the agricultural sector. The
amount flowing to the sector has tended to increase over the period, which is
suggestive of an increase in demand or at least a greater supply to satisfy an
existing excess demand.

The number of cooperatives cerved by each type of financial institution
is presented in Table 1V-5. Itis clear that the BFA has been the single most
important institution in terms of number of cooperatives served. By 1984 it
financed 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 characterictics. First, there
has been & tendency for both the BFA and commercial banks to increase
teir relative importance. They have both tended to finance an increasing
number of cooperatives. The Mortgage Bank has remained active but has
decrezsed 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
thece 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 was also at
work, some cooperatives disbanded. This tended to occur in zones of serious
civil conflict.

The second characteristic is that the namber of cooperatives cerved has
declinad. In 1980, 256 received credit; by 1982 the number had ricen to
209; in 1984 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 they 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 11l beneficiaries recieved credit. This corresponds to 29.7 percent of
the total who have received land. Over the 1980-1084 period the number
financed has steadily expanded. About 30 percent of the credit activity for
Phase III has been concentrated in the BF4, who took it on as a social
responsibility. There was some activity by the commercial banks but none
Dy 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.

Savines Mobilization

Data on rural savings mobilization are aot 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 ratee of interest than savinos deposits which have no fixed time
period.

As shown in Table IV-7,in 1984, 78 percent of the combined savings and
time deposits were held by the mixad 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 mired banks grew considerably more
rapidly than did those in the Mortgage Bank. The mixed banke were
observed to agzresively pursue savings mobilization. Many used incentives
such as raffles to encourage saving. In addition, BFA's small level of deposits
declined considerably. FEDECACES's deposits remained at almost a constant
¢vel. FEDECCREDITO does not receive deposite.  With the exception of the
mixed banks, all institutions experienced real declines in their holdings of
savinge and time deposite. The growth in savings and time deposits by the
mired banks was strong encugh to compensate for negative effects of
infiation 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
in the banking system and the latier caused savers to shift to time deposits
that offered higher rates of interest.

Data for the depesits for the misxed banks and Mortgage Bank show that
the time deposits are largely held by medium- or large-sized businessman,
including farmers. The savings accounts are 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
V-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.

Surnmary and Coaclusions

There are six classes of formal market institutions operating in the sector:
nine mixed commercial banks, BFA, Mortgage Bank, FEDECACES,
FEDECCREDITO and INCAFE. Credit to the sector is concentrated among the
first three institutions, which in 1984 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 inctude the
large increase in refinanced loans over the period. If these credits were
ZCluded 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
1084 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 q.1
percent and FEDECACES and FEDECCREDITO 1 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 I
cooperatives. Consequently over the 1980-1984 period almost one-fifth of
the credit was directed to this group. Most institutions, except EFA, lent
very little or nothing to the Phase 111 beneficiaries.

Delinquency was a serious problem for all institutions. This was the
major 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

Backeround

The Agricultural Development Bank (BFA) was established in 1973 as an
autonomous public sector institution to provide financial and related services
to promote development of the agricultural sector. It superseded the
Administracion de Bisnestar Campesino (ABC) which was founded in 1962 as
a branch of the Ministry of Agriculture to provide supervised credit and
technical 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 Agriculturat
Development Rank.

The purpose of creating BFA was to serve the credit needs of all types of
farmere regardless of size. However, it ctill had a priority for providing
credit to the small-and medium-sized farmers. Morsover, it was intended
that the new institution would function as a full-service bank with the
characteristics and philosophy of a commercial bank. Provisions were made
o open three special divisions within the Bank: (a) Banking, (b)
development, and (¢} trust fund. The banking division was to provide credit
services to clients in amounts over ¢100,000. This division was also
authorized to receive deposits and perform other banking operations. The
development division was to serve the credit needs of small-and medium-
sized farmers. The trust fund division was responsible for administering
trust funds made available to the Bant:.

The Bank began its operations in May 1973, under the new law, and
with new executive personnel.  However, the line workers, the ABC's
administrative and field personnel, continued in their positions and carried
forward, a factor that hindered the change expected of the new bank and the
Philosophy of the predecessor institution. It was not until January 1977, the
Bank initiated mobilizing deposits in San Salvador, and the central office. In
1980, it opened the deposits window at La Libertad agency. In addition in
1980, it began to play an important role in financing the reformed sector
Pliase I cooperatives. At present, it provides credit resources to
approximately 50 percent of those cooperatives that receive credit.

Structure and Organization

BFA is governed by a board of governors composéd of representatives of
related ministries, presidents of BCR and BFA and the Agricultural
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Cooperatives Association. The board establishes policies which are carried
out by a board of directors and BEFA general management. The board of
directors provides guidance for operations and has the responsibility for
approving large-sized loans.

BEFA 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 agriculturaf inputs to both it clients and other
persons through three input stores. The Bank 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 shown in Table V-1, at the end of 1984, the BFA portiolio was ¢529
million. Between 1960 and 1984 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 was 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
1960 and 1984.

Distribution by Activity

Portfolio data are not available by activity financed. The information
presented in Table V-1 was estimated by applying the percentages of
contracted credit for each activity to the total portfolio.

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

Over the 1080-1984 period, the distributional patterns were similar,
except that both refinancing and “other” loans grew substantially in real
terms such that their refative importance also increased. In real terms, ail
crops financed experienced negative rates of growth. In contrast, positive
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real growth rates were observed for livestock, fisheriee, 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 thic measure.
First, there is a wide gap between BFA's contracted credit and the amount
disbursed. BF4 has only been disbursing about 75 percent of its contracted
(redit.  Consequently, the reported figures considerably overstate the
amount of funds reaching farmers. Second, contracted credit includes
refinanced loans, which do not represented any net additien to credit; they
are just paper transfers from production to prendario credit. Therefore, on
this account, the figures are also overstated. In the cass 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 ¢419.8 million in loans. As shown in Table V-2,
over the 1930-1984 period, the annual flows grew at an average annual rate
of 7.6 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
1880. It should be noted, however, that their lending was on an upward
trend. After falling in 1981 and 1982 the amounts of contracted cradit 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 bv 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. Suifice is to note here that over the
1980-1964 period, the real flows of resources to all ¢crops daclined and [lows
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
1980 agrarian reform, the institution became an important credit supplier o
the reformed sector Phase I cooperatives. Later, in 1982 it also began fo
finance Phase 111 beneficiaries. BFA has obtained substantial resources from
AID and IDE 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 1980 contracted credit was distrituted
between the Phase I clients and the non-reformed sector. The latter included
the small-medium-and large-sized farmers. In 1980, 40.5 percent of that
year contrated credit supperied the Phase 1 cooperatives and 595 percent
went 1o 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 111 beneficiaries, while 62.9
percent to the non-reformed sector. Financing to the Phase 111 beneficiaries
began in 1982. In that year they obtained 7.3 percent of the contracted
credit.

Between 1980 and 1984 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 registered in the non-reformed sector which grew at a rate of
0.3 percent. Phase ] cooperatives were much lower at 15 percent. In real
terms the growth rates were, -10.1, 53.9, and -3.2 percent recpectively, thus,
showing the fact that the real amount of resources flowing to all classes of
EFA clientsin 1984 was lower than in 1980, except, of course, the Phase 111
beneficiaries.  Mote, these fizures include refinancing and, therefore,
overstate the growth.

The distribution of annual flows to the different clientele is
dicagaregated by activities financed. The data for 19&4 clearly show BFA
lending patterns. The non-reformed sector receives the loan's share of
financing for “other” (95.3 percent), livestock and fisheries (86.2 percent),
and basic foods (6.4 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
cencentrated in basic grains, export crops, livestock and fisheries and “other”
activities. Phase I credit went mostly for export crops and to a much lesser
exient basic foods and other credits related to crops. Phase 111 beneficiers
recelved refatively little credit, but the bulk of what they were lent went for
basic grains.

Refinanced credit was concentrated in the Phase 1 cooperatives (67.8
psrcent) with most of the rest in the non-reformed ssctor (24.7 parcent) and
very little in Phase II1 (0.9 percent). This reflects the relatively greater
delinquency problems experienced by the Phase I cooperatives.

Over the 1980-1984 period, there has been a shift in the importance of
financing for the reformed sector. As noted above credit extended to the
reformed sector has grown at lesser rates than for the non-reformed sector.
There has also been a shift in activitizs financed. In 1980, the Phase I
cooperatives received proportionatsly much more credit than they have in
later years; undoubedtly, this reflects the government policy to trying to
provide the newly-formed cooperatives with 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. Indsed, the
increase in annual flows of credit to the cooperatives comes entirely from
refinancing. This again shows that less credit is flowing to thic sector in
1984 than in 1980.

Delinquency

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
increace over 1930 when the figure was 14.4 percent. In the intervening
years dellinquent leans 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
uniavorable 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
dus 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. BEfA's Pest-Dus and Total Portfolin, End-of: -vesr 1580-1934

(Million Colones)

Past due Not-Past-due &) Total
Year porifolio Percent poerifnlio Percent  porifolio b) Percent
1950 460 140 % 2729 860 % 3189 100.8 %
1931 69.0 193 % 187.6 80.7 % 356.6 100.0 %
1932 1052 278 % 2729 722% 378.1 103.0 %
1983 1105 252 % 323.1 748 % 4336 1000 %
1634 127.6 241 % 401.7 58 % 529.3 103.0 %

Source: BEA's finsncisl statements

a) The peast-due portfolio onty inctudes over-dus loans with an age of more then 90
days.

b) Totad portfolio includes reserves for bad debts.

Credit Deliverv Svstem

Terms angd 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 its loans were 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 medinm-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 perconal gnarantee and 24.4 percent
with liens on assets.

Short-term loans to Phase 1 cooperatives are guaranteed by the pledge
of the harvest as well as the 1STAendorsement. Other loans with terms up
to two years for amounts up to ¢10,000 are covered by a personal guarantee.
Finally, lcans 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.

Intsrest Ratee. BFA has as many as sixteen different credit linee, each with a
specified rate of inferest.  All rates must not excesd the maximums
eciablished by the Monetary Board, but they vary considerably. In the
1885/ 1960 agricultural year, loane made with BFA's own resources or with
most BCE rediscounts carried interest rates of 12 to 14 percent. The rates
for loans from IDE, USAID and FIDA funds were 9.0 to 12.0, 13.0 and 11.0
percent, rezpectively.

Anplication Phase

The potential borrower rust prepare a loan 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 application is reviewed by the credit ceordinator of an agency.
What happans nest depends on how the applicant is classified. Clients, are
classified ac 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
delinquent. However, he is still eligible for new loans. The D category 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 & client,
he is entitled to an automatic loan. Therefore, in this case the analysis
finichec with a review of the application.

For clients in other categoriss the agensy credit coordinator assigns a
credit agent to continue with the credit planning stage. The azent visits the
farm, inspects the Jand, the collateral, and requests other information that is
needed in the credit analysic and the final decision for approval or
disapproval. The credit agent submits a report to the agency, where it is
typed and forwarded for approval or further analveis. It could take from
two to four weeks bejore the application i 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 clients are classified as excellent
clients or are in the category of the automnatic credit. If the borrower is
considered a nermal client the agency committee can approve toans up to
¢25,000 and the zonal commilies up to ¢50,000. In case the borrower is
claceified as risky chent, the agency committee approves loans up ¢5,000

directors. These levels of approval authority are shown in Table V-5, HNote,

the board of directors must approve all 1oans that are over ¢50,000 and
ricky loans that exceed ¢25,000.

Tsble V-5 BEA Loan Approval Levels

Size of lnan Excellent Clients Normsl Clients Ricky Clients

Up 10¢5.000 Credit Cuordinator dgency Committee
¢ 5.001 10¢25000 Credit Coordinador Agency Committe Zonal Committee
¢25,001 10¢50,000  Agency Chief Zonel Committee Boerd of Direciors
Over¢50.000 Board of Direciors Board of Directors Board of Directors

Source: BEA Credit Deparunent.

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
processis 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 obtaining these loans.

Dizbursement and Implementation 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 disbureement is made in cash or in kind. Since the Bank
sells inputs it is eéasy 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
Banl's cffices.

The loans are supervised. Credit agents are assizned 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
dicbursements 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.

Repayment Phase

When the loan cames 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 cerrying out the loan recovery plan. 1In January 1984 a new
plan was developed. The most problematic clients are identified and special
efforts are rnade to collect their debts. When collection appears impossible,
the cace is forwarded to a special recovery committee comprised of the
deputy credit manager, the legal advisor, and the chief of the portfolio
recovery division in the central office. In cpite of those efforts, the
delinquency problem appeare more serious in 1985 than in 1864, because
the delinquent portfolio as of December 31, 1985 was around 28 percent
without taling into account the refinanced port{olio.

Procedures for Feformed Sector

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 (¢) a balance sheet and income statement for the
cooperalive. 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 coopsratives has been delayed because of the
delinquency problems faced by this type of clientzle.

BFA applies a group lending system for the Phase III beneficiaries.
Solidary groups of up to ten persons are organized. The maximum amount of
credit granted to these groups was ¢15,000, ie, maximum ¢1,500 per
individual person. The system has been successiul 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 protedures and documentation requirements may lead to delays.
The system 1s costly for both the borrower and the Bank. The procegures
are basically designed o conirol the flow of credit to targeted activities and
to supervice credit use in an atlempt to avoid diversion of funds to non-
authorized purposes.

The high costs of dslivering and receiving credit serve as rationing
devices that exclude farmers from getting small loans and encourage the
bank W work with clients seeking large loans. To combat this problem for
the Phase 111 beneficiaries BFA has instituded the solidarity group loan. This
bas been implemented with relative success.

EFA is concerned about the high costs of credit delivery. It has
streamlined procedures somswhat with a new client classification system
that reduces bank and borrowsr paperwork, 1or borrowears 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 futher reduce
credit delivery costs. One solution that would significantly reduce the need
o supervise and control ¢redit would be to raise loan interest rates to
market levele. If this were to occur, borrowers would be much 1éss prove to
divert credit and, therefore, the costly control and supervision procedures
could be substantially streamlined.

Indicators of Cradit Demand

There are several indicators that TFA is not satislying the existing
demand for credit. First, the Bank receives more applications than can be
approved. Of the amount of loans approved it contracts a lesser amount and
disburses ¢ven less. Over the 1980-1084 period, BFA approved an average
of 7 percent of amounts requested. In 1984 it only approved 82.9 of the
amount requested, contracted 95.7 percent of the amount approved, and
disbursed only 69.2 percent of the amount contracted. See Table V-6. The
armount disbursed was only 54.9 percent of the amount requested:

One explanation for the large gap bstween loans approved and
disburcements may be a shortage of funds. Another is that some
disbureements 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, ic very liberal
in its loan approval. Then, in the process of contracting and disbursment it
can 2pply ratioming mechamems to provide less amount than planned.
All of thess exDlanauons conlributle to the difference, but because of the size
of the gap on a regular basis it would appear that the last explanation is
probably quile important; the first two could be readily dealt with by batter
planning.

S-a"/'ing_s'

Although the bank was authorized to receive deposists, it did not began

to accept deposits until 1977, and then in two agencies: San Satvador and
the Central Office. In 1980, it expanded this capacity to La Libertad Agency.
Table V-7 providec information on end-of-year balances of deposite in the
thres agencies. Ac shown in the table, since 1977 the total amount of
deposits decreased in both nominal and real values,
The same phenomenon was observed for all classes of deposits: demand,
savings and Ume. There are several ¢xplanations. BFA has never had the
need to rely on deposits, it has always had access to other surces of funds
that are czster to obtain end lees expensive. Examples are foreign assistance
and government grants or subsidies. In addition the management of the
bank has traditionally had a development bank ori¢ntation 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
1880 BCR's rediscounts and the Banli's own funds were the main sources of
loapable funds. Since 1930, however, BFA hac relied increacingly on loans
from USAID and IDB. Ac of the end of 1984, BFA has received ¢170.2 million
from USAID and ¢197.7 million from IDB. Next in importance were BCR
rediscount accounting for 23 percent of loans.

The relative importance of deposits in relation to BFA's portfolio is not
significant. In 1880 when the amount of deposits reached the highest level,
deposits only represented 12 percent of the portiolio. This is another
indicator of the relative unimportance of deposiis in BFA's manner of doing
business.
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Summary and Conclucions

BFA is the most important institution providing credit to the agricultural
sector. It has network of twenty-five branch offices located throurhout the
country. The bank has had an imporiant relé in financing the reformed
secwr; it grante cradit to almost 50 percent of the Phase I cooperatives and
accounts for a large portion of the credit provided to the Phase III
beneficiarieg

(oS W Sope 1

E?

e EFA credit delivery system is complex, lengthy, and costly for both
the Bank and the borrower. There are delays in loan approval and the
timely delivery of credit. Efforis were made to simplify the system in recent
years. A set of criteria for client classification was developed and a fast
mechanism of loan approval for good clisnts was implemented. Moreover, a
group lending system wac implementsd to deal with small-cized farmers,
both Phiase 111 beneficiarizs and others. Neverthelecs more can be done to
improve the credit delivery system and lower borrower and EFA costs.

Over the 1980-1984 period there was an average annual 4.5 percent
decline in the real amount of BFA c¢redit. The decline in credit for
agriculiural crop production was ¢ven meore severe, because increasing
arnounts 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 1984 than in 1980.

Most of BFA new credit is for short-term production purposes. It is
heavily concentrated in basic grains and traditicnal exports. In recent years
tiere 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 ceooperatives and 5.2 percent went to Phase [II
beneficiaries . Almost two-thirds of the credit went to the non-reformed
sector.  Reformed sector financing of new credits was concentrated in
waditional exports and bacic graine, The bank's growth activities of loans for
livestock, fisheries were heavily concentrated in the non-reformed sector.
This shows that lending to the reformed sector has been for traditional, non-
experimental activities. In contrast, the non-reformed sector is more
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venturesome by obtainng credit to enter new lines of enterprices.
Delinquency is a major problem. At the end of 1984, 24.1 percent of the
portfelio wes in arrears 90 days or more. The preblem, however, is much
more severe. Much of EFA portfolio, ecpecially in the reformed ssctor
cooperalives has besn refinanced. Inoeco, these loans accounted for 40.2
percent of all credit flows to the Phase 1 coopzratives in 1984, Phase 111
lending wac much more favoratile, only 3.2 percent wac in refinancing.

ZFA n:a: moest of ile leans at cencescicnary interest rates. These rates
in themeslves give rise to an ewcess derndna Ior crr—alt The elffect of
inflation in recent years had been to make the real valne of most of these
rates negative, a factor which serves to increase the excess demand.

The cencessionary interest rate structure is one of the major factors
centrributing to BFA's consicerable financial problems because it decreases
the bank's revenues, limite ite ability to mobilize savings, males it more
subject to political precsures (because of the implicit income transfers with
the interest rate subsidy) and forces the bank to undertake costly non-price
raticning mechaniems in order to ration credit in a situation of excess
demand.

BFA hias been authorized since its founding to mobilize demand and
savings deposite. The Bank, however, has done very little, only operating
deposn‘, 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
e same time offer competitive deposit rates. Furthermore, the Bank has
not newded 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 govarnment subsidies.
With inzxpensive funds available {rom these sources there wac little
incentive to mobilize deposits. Thus, these conditions plus a development
banking mentality Dy its officers and technocrats have kept BFA from
becoming a true financial intermediary that both coliects 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 hieavy conceniration of emplyees in the central office. With its social
mission of serving small farmere it has to undertale costly loans. The Bank
has had to take in a political role. For example, it has had to assume an
inordenate portion 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 delinguency problem hac alco raised costs in that it has
inmobilized or sterifized a considerable portion of the portiotio as well as
raising loan recovery costs.

ol
q
%
@
.
w
oY
3
[o\
«
o]
T
Y

Warness of these problems under the current BFA

manegement as the Lank has expenienced a jesser amount of the real
Joanable funde Cue to the effects of inflation, high levels of delinquency and
proepecle for lece forsign assistznce. Upder thece circumstanzes ‘he Bank
hze begun to ¢e2k waye W reduce some costs. The clacsification of clients
and lending o solidarity groups are ¢3mmples of offorts to cut costs. There ic

also interest in mobilizing deposits. These are good siarts, but much more
needs  be done. The interest rate structure will be & key factor in BFA's
success. If concessionary rates were eliminated the Panlk would gain more
fevenue, be able to moebilize more deposits, and, thsrefore, would become
more vizble Tinanaal institution. Other effects would be to reduce excecs
c¢emand for credit and the need jor non-price rationing mechanisms, make
the Bank lecs subject to political prezsure enhance the =fficient use of credit
in the economy, and reduce BFA's depandency on {orsign assiciance and
government subsidies. Raising loan rates sufiiciently to eliminate the
concessionary aspects will be difficult to do in the current political
envirenment, with the high levels of inflation and because of a long history
of using cheap credit o 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- MI¥ED CORAM

ERCTAL PANES

Intrednction
On March 7, 16&0, under Nationalization Decree 156, the nation's
cormercial bankes (with the nowable sxcedtion of the Mortage Banli) and
savings and joan associctions werée naticnaiized. This was done to give the

ver these institutons as well ac to break up the
: helr ownerehip, which was concentraied in the hands of
€W DErsins who wWere simulianeously the main users of Ninzncial

With mationalization, a majority of the stock in each bank is
e government. Consequently, the commercial banks are usually
rred to as muxed banks. There are mine such banks Eanco Agricola
ercial, Banco Capitalizador, Banco de¢ Comercio, Banco de Crédito Popular,
nco Cuscatlan, Banco de Desarrollo e Inversién, Banco Financiero, Bancc
sreantil and banco Salvadorzfio. The banks provide all of the financial
ervices that are tyrical of commercial banke.
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structure and Oreanization

The mzed commercal banks’ structure and Operations are subject to the
Law for Credit Institutions and Ausmliary Organizations (LICOA) as well as
policies and regulations set forth by the Monstary 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 t =0 percent and individuals or legal entities up to 29 percent. No single
incividual or entity, however, may hold more than 1 percent 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. Twio of these persons,
the president and vice-president, are appointed by the Monetary Board.
This solidifies the government's control over the comnmersial banking systern.

The mized banking eystem ie structured similarly acrocs banks. Each of
the banke has its headquarters office in San Salvador. 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 deposit functions. Lending, at least for large loans, i mostly
carried out in the headguarters office.

Thie operational structure is repres entati"a of agricultural credit.
Agnicultural 1oan officers umahv reside in San salvador nd irevel o the

1
departments W visit cisnts. Most loan Uar':—,a:tm ng zhe place i the capital
city. The branch officec i the departmente have 1tdc to do with mal'_znﬁ
loane. Thelr actvities are himiled w disburcements and repaymente. This
operational simictire anc style of operalions is a carryover {rom the pre-
197G per1od, wnen most of e maer agricultural 1a lac resided in San
Salvador, although their lands were located in other parte of the country.

Table VI-1 pressnis infcrmation on the ctructure of sysism. It is
noteworthy that thers are alinest as many bank offices in the capital city as
in other depariments. The table also how" the significant differences
among the banlisin t srme of the numbere of their offices and the exent that
ey are spreasc irouThout the naton. F1v of the banks have siz or ceven
offices in the cap.:ta cit’-f. Only three have ag 1 any offices in the
departmente. The Banco de Comercio has the largest number of brancheg,
ten, ouiside San Salvador. It is {ollowed by Banco Salvadorefio and Banco
Cuscatlan with mine each. In contrast. Bance Financiere has none.

Le measureC by size of loan portiolio, Banco Cuscatlan, is the largest,
holding nearly 25.Q percent of the total, as of December 31, 1984, It chould
be noted that thic bank merged with the Banco Internacmnal in 1962, a
factor which contributes 1o its large size. The only other banks with more
than one-tenth of the system’s portiolio are: Bance Agricola Comercial (15.8
percent), Banco de Comerco (122 percent), Bhrxco Capitalizador (11.8

percent) and Banco Salvadorefio (11.4 percent).

[

o]

A¢ shown in Table VI-1, the Banco Cuscatidn has the lar rgest portion of
the mixed banking system's deposite, holding 23.1 percent of the total.
Three other institutions hold more than one-tenth: Banco £gricola Comercial
(21.7 percent), Banco de Comercio (146 percent), and Banco Salvadorefio
(125 percent)

The atove »lwally shows that the mized banking system has a
considerable degres of concentration. First, its operations are centralized in
We capital city. Second, ite loans and deposite are highly concentrated in
five of the eysiem’s nine banke,
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Credit Portiolin

Diziribution bv Institution

Le noled above, at 145 S
(oncenuated an several banke One bank, Banco Cuscatlan had more than
one-jourth ¢f the outsianding T four largest banke, ac
s Y. Therefore, five of the
¢m's portfolio.

Growth of Svstem

At the end of 1034, as shown in Table V 1-2, the combined loan portfolio
for all commercial banke was ¢2.2 billion. Between 1980 and 1984, the
cembined portfolio grew at an average annual nominal rate of 12.3 percent;
In real erme the rate was -0.5 percent. The latier ligure shows that, after
taking zccount of inflauon, there was a elight decling in the real value of the
n

syswm e pordolic over the five-vear period.

Sectoral Tnciritution of Fortiolio

At the end of 1984 loans to commerce accounted for the largest portion,

>.2 percent, of the system's portfolio.  Agriculture was next with 17.9

percent. The other sectors in decending order of importance were industry

16.1 percent and consiruciion 7.8 percent. Ancther 33.0 percent was in the

rest of the economic activities. It g mportant to note that 28.1 percent of

the portfclio consisted of refinanced loans, a symptom of the banking
system’'s delinquency problem.

-1984 period, the nominal value of the portfolios for all
“iCed positive growth rates. When converted to real terms, all

U agriculture and construction, grew or remained about the
sume. The agricultural and construction portfolios declined slightly in real
terme, -1.9 percent, and -3.3 percent, respectively. It is important to note
the high growth rate of refinanced leans; in nominal terms thev increased at
an average annual rate of 17.4 percent and in real terms 4 1 percent. This
reflecte e government’s policy of refinancing delinguent loans, especially
Wose in the agricultural sector. It 15 clear that this has been the growth
SeClor in the banking system's portfolio over the five-year period.
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If the need for refinancing had not existed, it is certain that fending from
the mixed banking system would not have experienced as much growth as it
did. Refinancing does not represent any new credit, it ic 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.
Eecause 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 as a
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 Tabte VI-3, the system contracted ¢3,768.3 million
in loans. Over the 1980-1984 period, the average annual flow of credit
from the mized 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 198 1.
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
largely attributable to the low levels of lending in 1960 and 1981 and the
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
e¥plain 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
prendario. Those figures appear once in the end-of-year portfolio, but are
registered twice as flows.

Sectoral Distribution of Flowe

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 1980-1934 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
1053, 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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Agzricultural Credit

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

Most loans are for production credit with terms of one-year or legs. 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 [or periods of ten years or more.

Distribution in Mixed-Banking Systern

Ag shown in Table VI-4 the distribution of the agricultural credit
pertiolio in the mixed banking system was concentrated. At the end of
1884, the Banco Cuscatlin held 25.9 percent of the system's portfolio,
followed by the Banco Agricela Comercial (15.8 percent), Banco de Comercio
(12.2 percent), Banco Capitalizador (11.8 percent) and Banco Satvadorefio
(11.4 percent). The three banke 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 mixed banke' total portiolio 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 Crédito Popular to 21.6 percent for the Banco de Desarrollo. It
is noteworthy that the largest lender to the sector, Banco Cuscatlan, held only
23.6 percent of its portfolio in agriculture.

ReTormed 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
biggest commitment to the reformed sector was the Banco Salvadorefio,
which niot only liad the largest portfolio but also was the institution with the
largest portion, 54.4 percent, of its agricultural portfolic placed in the
reformed sector. The Banco Agricola Comercial was next, followed by the
Banco Cuscatian.
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Distribution of Portfclio by Activity

At the end of 1984, as shown in Table VI-5, the mixed banking system’s
portfolio was highly concentratad in El Salvador's traditional export crops of
colfee, cotton, and sugarcane, which acconnted for 45.3, 18.7 and 9.6 percent
of the non-refinanced total, respectively.  The outstanding loans for
livestock, poultry, corn and other crope were coneiderably less important,

Over the 1980-1954 period all activities financed experienced positive
nomnal growth rates. The refative imporrance of the three principal crops
remained the same. There was, nowever, some chift in the shares. Most
noteworthy was the slow grovith in cotton and basic grains. There was rapid
growth in lending for livestock, poultry and [lisherise. Refinancing also
increased very rapidly.

Information on annual cradit flows, as measured by credit contracted, is
presented in Table VI-6. Again, it shows the heavy concentration in lending
for the thres traditional SXpPOrt crops. In 1984, 852 percent of total
contracted loans were in coffee, cotton and sugar cane which received 58.7,
21.7 and 4.8 percent, respectively. Over the 1980-1984 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 of
their chare 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 ¢rops has shown negative average annual rates of growth.
On the other hand, credit flows to livestock, poultry and ficheries, and
beskeaping have increasad at rates of 61.6,87.7, 594 percent, respactively.

The above ligures include refinanced loans. For the reasons explained for
the total portfolio, the flow figures are considerably higher than the ond-of-
year balances. In the case of agriculture the differences are even more
marked Lecause of the large proportion of the flows that represent short- or
long-term refinancing.
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Delinquency

Delinquency is a problem for the mixed banks; especially in the
agricultural sector due to the various problems and special circunstances
experenced 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, siiz 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 106 percent. Much of the
detinquency, however, has been mitigated by the heavy relinancing of loans
in arrears.

Relfinancing

Refinanced credit is reported separatsly in the year-end portfolio. As
shown in Table VI-5, there were ¢257 million in refinanced agricultural
loans in the portfolio at the end of 1084. The importance of refinancing is
shown by the facts that these loans were the equivalent of ©4.8 percent of
the non-refinanced agricultural loans and 39.3 percent of the sum of
refinanced and non-refinanced agricultural lcans.

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 1980 the refinanced
portion of the portfolic 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 chows 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
peried. Coifee has consistently been the largest recipient of refinancing, and,
apart from basic grains, has the largest average annual growth rate.
Relinancing for cotton increased sharply up to 1962 and then began to
decline, presumably because of the decline in the importance of this crop.
The fact that refinancing has been concentrated in the traditional export
erops reflects the importance of thece crops in the agricultural portfolio, and
the fact that production loans for thece purposes are always refinanced as
prendario loans for a short-term after the harvest and when the Crop is
delivered by the producer to INCAFE or COPAL. Therefore, the growth of



701



115

refinancing for these crops reflects the short-term refinancing counterpart of
the increases in the absolute amounts lent for production over the 1980-
1984 period. It also is due to major difficulties that were encountered in
marketing and production conditions during the period that contributed to
delinguency and, hence, the nesd for long-term refinancing.

Exact data on the mixed-bank's clientele i5 not available. Nevertheless
some generalization is possible. The mixed banks have mostly lent to the
medium-sized farmers of the non-reformed sector who are the principal
producers of the fraditional export crops. These banlis infrequently lend to
small farmers, to those of sither the reformed or non-reformed sectors.

The mixed banke, however, have lent extenzively to the Phase |
reformed sector cooneratives. After the land reform, each bank was
assigned specific cooperauves and made loans accordingly. Over the 1940-
19864 period the banks have began to work with some additicnal
cooperatives, while they have discontinued working with some of the more
preblematical ccoperatives. Most of the latter were picked up by the
gcnicultural Development Eank, however, their delinquent portfolio
remained with the m. ed banlks. 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
agricuitural portfolio.

Credit Delivery Svstem- Aericultural 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
(ICls) epecilied by the Central Bank. These are described in Chapter I1.

The mixed banks have some latitude in terms of their requirements and
precedures.  For loans made for traditional exports in the non-reformed
sector, the banke typicallt require that the borrower have a checking
account and keep a compencating balance of some & or 10 percent of the face
value of the loan on deposit in that account. The banl 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 inierest paid by the client on the



loan. The reformed sector is not required to mest thie condition. Therelore,
under this arr JI“T*:."IZ":"'II these clientls are getting an 1mplicit interest subsidy

s

that is not offered to other borrowers.

The mammum contractual rate of interest is established by the Monetary
Board, howaver, many of the rediscount lines have lower rates (See chapter
I1 for the rate ctructure). Most loane 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 guarantes, 17.2 were
backed by the pledge of the crop and 12.2 percent with a morigage on fixed
assets.

&s noted previously, most agricultural credit transactions are carried out
by agricultural loan agents who work out of the headquarters office in San
Salvador. Thic is common because of the highly-ceniralized operations of the
banking system. Moreover, many of the clienis have residences in the
capital city, and, furthermore, becauss ¢f the small size of the country it is
relatively casy for the credit agents to travel to the countryside.

The Phase ] cooperatives have special requirements. They are required
to develep a farm plan when they apply for short-term production credit.
An apphnuon for an invesument loan should be justified by a f{easibility
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 bank has been acsigned one or more agronomists paid
by the project. These credit agents have proven helpful in working with the
cooperatives in decigning projects for financing and in facilitating the
relationship between the bank and the cooperative.

The credit delivery system of mixed banks appears simple. However,
there are considerable borrower transactions coste which include time spent
in paperwork and documentation, taxes, lawver's fee, the compensating
balance, and the registration of loan document. For small-size loans, thece
transactions coste make it unprofitable wo g2t a bank loan.

Since most mitxed banlk's loans are financed through rediscounts from
BCE, once the bank approves the loan the documents should alse be
approved by this institntion. In the case of 1oans to Phase [ cooperatives, the
cocoexau"* must have the required Salvadorean Institute of Land
Tra nsformmon {ISTA) endorszment prior to contracting of the loan and the
disbursement.
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D=pocits

Mized banls receive four types of deposits: demand, savings, time and
loreign currency. At the <nd of 1964, as shown in Table Vi-§, the mized
percent wes in tme deposite which are fixed-term depomits with periods
ranging from 60 to 360 daye. Another 20.7 percent were in savinge, which
nave no finzd erm, 28.¢ percent were in checking accounts, and only 0.3
percentin foreran curyency.

Owver the 1980-1664 period, total deposits grew in both nominal and real
terme, at the rates of 195 and 5.9 percent, recpectively. Much of the
mcrease occurred 1 1984,  This probably reflects the beginning of the
economic recovery as well as increased confidence by the public as a result

of the elections and a decline in civil strife.  Ancther factor ic the extensive
savingse promotion campaigns undertaken by many of the banks. The

campmgns inciude advertsing and raffles.

Over ths period the relative importance and shares of deposits changed
markedly. The major shift was in the increasing importance of time deposits
and the dechning chare of demand depesits. In 1980, time deposits only
accounted for 19.& percent of the total, whereas savings and demand
Geposits were 360 and 43.Q percent recpectively. Whereas all classes of
deposits have mcreased in nominal terms, it is clear that as the nation gained
more liquidity it increasingly placed it in time deposits. One probable
exDlanation is that as the rate of inflation increased, the opportunity cost of
Placing funds1n demand and savings deposits rose considerably. Another is
thatin lzst several years the community regained its coniidence in both the
banking sysi¢m and in El Salvador and, therefore, increased its bank
deposits at lome rather than investing abroad or non-financial assets. These
same factors may ¢:plain the sharp increases in deposite in foreign currency.
It 1s notzworthy that this all occurred over a period when the level of GDP
wat declining, although at a progressively slower rate.

The mized banle have well-sctablished systems for receiving deposits.
They operate demand, savings and demand depesite 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 most stmall farmers.

Most mized bank clients’ for demand deposits are found among medium-
and large-sized businecsmen engaged in commercial or industrial activities
and medium-or large-sized farmers. Since, most banks required a minimum
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Over the 1980-1934 period, the relative importance of the sources has
not varied. The sharec have altered, however, ac the banking system has
Increasingly relied more on its own resources and less on Central Bank
rediscounts. This trend probably reflects the fact that the banks were able
W increase their deposits substantially over the period.

Summarv and Conclueions

El falvador hae a system of nine mined commercial banks which have
majerity Zovernment ownership and, hence, control. The systsm is highly
concentrated in San Salvador with almost half of its ninety-one offices
located in the capital city and with most dacision mal..mg, including
agriculture lending, being made 1n the home office. The activities in the
fvaiam are conceniratad i five Lonbe, with one tank, Banco Cuscatian, being
the predominate mnsitution, as mezsured by sizze of total loan portfoho,
denesits and egricultural 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
1660 and 1984. Much of the increase occurred in 1984 and there has been a
trend ror the share of time deposits to increase in importance, such that by
1984 they became the most important, accounting for 41.7 percent of the
total. Thic 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 caving. 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 1981, but after that year and through 1964 there
was growth in the portfolio, such that by the end of the period the real vatue
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 1884. The improvement in economic conditions,
political stability and the increasingly extensive refinancing ewplain this
Phenomenon. This growth is somewhat misleading because of the sharp
increases in refinancing that are included as part of annuat flows. Were
refinanced loans eliminated the real growth of new credits would have been
considerably lower.

The nine mixed 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
Cuscatlan 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
cotfee, cotton and sugar cane. Over the 1980-1984 period, coifee 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 graine has tended to
decline, whereas credit for pouitry, livestock and fisheries has increasad.

Much of this growth reflects increases in refinancing, which increased
considerably over this period. Between 1980-1984 refinanced- agricultural
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Joans increased at an average annual rate of 33.6 percent such that by 1964
they accounted for 39.3 percent of the agricuitural portfolio compared to
23.4 percent in 1980. The growth in refinancing is due to the increases in
the credit extended for coffee and cotton, which have a built in short-term
refinancing feature when the crop is transferred 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 resuited 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 BCR.

Agricultural credit is directed mostly to medium-sized farmers who
cultivate traditional crops. They also lend a considerable ameunt 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
extended to cooperatives. In the last several years some of the more
problematical cooperatives have been shifted t 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 EANK

Intreduction

The Mortgzage Bank (BH) was founded in 1935 It functicns as a
commercial bank, but has the additional and unique characteristic to issue
interest-bearing mortgage certificates. Among, El Salvadorean banke, 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 Organization

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

The Mortgage Bank has 9,000 outstanding shares of stocl, of which 98
percent are owned by the Coffee Producer's 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
exchange 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 1960 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 ite lending increaced through 1983 and then declined in
1964 to about the same leve! as in 1962, Small decreases in lending for
agriculture and construction in 1964, accountsd for the decline.

Growth n real terms, after taking account of inflation, was negative. The

average annual decline was -§.1 percent. Clearly, the BH portiolio was
coneiderably lower in 1084 than in 1950,

Sectoral Distribution

In 1964, refinanced loans accounted for 43.9 percent of the Bank's
porticlio. Agricultural credit was next in importance with 21.4 Fercent and
was followed by commerce with 17.9 percent. The only other sectors
accounting for more than 1 percent of the total were industry and
construction, with 7.9 and 7.§ percent, respsctively. The importance of
agriculture in the portfolio is clear. If the agricultural portion of the
refinanced poruolio is included, 39.6 percent of the portfolio would
correspond to this sector.

Quer the 1980-1964 period, the relative importance of the portfolio’s
components have remained about the same, ezcept for the fact that
refinancing arew rapidly up through 19863 when it leveled out. Apart from
refinancing, only loans to industry and mining experienced positive growth
rates. 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 portielio
for the nation’s most important productive sectors was much less in 1984
than 1980.

Annual Flows of Cradit

Whereas the analysis of the portiolio provides the size and composition
oI 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
establishraents, will be made and repaid in the course of the year. Annual
flows for the Mortgags Bank are not available, but data are reported for
contracted cradit. These data will overstats the actual {lows for two reasons.
First, all credit contracted is not dishursed. Second, there may be
considerable double counting with refinanced loans if the reflinancing is for a
loan that was made previously in the same year.
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Growth

Over the 19860-1984 period, as shown in Table VI1l-2, the nominal
annual flows grew at an average rate of 24.8 percent. in real terms the
growth rate was 10.6 percent. The real value of total flows remained about
the same from 1930 through 1983 and then increased sharply in 1943 and
1954,

Sectoral Distribution

In 1984, commerce was the largsst recipient of credit with 54.6 percent
of the flows. Refinancing was next with 22.3 percent and agriculture
followed with 195 percent. Between 1980 and 1984 commerce, refinancing
and “other” credits showed positive nominal rates of growth. In real terms
the growth rates for only commerce and reflinancing were positive.

Therefore, the flow measure, like the portfolio measure, shows that
lending to agricutture declined over the period. Relinancing and commerce
were the cectors experiencing the highest growth. Refinancing increased
considerably between 1980 and 1983 due to heavy relinancing of
agricultural loans in the first years of the period. Commerce did not grow
much until 1983 and 1984 when there was more political stability and
improved economic conditions.

Agricultural Credit

Agricultural lending is a major endeavor of the Mortgage Bank. It makes
mostly short-term production 1oans of lecs than one year. A majority of its
borrewers 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 1080-1084 period, the real values of
agricultural fending 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 1980.
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Distribution of Portfolio by Activity

The 1964 end-of-year portiolio, presented in Table VII-3, shows that
50.2 percent of the agricultural portfolic was in refinanced loans. Coifes
loans accounted for 2¢.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 1980-19¢4 period, BH consistent!y placed the bulk of its new
credit in these two traditional export 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. Relinanced credit also grew through 1983, before
declining. The distribution by flows, presented in Table V1I-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. In 1984, these two crops accounted for
606 and 27.0 percent of the total agricultural refinanced portiolio,
respectively, ie., combined, they represented more than three-fourths of
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 <rops 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 1083, whereas cotton
refinancing leveled off after 1932.

When measured by credit flows, as shown in Table V11-6, refinancing for
coifee is completely dominant. The reasons are because of the
overwhelming importance of this crop in the portfolic and because the
production credit is refinanced in the processing-storaze-marketing stage.

o
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Client=le

The Mortgage Banli has traditionally zerved medium- and large-size
farmers, mostly producers of traditional export crops. Since the land reform
it has continued mostly with thie clientele. It was ascizned fourty-zight
Pliase I cooperatives of the reformed ssctor. In 1985 it was working with
thirty-one of these. It discontinued worling with those cooperatives with
which it had serious problems of delinquency. These four were transierred
o the Agricultual Development Bank. however, their delinquent portfolio
remained with the Mortgage Bank. BH has not lent to any Fhase 111
beneliciaries.

Dalinguency

The Mortgage Bank has a serious delinquency problem, at the end of
1934, 20 percent of itz portfolio was in arrears. For agricultural loans the
problem is worse, 3! percent ¢f the loans are delinquent. The heavy
relinancing is also symptomatic of the delinquency problem. Some 44
percent of the total porticlio is refinanced and almost half of this in
agriculture. Some of this is in short-term refinancing but much of it is
derived Irom refinancing of delinquent loans. BH anticipates preblems in
collecting much of thess funds,

Credit Delivery System-Aericultural Loans

Yirtually 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 {ICls) specified by the Central Bank. These are described in
Chapter I1.

The Mortgage Bank 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 acconnt
and leep a compensating balance of some 5 or 10 percent of the face value
of the loan on deposit 1n that account. The Bank will lend the clisnt up to ten
times the amount on deposit. Of course, BH can lend the borrower the
amount to be placed on deposit. The end recult 1s that the deposit cerves 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.



134

The maximum contractual ratz of interest is established by the Monstary
Board, however, many of the redizcount lines have lower ratec (see Chapter
I Tor the 1ate structure). Most loans are for production creditz of one year
or less. For thic typs <f lcan the typical collateral is a personal gnarantee.

As noted previocusly, most agricultural credit trancactions are carried out
by agricultural loan agents who work out of the headquarters office in San
Salvador. This 1s commeon because of the highly-centralized operations of the
Bank. Moreover, many of the clients have recidences in the capital <ity, and
furthermore, because of the small size of the country it ic relatively easy Jor
the credit agents to travel to the countryzide.

The Phase ] cocperatives have spacial 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 Ceoordinating Unit of Credit Agente projects.  Under this
arrangement EH has been ascigned agronomists paid by the project. These
credit agents have proven helpful in working with the ccoperatives in
designing projecte for financing and in facilitating the relationship between
the Banl and the cooperative.

The credit delivery system of BH appears simple. However, there are
considerable borrower transactions coste which include time spent in
paperwork and documentation, taxes, lawyer's fee, the compensating
balance, and the regisiration of loan document. For small-size loans those
transactions cost mak.e it unprofitable to get a bank loan.

Since moct EH loang are financed through rediscounts from BCR, once the
Bank approves the loan the documents chould also be approved by this
institution. In the case of loans to Phase 1 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 Banll relye mostly on its own resources -- capital, demand
deposits, savings deposits, time deposits and mortgage certificate deposits--
as sources for its loanable funds. A< shewn in Table VII-7, for each year in
the 1980-1984 period, between 66 and 7Q percent of their funds come from
its own resources. Almost all of the rest were from Central Bank rediscounts.



mu Yll 1. %vrm qfl.owwr funds.of tbe. Hprteage Bapk, 1950-1991
o SORRRPRORES (11111, Cohnn)

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

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

v OWNrLIPUTEES
v Eprtignresqureey
o . BER FASPUCSES
v LDE LEsqUrEes .

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

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

Average annual
)ty Fgrquth,

sel



136

These funds were mostly directed to financing of agricultural activities,
including the reformed sector cooperatives,

D=pocits

The Mortgage Bank 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 icsued for periods of five or ten years. They carry a fized
interest rate. In 1985 the rates were 12.0and 14.0 percent, respectively for
the five-year and ten-vear certificatzs. These rates, as well as the mazmum
mterest rates for other deposits, are st by the Monstary Board.

The distribution of deposits at the end of 1064, is presented in Table
VII-6. 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 1980-19&4 period. The notable exception is the decline in
demand deposits.

Over the 19§0-1984 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, experienced 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
interestin 1984.

The EH has established policies regarding depesits. To open a new
checking account a minimum deposit of ¢1,000 ic required. For time
deposits the minimum amount is ¢500 and is ¢25 for savings deposits. The
Fank has begun to carry out promotion campaigns to mobilize savings and
the s2ll mortgage certificates.

Most demand deposits holders in the Banl: are medium- and large-sized
farmers, notably coffee producers, cotton producers and catttemen, as well as
businessmen. Since the BH requires a sizeable minimum deposit to open an
account this service ic 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 majority of these accounts correspond to branches
located in low-income urban areac and some rural arsas.

The amount of deposits in the branches outzide the capital city are
reported to be impertant. Some 52 percent of the combined amount of
deposits correspoend to departrnental branch offices,

Summmary and Conclusions

The Morigage Eank, lounded in 1935, is a private-ssctor institution that
Oprrates as a commercal banl, but has the unique capability of raising
funds Ly izsuing mertgags certificatse. It has alwave Leen a major lender to
the agricultural sector and its clientele in that ssctor mostly consiste of
medium- and large-sized farmers who grow traditional export crope. Since
the agrarian reform, it has also sxiended credit to Phace | cooperatives.
AbOUL 40 percent of its agricultural portfolio is in loans to this group.

Between 1960 and 1964, BH experienced a negative average annual
growth in its portfolic of -§.1 percent. Lending to all sectors except mining
and indusu'y declined. Acricultural loans accounted for 21.4 percent ol the
1634 portfolio.  Strong erowh accurred in refinancng such that by 1984,
this type of loan accounted Tor 43.9 percent of the portiolio, reflecting the
Banli's earlier problems with delinquent loans and the need for short-term
refinancing for the processing-storage-marketing of coffee and cotton, the
twd Crops that strongly dominate its agricultural credit portrolio.

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

The azricultural credit delivery system is costly for persons who are
inexperienced or who want small loans, one factor that explaing why BH does
net have many loans for small farmers.

EH has used Central Bank rediscount lines to finance much of its
agricultural portfolio, but also hag used considerable amounts of its own
resources from deposits and capital. Time and mortzage deposits are
dominant in its deposit portiolio. Between 1980 and 1984, the Eank 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-interest
bearing mortgage certificates, the dacline would have been more severe.
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VIII- NATIOMAL COFFEE INSTITUTE (INCAFE)

In 1979, as part of the structural reforms of the new government, the
National Coilee Institute (INCAFE) was created as a public institute with
bread powers over the marketing and financing of coffee, Fi Salvador's most
important crop. INCAFE supplanted a private-cector entity, La Compaiiia
Salvadorefla del Caré, S.A. In contrast to its precedecesor, INCAFE was given
the exclusive right to market Salvadorean coffee in foreign marlets and
copsiderable control over sales in domestic markets. With this change, the
markeung of colfes was placed in the hands of the state. It should be noted,
however, that coIfee preduction and processing remains in the hands of the
private and reformed sectors.

Although IHCAFE's main function is markeling it is also important as a
financial institution. Over the 1980-1084 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, IHCAFE ic authorized to: (a) extend
cradit for the producing, processing, transporting, and storing of coifee, (b)
maintain deposits in BCR or other domestic financial institutions, (¢} hold .
deposits in foreign currencies in foreign financial institutions, (d) undertake
investments in foreign and domestic liquid asssts, (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 it 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 regnlations of the Monetary Board.

Oreanization ang Structure

INCAFE is administered by a governing assembly, and a board of
directors. There is an adwvisory council comprised of nine persons
reprezenting producers associations, coffz2 processors and the government.
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The governing assembly is the policy making unit and is constituted of
{ive cabinet ministers, the ECR president and a representative of the
precident of the republic. It establishes the norms and policiss for external
marketing of coffee, determines the amount of advance payments the
growers recetve at harvest and when the preduct is cold and provides the
norms to be followed in financing producers, processors, and other
borrowere. The assembly appoints s three-person board of directors. The
president of the board and the other directors guide and suparvise the daily
operations of INCAFE.

Credit Operations

Credit Portiolio

Ag shown in Table VIII-1, over the 1980-19684 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 1940 all agricultural credit was directed to production.
In 1981 and 1962 some funds were directed to combat coffee rust dizease
and beginning in 1982 considerable funde were directed to processing. By
1964, £3.3 percent of INCAFE financing was directsd to processing. At this
time it was not necessary to direct as ruch financing to rust control. It is
clear that the Institute has shifted away Irom financing production and is
now concentrating on financing processing. The 1980 and 1981 figures,
however, are micleading. 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 1080 the Institute
financed thirty-three cooperatives in the amount of ¢43.4 million. By 1984
it provided {inancing to only one cooperative in the amount of ¢9.8 million.
The reason for the decline was problems with loan delinquency.

Cr=dit Flows

The annual flows of credit, provide a better perspective for viewing
INCAFE's financial operations. As shown in Table VII1-2, the flows of credit
over the 1050-1984 period decreased in both nominal and real terms with
negative annual average growth rates of -49 and -157 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,

Dalinguency

As of October 31, 1985, 29.0 percent of total portiolio was in arrears.
The refinanced portfolio amounted to ¢1.7 million, it represented 3.2
percent of the pertfolic. The reason that the refinanced portion of the
portiolio is so low for INCAFE is that the Instituts 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 Ican Flus
interest from the final payments it makes to the borrower after his product
is cold.

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 maintsnance of coffes plantations, and
harvecting 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 own resources only to make disbursements
in advance until the BCE. rediscounts are approved.

Credit Deliverwv Svstem

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

Pre-application Fhaze

Agronomists from the INCAFE's agricultural department promote the
lines of credit available and provide the application form to farmers
interested in obtaining the loan. Farmers who do not get application forms
from agronomiste, may obtain them from the credit analysis department in
INCAFE's central office in San Salvador.
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APplication Phace

The credit analysis department receives the application forms along with
the required supporting documents. The documents vary depending upoen
the type ¢f borrowers. For individual loans the farmer presents certificates
of land title and of previous years' coffee deliveries to INCAFE. The latter is
to demonsirats that he has been a coifee producer. If the loan ic to be made
with INCAFE'S own funds certificates of delivery are required for the three
prior years. If loane will be financed with BCE funds certificates for the
previous five years must be submitted. Each applicant is charged a fee of
¢5.05 in stamps to {ilz 2 loan application.

For loans to cooperatives there are four required documents: {(a) a
certificate isened 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 foan contract
and supporting documentation from the cooperative certifying that they
want credit Irom INCAFE, (c) a balance sheet and income statement for the
cooperative, and (d) the cooperative's by-laws that have bsen approved by
the Mimstry of Agriculture.

The application ic analyzed in the credit analysis department. The
process of analysis can take Irom one to siz wesks, depending upon the size
of loan. If the analyst considers it nececsary, 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 analvsis 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
docurnents are sent to the credit committee for approval. This committee is
comprised of the finance manager, the internal commerce manager, the
agricultural manager, and chief of credit analysis.

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

Disbursement and Implementation Phace

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 BCR
linancing is obtained. For any disbursement the borrowser should request
the written authorization from the agricultural department. The
disburcement authorization is sent to the Loan Division to procecs the
dicbureement.

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

Eenavment Phace.

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 mulle. If this is the cace, INCAFE has the power to deduct the
arnount loaned and interest from liquidation. If producers went to private
seclor coffee mille the coffee mills deliver the coffee as well as a list of
preducers and their corresponding amount of coffee to INCAFE. In sither
case, INCAFE would recover the loans. However, there have been problems
of lo.1 recovery when producers did not deliver a suificient amount of
colfes 0 repay the loan. Tins has occurred typically due to crop failure,
terrorism, or other uncontrotlable factors.

Summary and Conclusions

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

INCAFE has been an important financier of coffes preduction and
processing, but, since 1981, it has considerably reduced ite financing for
production. In real terms credit for preduction in 1984 was only about one-
eighth of what was undertaken in 1980, Much of thic decline is attributable
to INCAFE's exit from financing Phase I cooperatives in the reformed szctor.
There has also been a slight real decline in its procecsing loans. It is clear
that INCAFE has decided to place the bull: of coifee production financing in
tha hands of other lenders.

INCAFE has experienced dslinquency problems. In October 1985, 29
percent of its portfolio was in arrears due to problems in production,



terreriem, and low marlket prices. However, only a small portion of the
portolioaz refinanced. This it a low figure, compared to other lenders. The
reason 1s tnat INCAFE always deducts loan repavments from the receints it
grves to borrowers when the Inctitute cells their coffee. The INCAFE credit
delivery system directly uses thie mechanism, but it is also smrloved for
credit on coffs¢ processed by other millers.
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1X- FEDERATION OF EL SALVADOREAN CREDIT UNIOHS

Credit umons 1n E! Satvador are organized as savinzs and loan
cooperalives. The Federation of El Szlvadorean Credit Unions (FEDECACES)
was established in June 1996 with the objectives of: (a) serving as a sscond-
level cooperative orgznization for affiliated credit unions, (b) promoting the
philocophical principles of cooperativiem, (c) supporung the affiliated credit
umons financally, and (d) providing technical assisiance to the affiliated
credit untons.  As of ADril 1085 there were forty-four affiliated credit
unions; twenty-nine (66 percent) in urban areas and Jifteen (34 percent) in
rural areas. Of these in urban sites, twelve were located in San Salvador.
These credit unions had a total membership of 15,744 pereons, 30 percent of
whom resided in rural areas.

Structure and Oreanization

The supreme authority of FEDECACES is the general assembly, which is
comprised of one representive 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 committes. 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 1085, the federation had a staff of thirty-nine: thiee managers,
twenty professionals and sixteen administrative staff. These numbers do not
include the membership of the administrative council the vizilance board
and the committees, which are comprised of credit union represantatives.

FEDECACES activities are basically two-fold. Firet, they provide training
and educational pregrams for iis alfiliates. These pregrams emphasize
cooperativism, cooperative management and leadership training. Second,
they provide loans to the aifiliates in order that the affifiates can onlend
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money to their memberchip. In thic manner the aifiliated credit unions can
expand their credit operations considerably compared to whnat they would be
able to do if they were forced to rely on their own deposite.

Sources of Loanabl: Funds

FEDECACES obiaine its capital by means of the required contributions of
the affiliated credit unions. These contributions consist of a commission of
425 at the time o; affilliation, a ¢25 monthly membership fee and 15 percent
of each affiliate’s social capital. There is no interest paid on the aifiliates’
deposite. Additional loanable funds are obtained by loans {rom domestic
sources such as the Agricultural Development Banl (BFA), and external
institutione including the United States Agency for International
Development (USAID), Inter-American Development Bank (IDB), Central
American Bank for Economic Integration (BCIE), Confedsration of Latin
American Credit Unions (COLAC), and National Association of Credit Unions
(CUN&).  FEDECACES has intermsdiate credit institution {ICI) status and,
therefore, is elizible to receive Central Banl rediscounts. Funds from all
sources are available for lending to affiliated <credit unions.

At the end of 1084, 26.3 percent of the total portiolio of loanable funds
of FEDECACES were the Federadon's own resources. Only a small amount,
less than | percent, came from Central Bank rediscounts. The largest source
of funds, which accounted for 55.6 percent of the total, was the USAID
project for Small Producer Development, whoss purpose was to develop and
expand small-scale enterprises owned and operated by the poor in rural
areas. COLAC and BCIE were responsible for 9.0 percent each. The COLAC
funds were made available for a production and marketing project in rural
areas. ECIE's Rural Enterprise Project was designed to help establish and
expand rural enterprises,

Over the 1950-1Q84 period there were important changes in sources.
USAID funds were introduced in 1981, 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 tnore than one-fifth of the total,
and in most years were considerably less.

Because of USAID assistance, FEDECACES has experienced a 5.1 percent
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 1980; in real terms the average annual
growth rate was -6.9 percent.

Credit Operationg

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 it membership. The membership of the credit unions
consists of persons practicing all types of economic activities common to
their area. The farmers that are members are typically small farmers of the
non-reformed sector.

At the end of 19¢4, 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 invectment.
These figures are another indicator of the Federation's urban bias.

Over the 1980-1984 period, the nominal value of the portfolio increased
at an average ennual 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 importance 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, 50 percent of the loan volume went for livestocl, 32
percent to basic grains and 12 percent to sugar cane. This pattern was
typical of the 1980-1984 period.

Delinquency and Refinancing

At the end of 1934, 20.1 percent of the portiolio 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 mosi problematical. As of September, 1985, 72.7 percent of the
delinquent portfolic was in thic type of credit.

Over the 1680-1654 period, the Federation experienced continued
preblems with delinquency. In 1980, 22.0 percent of the portfolio was
delinquent. The figures increased each year through 1983, before declining
in 1984 dne to the Federation's active measures in that year to reduce
delinquency as well ac its securing BCR refinancing for a substantial portion
of the portolio in arrears. In September 1965, ¢1.5 million, 11.3 percent, of
the total portfolio was refinanced, mostly to refinance delinquent debts.

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

Credit Deliverv System

There are two stages to the credit delivery system: Federation to credit
union and c¢redit 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
loan 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 v 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 § percent spread on the
funds it has borrowed. USAID loans, however, provide the Federation with a
7 point spread. The Centrai Bank rediscounts offer only 2 points of spread.
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Compared to other sources this very low cpread undoubtedly explains why
FEDECACES seldom uses BCE rediscounts.

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

Elegibility Requirements. To be affiliated with the Federation a credit union
must demonstrate that it is properly organized, pay a ¢25 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 transiered to the Federation to form part of the
latter's social capital. At this time the credit union is eligible to apply for &
loan from FEDECACES.,

Application Phase. The credit unjon fills out a simple forr requesting a loan.
The applicatici states the purpose of the loan and how it will be distributed
among members. The applicadon is received by the Federation and anfyzed
by the credit. division of the operations office. On an average it takes a week
to complete 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.

Implementation and Dishursement Phase. Once the loan has been approved,
the Federation prepares the Joan document. The first disburcement is
typically done immediately. The number of disbursements are determined
in accordance with the nature of the project financed. 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.

Repavment. Once the lcan 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 lcan. In some special cases, the
Federation changes the maturity date without charging the penalty interast.
If the credit union is deeme. unable to repay the loan, the Federation may
require that FEDECACES jointly admunister the loan with the credit union
until the loan is entirely repaid.
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Credit Unions to Members

Terme and Cenditiong 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 consisis ¢f his deposits with the credit
union and oné Of mMore COSIgNers.

The contractual interest charged by the credit unions ic between 16 and
24 percent; most {requently it is 18 percent. For funds borrowed from the
Federation the interest rate spread for the credit union is usuaily & 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 purpoese of the loan.

Eicgoibility Requirements. To become a member of a credit union an
applicant must be attend at least three lectures on cooperative organization.
There1sa ¢ 15 admision fee and a required contribution of ¢10 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.

application is analyzed, approved or dicapproved 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 Disburcement Phase. Once the loan has beeri approved
a loan document is prepared. Disbursement normally follows within a few
days. The borrower must alco obtain the required number of cosigners to
serve as a guarantors for the loan. A credit union member can receive credit
up to Iive times the amount of hic 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
coneidered cerious, the credit unions have recourse to legal collectione,
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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 simpble and structured for reasonably rapid loan approval and
disbursement. It 1g useful, however, to «xamine the systems in more detail
to determine the coste of Lorrowing. Borrowing costs have three main
components: interest charges; out-of-poctet transactions costs such a¢ those
for feeg, stamps and documents; and coste of time to undertale transactions.
Interest charges consist of ¢XDlicit interest costs based upon the coniractual
rate of interest and the implicit costs derived from the required
cornpensating balances of deposits. The evplicit and implicit interest costs
are nsed to calculate the efiective interest rate.

Loane from Federation to Credit Union.

The out-of-pocket transactions costs are small, consisting of the one-time
425 membership fee, a ¢22 charge for seal paper used in preparation of
documents, | 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 oblaining, impl¢menting and repaving the loan. Because of
the simpl¢ 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 example, 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, ¢20 for a lawyer's
fee, and ¢2.20 for ceal paper. Transportation costs are low since most
members live near the credit union office and little travel is involved. By
the same tolen the time costs are low. It would appear that the total
transactions costs are not very important as a borrowing cost, unless the loan
1s of small size.

The loans typically have a contract interest rate of 1§ percent. However,
the required deposits that are used as compensating balances give rise to
implicit interest costs that can be scizeable 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 Soundnecs

Three financial ratios are calculated to meacure FEDECACES's finandial
soundness: (a) indebtedness ratio ( total liabilities/total assets), (b) grade of
autonomy (social capital/total assets), and (¢) indebtedness capacity
(debt/net worth). The ratios are figured for each of the years 1980 through
1964 and reported in Table 1X-4 . They are compared with standards
ectablished by COLAC Jor credit union federations as reported in the 1985
CEPAL report "Rasgos Principaies de las Federaciones de Ahorro y Crédito del
Istmo Centroamericano”.

The resulte show that FEDECACES could undertake additional debt without
endangering its financial soundness. The indebtedness capacity and
indebtedness ratios are well under the COLAC maximums. 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 ic high, as is
the case in E! Salvador, the risk cost should be taken into account as an
important cost itezm. Assuming thic to be 5.0 percent, which is the COLAC
recommendation for uncollectut.< 10ans of the portfolio, then cost would be
higher than income in each of the years over the whole period.

Summary and Conclusions

FEDECACES, the Federation of Credit Unijons in El Salvador, is an active
organization with forty-four affiliates that have a total membership of
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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alfiliates are in cities. Nevertheless, it has major operatione in rural areas,
especially 1n its credit programs where it has special lines of funds directed
to this sector. For example, the largest is the USAID loan for Small Producer
Development ectablished in 1981 which has played an important role for
growth in lending o non-traditional agriculture and rural enterprises.

The Federation has ICI status and thus ic eligible from Central Bank
rediscounts. However, it uszes this source of funds infrequently, probably
because of the relatively unattractive interest rate spread on thece loans
comparec w other sources of funds. Ite principa!l source of financing has
been foreign assistance or foreizn loans. Since 1981 the USAID project has
accounted for & sigmiicant majority of FEDECACES's Joanable funds. Another
one-fourth hee ceme from its own resources -- social capital, deposits and
contributions {rom &aifiliates.

FEDECACES hac experienced serious delinguency problems. At the end of
1964, 20.1 percent of the portfolio was delinquent.  Delinquency ic
concentrated in loane for agricultural purposes and in regions that have
experienced mgh social conflict. Therefore, it would appear that the
disruption of production in these zones is the major factor. Of course the
generally unfavorable econcimic conditions have alse had an impact.
FEDECACES has done some refinancing, but not a Jot. A campaign in 1984 to
reduce delinquency had good resulte.

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; anether 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 two stages of lending, Federation to
affiliate and credit union to members, are simple and involve low borrower
transactions costs. Credit appears to be delivered in a timely fashion. The
18 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 ic somewhat higher. The =ffective rate varies between 20
and 27 percent. These rates appezar to approxmate the opportunity cost of
capital . Ac will be not2d in the chapter on informal markete, monevlenders
typically charge 24 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 is insufficient to cover coste if an allowance ic made
for the risk of bad debts. This implies a need to try to reduce costs and/or
increase revenues as well as to reduce delinquency.

FEDECACES 1 financially sound. Financial rat:os show that it has the
CaLiaciiy W absorb more debl. On the one hand given the Droblematic siatus
of the economy and the relzted dehinguency problem thic conservative
approach may be in order. On the other hand, given that FEDECACES bzlieves
that there 1s a considerable excess demand for its credit, it would be
financially s>und for the Federation 1 borrow more to enable it o reach
mere credit union members. In addition, FEDECACES should consider means
lo mncrease ite own resources by increasing the contributions of social capital
from ite affjlintes.
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Z- FEDERATION OF CREDIT FUNDS (FEDECCREDITO)

Backercund

The Federation of Credit Funde ( FEDECCREDITO) was ectabliched in 1943
under the Rural Credit Law. I{ is an autonomous public sector institution.
Ite principal objectives are to encourege the cooperative movement in El
Salvador, especially in relation to small producers and merchants; promote
cooperative education; form rural cooperative funds (czi1ac) ; oversee the
organization and operations of €ajag; and serve as an intermediary and
guarantor for cajas with respect to third parties.  The powers and
responsibilities of FEDECCPEDITO include: financing cajas; receiving demand,
favings and time deposits from cajas and others; and obtaining loans from
domestic and foreign sources,

The cajas are cooperatives formed in accordance with the Rural Credit
Law. Their main functions ars to store agricultural and industrial products,
to make loans using the stored products as guarantee and to receive money
deposits. /4 caja may be formed by persons or organizations residing in the
rural locale who are involved in rural production or mearketing. Autonomous
public incutitutions may also belong. Upon joining a caja members must
tale out sharss of stock that serve as the capital of the caya.

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 precident, who is
named by the president of the republic, two other government appointees, a
representative each from the Central Eanl: and the Banco Hipotecario, and
wo 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 1064, there were fortv-two cajas locatad in all fourteen
departments.  Each is governed bv a general ascembly and a board of
directors. The cajas are very highly integrated with FEDECCREDITO. All
members must be approved by the Federation, both when a €aja is formed
and when any new member joins. FEDECCREDITO appoints the presidents of
the cajas’s boards of directors, determines the capital and reserves that can
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be invested in any activity, and excercises cloge supervision over the
operations of the caja.

T

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

Credit Operations

Portfolio

FEDECCREDITO mates loans to cajas for targeted purposes. The cajas
then relend to their members.

Ereakdown data of portfolio by ¢conomic sector are not available. At the
end of 1984, FEDECCREDITO held a portfolio of ¢ 150.8 milliori. Between 1980
and 1984 ite portfolio grew at an averags annual rate of 0.3 percent. In real
terme, there was a decline of -10 percent.

Credit Flow

Table -1 provides information on credit flow by economic sector for the
1880-1964 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 decreassd in both nominal and
real values at an average annual rates of -7.5and -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 was in 1980.
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Agriculture Credit

In 1984, lending for agriculture was only about one-third of what it was
in 1960. Financing Jor all activities has declined. Table %-2 provides the
information on the agricultural credit flows by the main activities financed.
In 1980, lending to basic graing production represented 36.6 percent. It lost
its level of relative importance in 1984. However, it still reprecsented 28.4
percent of the agricultural flow. Financing for coffee has dropped drastically
over the period. Whereas loans to livestook became important. In real
terme 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.

Clisntele

FEDECCREDITO lends primarily to small farmers, other producers, and
merchants. It lends to two of the Phase I cooperatives and to some Phase 111
beneficiaries.

Delinquency

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 Dzliverv Svstem

The borrower fills out a loan application form at caja. Since most
members are illiterate, the starf 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 takes from one to five weeks for the application to be approved at the
aja. The review and approval by FEDECCREDITO varies between eleven and



SR P R RUI SORURRNNE S (m"lno.Cq‘qm)

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

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

Ceffey. ..
Catlan ...
ERe] Lo L Ll S
Fasizgransa)
Prher_psicalture 1)

.........

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

ceves EETTS S5 2 N
.....................
..........................................................................

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

..neludre coen, ferns, rise, uw sorghum.
b)_inoludes markeling, aqricuitural mvhmoru

{ryits

tabley and other crops,

Ta3le X-3, Agricultyral Crady) ‘I?" f’?mffDFCCFEP”U by Main, ‘c“"“'". 7801894 e,

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

Ay ige wnugi
Srapplanewih,

Eorgen ..




168

thirty-eight days when no special difficulty emsts. The approval procese
could take from three to ten weeks. Following approval another two to sight
days are needed to execute the loan contract and to male the first
iishurcement.

The type of guarantes reguired varies according to the amount
borrowed. Agricultural production loane are typically guaranteed by the
crop being financed. Loans in excess of ¢10,000 must be secured by a lien
on ascels. Interest rates on agricultural loans vary between 8 and 16
parcent depending on the source of inancing, and the type of borrowear.

Sources of Loanable Funds

The principal source of loanable funds are various lines of credit of the
Central Banl, which accountsd for 60 percent of the funds flowing to the
Federation and its cajac 1n 1064; the Federations own funds were in cecond
place with 35 percent. Funds from AID, IDE, and the central governmsant
together represented about 5 percent of the total funds received in 1984.
The Federation channeled funds from outside sources, such as the Central
Bant, to the cajas.

Mobilization of Savingg

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
requiremente set by the Monstary Board. At present the cajas do not offer
demand and savings accounts facilities to their members with one exception.
The Popular Credit lander program, to small merchants, which has enjoyed
much popularity, includes a component of forced cavings for participating
borrowsers. FEDECCREDITOs deposits at the end of 1984 were ¢ 11 million or
4 percent of the total of liabilities and net worth.

swamar

The central office of FEDECCEEDITO excercices conciderable conirol over
the activities of the fourty-two member ¢aiac, for example, all loans must be
approved by the Federation. FEDECCREDITO has done little to mobilize
savings and is very dependent on Cenfral Bark financing. Totai and
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agricultural lending has declined in recent years because the Federation has
experienced major delinquency problems that have sterilized its portfolio.

The credit delivery systermn is cumnbersome ané lengthy. Paperwork and
deleye especially, at the central office have probably contributed to high
transactions costs.

FEDECCREDITO wae assigned the responcibility of financing reformed
sector cooperatives. However, its experience in lending to cooperatives has
been unsatisractory. The high delinquency portiolio in agricultural loans and
considerable refinancing reduce the institutions liquidity. As a consequence,
less amount of credit flows was observed to the sector av*tJ ritles.  Whereas
relinancing was growing at high rates in both nominal and real terms.

The lack of @ savi ng window in the cajag in the central office makes the
institution dependent on foreign and BCR funds. Thus, it could only direct
credit for targets spec ified in projects or the rediscount lines.

In conclusion, FEDECREDITO appears to be in serious trouble. Major
delinquency has sterilized much of its portiolio and forced it into extensive
relinancing of past due loans. It has utilized no¢ internal mechanism to
gensrate additional resources, which makes it entirely dependent on
external funding for expancion due to the low levels of reflows.



X1- IMFORMAL FINANCIAL MARKETS

Introduction

There are active informal financial markete 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 structure and
operations of these marliets based upon reasonably detailed case studies in
four small E! Salvadorean towns: Atiquizaya, Izalco, Metapdn and San Juan
Opico, located in the departments of Ahuachapan, Senscnate, Santa Ana, and
La Libertad, respectively. The selected towns appear to be representative of
many towne in El Salvador.

Since it was difficult to determine the universe of all suppliers of credit
in the informal market in ¢ach of the four towns, the methodology was to try
to identify the input suppliers, moneylenders and middlemen by mears of
information obtained {rom local authorities and knowledgeable tovmspeople.
All input suppliers, monsylenders and middlemen, that were so identified
were interviewed. This does not mean, however, that these persons
constitute the universe of informal-market lenders. itis 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
{formal-market lenders that were not identified. There are two groups of
such persons. Thoss individuals who have another primary occupation and
lend moeney 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
countrieg, it would be expacted that this is a verv common source of credit.

This chapter presents the concolidated 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, soms concluding comments are made.
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Description of Studied Areas

Atignizaya

The town of Atiquizaya is an important regional center located 88 kms.
north of San Salvador in the department of Ahuachapan. It is located in the
municipio of the same name which hac a popilation of 50,000.

The region is composed of both emall-and medium-sized farmers.
There 1s a wide variety of agricultural activity in the region, including some
sugar cane and beef. A considerable amount of 1and 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 ic 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 cize of two manzanas. The principal crops are corn, beans and
sorghum. The Rura! Credit Fund is the only formal-market institution
providing credit to farmers.

Metapan is located 112 kmes. northwest of San Salvador in the
department of Santa Ana. The municipio of Metapdn has approzimately
64,000 inhabitants, of which &5 percent live in rural areas. Most of the
farme are small heldings, censisting of about three manzanas each. There
are sorne 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, vegatables and livestock.

There are three formal-market financial institutions with offices in the
zene: The Banco de Comercio, the Agricultural Development Bank, and a
Rural Credit Fund.
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San Juan Opico

San Juan Opico is located 45 kme. northiwest 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 isa variety of land
sizes. The most numerous group are the small farmers who have an average
farm size of thres to four manzanas. There is a small number of medium-
siced farmers with holdings ranging from two-to-four hundred manzanas.
In addition, there are seven reformed sector cooperatives in the municipic.
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 Agriculturat Development Bank and the credit
union Agricola Opicana. The latter is affiliated withh FEDECACES.

Informal Credit Supplisrs and Their Importance

Three common types of informal lenders were identified in each of the
four communities: moneylenders, middiemen, and input suppliers. In San
Juan Opico ten moneylenders, seven middlemen and five input suppliers
vere identified. In Atiquicaya 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 Metapin, there were
seven moneylenders, eight middlemen and five input suppliers. The fact that
thees informal-market lenders exist in areas served by formal market
institutions suggests that they are filling a different credit need than is
provided by the formal market institutions.

In 1884, as shown in Table ¥I-1, the thirty-three interviewed
moneylenders combined granted loans totaling ¢4.5 million. Of this amount
¢ 1.3 million was in Atiquizaya, ¢0.9 million in Izalco, ¢0.8 in Metapan, and
¢1.5 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
adwvanced ¢950,000 for agricultural production. Of this am~unt ¢120,000
corresponded to Atiquizaya, ¢:160,000 to lzalco, ¢270,000 to Metapan, and
¢400,000 to San Juan Opico.

In 1984 the eighteen input suppliers in the four cities made in-kind
loans for ¢588,000. Those in Atiguizaya extended cradit of ¢160,000, in
1zalco ¢140,000, Metapan ¢180,000, and San Juan Opico ¢ 108,000.

£ noted previously, the estimated amounts of credit in each region
undoubtedly understates the informal credit. Newvertheless it is clear that it
is considerably lower than formal-market credit in each rsgion. For
example, in the case of San Juan Opico, formal market credit was ¢14.4
million. The estimated informal-market credit was one-seventh of thic
amount. The informal lendere, however, play an important role. In most
cases 1f the informal sources of credit did not exist it i 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 Deliverv Sveteme

Monevlenders

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-kind 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 typically 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 docurnent, especially
for small leans. They make disbursements with a simple receipt, and by
recording the amount and date in a notebool:.

The éizé of loans ranged from ¢20 to ¢60,000. 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



annual, inferest rate. In some cases the rate variec with the size of loan.
Some larger loans had a 12 percentannual interest rats.

There appears to be {lexibility in the term of loans. In the case of crop
loans the terme are usually fixed in accordance with the crop cycle. Most are
short-term loans with maturities of Jess than a year.

Neither cosigners nor collateral are required for most of the small-sized
loans. However, for loans of larger size, such as ¢60,000, a mortgage lien
may be required. According to the lenders, prior knowledge and/or
catislactory experience with their clients is the basis for making their
lending decisions. They tend to make loans only to people that they know.

Delinquency dozs not appear to be a major problem. Lenders reported
that almost all loans granted for the 1964/1985 agricultural year were
recovered. In two caseg, lenders repertad default rates of about 5 percent.
In some cases, the lenders knew that borrowing farmers had evperienced
serious losses in their ¢rops, but neverthelsse were able to repay the loans.
Most of these borrewers had non-farm income from work as salaried
workers in the cofiee or sugar cane harvest that was used to repay the loan.

Moneylenders typically uss their own capital as the major source of
loanable funds. Many, however, alco use bank loans, ecspecially 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
businece is the marleting of agricultural products, which they buy in the
local region and sell to wholesalers and retailers in the citisg, 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-kind inputs in the planting season
and/or at harvest time. Some 30 percent of them deal with cereals such as
corn, beans, sorghum, and sesame. Some 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 thece cases they charge interest;
in 1964/1985 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 market price in the rural area. Simultaneously, the
farmer sells the rest of his product w the middleman. There is considerable
competition among buyers 1n 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 inputs and is repaid 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 guaraniee required. The
middleman selects his clients based on personal knowledge and prior
eXPErence.

Thie middlemen’s sources of funde for their credit activities are loane
from banks, especially the BFA, and their own operating capital. Thoss who
make in-kind loans of inputs typically purchase these produts from the
Agricuitural Development Banks input supply stores. Some of them are stifl
paying instaliments on trucls purchased with credit.

Input Suppliers.

Those are a number of small-ccale ctores selling agricultural inputs such
ac fertilizers, incecticides, herbicides, vaccines and hand tools. These
suppliere 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 1 percent per month. The length of the loan does not
cerrespond to the agricultural cycle. These suppliers typically do not have
the financial resources to exiend credit for longer periods, because they
acquire their products from importers or wholesalers in San Salvador {such
ac Avelar Hermanos, Servicio Agricola Salvadorefia, FERTICA, Laboratorio
Zoologico, Drogueria Buenos Aires, and the BFA), with the obligation to cettle
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 wholesaters.

Summarvy and Cenclusiong

Nothwithstanding the presence of formal-market financial institutions in
the four communities studied, there ic an active informal credit market in
these regions. Three types of lendsrs were identifisd: 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 extsnded by infermal market lenders tend to be small,
compared to those made by formai-market institutions. Agricultural loans
are directed mostly to non-tradilional crops, especially cereals and
vegetablac, Middlemen lend almost ewzlusively to agriculture.
Moneylenders have a large portion of their credit in thic sector but also lend
to individuals and psrsons engaged in othier economic activities. Informal-
market leans 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 paperworl or collateral required. Lenders obtain information
on borrowers on the basic of prior e:Dsrience 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.

Moenevlender credit is typically extended in cash, whereas middlemen
often lend 1n 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 advantagsous position with
respect to the price paid to the farmer for the product. This was not studied
explicity, 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 1984 nominal interest rates on moneylender and middlemen
loane 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 may be a good proxy for the opportunity cost of

apital in rural areas.

Both moneylenders and middlemen used their own resources as
important sources of loanable funds. Some, however, borrowad from banks,
especially the Agricultural Developmert Banlk, where they could obtain the
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most favorable interest rate. For thece 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 emall loans. Therefore, the informal-marlket 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 sucpected,
however, that the volume of informal market credit obtained in the present
study i 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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X11- 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
reterence 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 Saivador.

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 agricuitural 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.

(1) 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 arice from outright consumption and credit
diversion. There is also a time horizon. Much credit is desired for 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 thev are in the phases of production or marketing.

Consumption. There may also be a consumption element of agriculturat
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 ihe real effect of the credit is to add to the
borrower’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, ie, 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, ie.
the nominal loan rate adjusted for inflation. When inffation is present, it is
common that the real rate may be at low positive or even negative levels.
Ceteric 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 trancactions costs are high relative
to loan size they may discourage borrowing because they reduce the
profitability of using credit. Indeed, they ty pically 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 (rices). Furthermore, it should
be recognized that the demand for agricultural credit will represent a
demand to finance both 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, ie, 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 agriculturat
credit, is determined by all of the above-described factors, including
profitability, consumption and credit diversion.

Supply.

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 SS1, which i offered at a single rate of
interest. When the limit (S1) is reached the supply becomes vertical (S1S°).

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 D1D1 and the supply is SS1S’; 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 SS252° 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 Q2Q1.

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 E
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. Itis 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, 1980-1983. 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 on credit
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 successiul 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. E! 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
1380 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 1 cooperative and a few of the Phase III 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 coffee
producers are continually taxed to benefit the government or nation. Not
only are there heavy export taxes but also over the 1980-1084 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 1s a member of the International Coffee Agreement. World
market conditions were also soft over the period and prices did not rise.
Meanwhile, input prices rose considerably. All of these pressures on the
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 Cotion Producer’s Cooperative (COPAL),
vhich 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 paralle! rate.

The most severe problem has been the rapid deterioration of the world
cotton market. As cotton prices have plummeted and production costs have
ricen, the demand for credit to grow cotton has declined. To counteract this,
in 1962 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
ccmpensate 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 1I, 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 marleting 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-1 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

(Mitlion qq)
Average annual rate
Products 1980 1984 of growth
Coffee 4.1 32 -6.0
Cotton 1.4 0.7 -15.9
Cereals* 16.2 165 05
Sugar cane (million tons.) 2.6 3.4 6.9
Milk (million bottles) 3305 275.0 -4.5
Eggs (million 818.6 845.5 1.1

* Itincludes 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, {.e,, there was an excess demand.

Credit Demand Studv

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 analysic 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 agricuftural 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 o 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 exists. 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 ic 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 employed. Not only are
they considerably less costly than the iarm 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 Eank and mixed-bank system. A questionaire was designed.
The year of reference was the agricultural year 1985. The quectionaire 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 wasc 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
bave 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 agricuitural
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 was 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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Al 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 wall be available to them. Each of these is an example 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 {rom 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 unsatisiied. This is especially true for the BFA.
The figures for the other banks are somewhat lower.

Estimates of Excece 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 totat
unsatisfied demand in that year of ¢474.8 million ($94.96 million at the rate
of exchange of ¢5 = $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 1
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 ¢4.22 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 eguivalent of 40.7 percent of the total. Of this amount, $23.86
million was for short term and $14.8 for medium-or long-term. Shori-term
credit would have been used mostly for coffee, livestock, melons for export
or cotton. Leng-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 Pnase 1l 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 Importance 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 1984 then the amount of excess demand would corresponded to
33.0 percent of the new credit in the latter year. This cleariy shows that the
excess demand was sizeable, refative 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 1 cooperatives the percentage is even
higher, nearly §0 percent.

Excess Demand and Interest Rate. The nominal interest rate for a class A
short-term loan in 1985 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 agente 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 18 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 avuilable 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
rationing and the ability of the sector to absorb more financing and use it
productively.

Table ¥I1-3 Estimates of Decline in Quantity of Credit Demand if Interest
Rate were Raised

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

6.08
11.46
17.48
2378
26.79

O Co OO

[y

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 1o meet that demand will be determined by the eccnomics 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.



197

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 Crganization 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
coffee 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 export 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. E! 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 agricuitural 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. 1n addition, many of the caribbean an Central American countries
are trying to capture seme of the market potential of these products for
exp>l to the United States. El Salvadorean producers will face tough
competition.

Domestic Markets

Economic recovery and popufation 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 Ef 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 E! Salvador's basic crops will be
low.
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Table XII4. Profitability of Selected Crops, El Salvador, 198571986 Agricultural year.

Rateof return
Yields Farm Gross Income  Totat Profit Profit/total cost
Crop Area(*) qq/mz  price permaz. cost/mz  (Loss)  (percent)
Cotton 1 35 93 3.255 3.298 (43) -13
Corn 1 S0 3150 1575 1,537 38 25
Rice 1 60 30 1,800 1,684 116 69
Sorghum 1 40 24 960 1,054 (94) =56
Beans 1 18 80 1,440 1,362 78 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, Direccion 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 agricuitural sector and agricuitural
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 muitiplied 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 ¢3,197.6 million {$639.5 million).

Table X11-5. Estimated Demand for Agricultural Credit, 1986-1990

1986 1987 1988 1989 19a0

Million Colones 2257.8 2457.0 2678.3 2924.1 31976
U.S. Dollars a) 451.6 4914 5357 564.8 639.5

a) Rate of exchange ¢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 took 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 sigrificant. Credit agents were
asked to rank the importance of factors limiting growth of demand. The
results are presented in Table X11-6.

All of the factors were considered as important limite 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 XI1-6. Importance of Factor that will Limit Agricultural Credit Demand

1986 -1990
Degree of Importance (Percent response)
Factor Very Important Liule None

Low prices, export products 70.4 24.1 19 3.7
Low prices, other products 538 32.7 96 38
Lack of infrastructure (storage,

roads, ete.) 48.1 315 148 56
Farmer's fack of farm manegement

skills 24.1 426 333 --
Farmer's lack of technological

knowledge 222 53.7 24.1 --
High costs of inputs 855 145 -- --
Risk from weather, insects,

disesses, etc. 315 315 315 56
High interest rates 54.5 345 109 --
High borrower transactions

costs 259 46.3 259 19
Civil strive and terrorisms 54.5 309 12.7 18
Shortage of cultivable land 185 426 352 37
Competition from other

financial institutions 164 273 36.4 200

Reformed Sector

The credit worthiness of the reformed sector has been identified as
problematic due t 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
expected 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 | 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
the 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 i 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 Littte None
Lack of menegement capacity 782 104 104 --
Lack of orgenization in the

cooperative 66.7 271 6.3 -~

Cooprative members do no have
a sense of responsibility to

repay loan 708 229 6.3 -
Cooperatives do not use adequate

azricultural technology 340 468 19.1 --
Dishonesty 489 319 170 2.1
Hizh risk because of low level of

profitability of products 313 56.3 125 -~
Civil strife and terrorism 604 292 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 as agricultural technical
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 Important Litle None

Assistance in management 98.1 19 -- --
Assistance in sgriculturat

technology 808 173 19 --
Cepitel invesunents (meachinery,

irrigation, etc.) 462 442 96 --
Better product prices 3.1 212 58 --
Better incentives 10 members

10 work 615 288 96 -~
More dedication 10 cooperative

philosophy 904 (N 19 --
Reduction on ¢ivil strife and

terrorism "0 192 38 19

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 Phace 111 beneficiaries reflects a different and less well-
defined set of problems for this clacs of borrower. As shown in Table XI11-9,
none of the problems listed were ranked “very important” by a majority of
the respondents. The range of resposnses was much more uniformly
dispersed. Nevertheless, it is clear that civil strife and terrorism are
considered as major impediments to lending to theee farmers. Furthermore,
that they are considered risky because of low profitability and lack of
management skill. Also, that these farmers would benafit from using better
technology. It therefore appears that thic group of farmers need more
assistance in production-related matters to mate them more credit worthy.
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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; whereac those of the Phase 111 farmers are
those more conventional and typical of small-farmer agricultural production.
Thic indicates that in order to improve credit worthiness that different
priorities need to be acoigned to programs to work with the two different
classes of farmere 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 XI1-9. Importance of Problems in Lending to Phase 111 Beneficiaries.

Degree of Imporance (Percent response)
Problems Very Important Little None

High lending costs of loans due

1o small loan size 41.7 208 188 188
Farmers are poor managers 25.0 375 313 6.3
Farmers are dishonest 106 298 383 213
Lack of adequate sgricultural

technology 27.1 396 229 104
Lack of capital goods 333 104 333 229
High risk because of low level

of profitability of products 438 27.1 104 1868
Civil strife and terrorism 468 383 85 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-establiched reformed sector, ecpecially the Phase |
cooparatives.

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
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monetary authorities and the cregdit institutions. With low concessionary
interest rates other rationing devices are necessary t» 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 credite (does not include refinancing)
to the agricultural sector in 1984. It was ectimated tha* if the interect rate
were raised, even as much as to the level in the informal market, the excess
dema:id would continue to exist.

The unsatisfied ¢credit needs in the reformed sector were estimated to be
$36.96 million. Of this total, $28.6 million (77.3 percent) were for medium-
or long-term credits in livestock, irrigation, coffee plantations and
agroinduetry. Virtually all of these needs were in the Phase I cooperatives;
only $1 million was for Phase 111 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-cized 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 case studies of informal credit markets demonstrate,
however, that there are sizeable amounts of funds lent to numerous smatl
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 Ef
Salvador's traditional export markets is not strong. El Salvador is a price
taken i1n 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.



205

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
e¥ports of shrimp, fruits and vegetables. These crops are capital intensive.
1f Bl Salvador can gain a solid eniry 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 premice that the farmer will sefl the
product to the firm; thus encuring 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 foodstuifs. 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 ¢5, 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 rice 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 agricuitural 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 [ cooperatives. Even more important, however, were
factore relating to cooperatives management and nrganization. In contrast,
the limiting factors for Phase IIl beneficiaries are more of a technical
agricultural nature.
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If these limiting factors were eased, the impdication is that the demand
for agricultural credit mught grow even more rapidly. This is of particular
relevance for the reformed sector cooperatives. As technical assistance and
Inanagement training programs are implemented succeseiully in  the
cooperauives, their credit worthiness should rise rapidly and the demand for
credit would increase.
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XI111- SAVINGS AND DEPOSITS MOBILIZATION

ction

Introdu

The previous crzpiers have amptly demonstrated that rural finance in El
Salvador has be:n zlmost exclusively directed towards agricultural credit.
Policies of the government and foreign aceistance donors have been to
develop credit programs and Central Panlk rediscount lines for the sector.
Therefore, the emohiasis hac been on directing financial resources towards
1€ SeClor rather ian on Urying to mobilize those resources within the sector
tiat can be used for future financing through the financial intermediation
process. To be sure, financial intermediation does oceur, wipecially among
the commeraial banke, and desposits are mobilized from rural residents or
urbanites who derive income from agricultural 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 agriculturat sector has become
dependent on outcide 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 100k
o other forms of savings-- such as holding cash, Crop inventories, or
purchasing livestocli--as alternatives, with the result that the financial
system'’s ability to serve in its intermediary role is greatly reduced.

The present chapter addresses rural savings mobilization in El Salvador
in depth. To begin, the materiat presented in the previous chapters i
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 Policv Frameworl:

The government’s main policy instrument for savings mobilization has
been the interest rate structure. Specific maximum 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. Ir recent years when the rate of
inflation has been wigh, 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 1t0 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 to that 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 grante 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 21, 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-1 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 was 7.0
percent.

These growth, has been entirely concentrated in the mixed banks, which
are also the most important holders of savings and time deposits. In 1984,
these banks accounted for 78.8 percent of the total of these deposits. In
1980, they held 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 21.1
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
e¥perienced 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 pericd, FEDECACES experienced an average
annual real decline in deposits of -9.6 percent although in nominal terms the
annual growth rate was 1.9 percent. BFA, experienced declines in both real
and notninal values of deposits. The averags annual rates of dscline were
-33.4and -24.6 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 detaif 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 ¢25. In this manner,
members are forced to save and large numbers of persons are invoived. The
average leve!l 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-1 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
assistance 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 examine
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 744,231 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
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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
¢2,239. This figure probably overstates the mean size of personal or family
savings deposits, however, because it would be expected that business firms
would keep reasonably large sums in these accounts as a means to store
short-term surpluses of cash as well as to 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 not use other bank 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
tmes, 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 Deposits. 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
linancial deepening, in El Salvador.

Policies and Incentives for Deposits

The obeerved 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 ¢1,000. In addition, the banks usually require
compensatory balances {or ivans. The minimum amount for savings accounts
ranges from ¢25 to ¢50, although the law establishes the floor at ¢1. The
high deposit threshold for entry into demand and time deposits serves to
keep low-income persons {rom having access to demand and time deposits.

The banke are limited by the Monetary Board policy with respeact 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 deposits
by offering additional inducements to potential savers. They employ
advertising and promotional campaigns and offer non-interest financial
Tewards such as chances in a raffle and life insurance that is double the
amount to savinge deposits. Furthermore, the banks give their employees
incentives by rewarding them for opening new accounts.

Selected Deposit Ratios

Three ratios were calculated to show the relative importance of deposits
in the commercial bank's operations. They are reported in Table XII1-3. The
first ratio is total deposits less legal reserves as a proportion of the total loan
portiolio, 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 mean for the ten banks was .95,
which shows that these banks have a high degree of self-financing their loan
portfolio. 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
Teserves, which indicates the degree of leverage by the banks. The mean for
the ten banks, was 21.0, - 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 acsets.
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TABLE XII1-3. Selected Ratios for the Salvadoran Commercial
Banking System, As of December 31, 1985.

Deposits Minus

Legal Requirement  Deposits Deposits
Portfolio Equity Capital Assets
Minus Reserves

Benico Agricola Comercial 1.05 217 0.63
Banco Capitalizador 089 26.8 0.71
Banco de Comercio 095 138 0.70
Banco de Lrédito Popular 0.86 124 0.45
Eanco Cuscatlan 058 28.3 01
Banco de Decarrollo e Inversion 0.75 _ 9.4 055
Banco Financiero 0.84 213 063
Banco Mercentil 1.13 136 0.78
Banco Salvadoreno 1.10 17.7 0.73
Banco Hipotecario 092 44.6 0.74
System Average 095 210 0.66

Source: Basedon Institutions' Financial Statements.

Conclusions

The El Salvadorean cornmercial 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
deposils 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,



suggests that they are endeavoring to cut costs and provide better financial
intermediation services.

The Determinants of Aggregate Savings and Time Deposits in the Financial
System

This section undertales an analysis of the determinants of the levels of
savinge and tme deposits in El Salvadorean financial 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 muitiple
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 expected 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 {inancial 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
levele of the interest ratec on these deposits will be compared to the
expected rates of return on other types of domestic inv restment-- for
example, purchase of durable goods or direct investment in ¢apital 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 cecond factor of financial deepening has inplications for transactions
costs associated with savings and withdrawals. In this regard the
accesibility of savings intitutions will make an important difference,
specially for potential savers of small amounts. A saver experiences costs
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in undertaking savings and withdrawal trancactions. 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 experiences in making withdrawals is another
factor contributing to these costs.

Model

The aggregate level of saving and time deposits (herealter referred to as
savings for sake of brevity) in E! Salvadorean fiancial institutions will
undoutedly be incluenced by a number of factors.

Gross Domestic Product. Current GDP is the source from which current
savinge must come. It is hypothesized that as GDP increases (decreases)
savings deposite will increace (decreace).

Interest Rate on Deposits. The interest rate is the return the saver receives
on deposits. It ic hypothesized that as the interest rate rises (falls) savings
deposits would increase (decline).

Financial De¢pening. As the economy develops more financial
intermediation relative to it 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, with
financial deepening, savings deposits would be erpected to rise because of
the avialability of financial services. It is hypothesized that as financial
deepening increases (decreases) savings deposits will increase (decrease).

Capital Flight. 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, the incentive to save in the 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 increzces {decreasee) savinas deposite will decline {increase).

Political Instability. 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= ag+ay NGDP+a,MINT + a,FD + a4 TBILL
+ asINF + a¢DUM, and a,DUM,

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 linancial deepening. Ratio of quasi-money (time,
savings and foreign currency deposits of residents) to nominal
gross domestic product.

TBILL = 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 (1980=100.0).

DUM; = dummy variable for polital instability and economic uncertain-
ty. DUM;=1from 1979-1984, and = 0 for all other years.

DUM, = duminy variable for the creation of non-banking financial insti-
tutions in 1969. DUM; = 1 for 1969-1984, and = 0 for other
years,



220
The Results

Equation | was estimated by step-wise multiple regression techniques in
linear, semi-logarithrnic and logarithnic forms. The equation was estimated
for two pericds 1956-1694, and 19€9-1984. The latter period was
considered in isolation because in 1969 new savings and ioan associations
were introduced and there was a consciderable increase in savinge and time
deposits in financial institutions in that year, and, moreover, in the 1970s
and 1980s 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 1 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 X111-4.

Before discussing the specific equations it should be noted that neither of
the dummy variables proved to be significant. With respect to DUM, 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 X1II-1.

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 0.21 coefficient on
the NGDP variable is highly significant at the 0.01 percent level and it says



-------------------------

awation. 1 Peried 11T TR I
SRR R TR T e T e e B I YA AT B SR B
O Tt SO0 SRR ARIOTINE SO (5470, (7an) i (2a2) (2.94) i (2.25).
O OO OOt SO RIS SOOI SO 99.99. 99.99..}.......97.58 9925 1 " '9652
42195801904 LT 099 ETRDORE H 1 215 96, 1 21 NDPRG M 2 4] MIT K T00% 55 551 TRALL
Ot OO SO RROE SOOOOTIRPS SO SO (14.92). 5 (9B e (682) 1T (28).
T OO SO ROE SAOTIROIOTRN SO 99,99, 99.99..5.......99.29..0 .. 99.99. 1 95,73
R N L N B 1 R R P T T iy
............... e b U066) T (20821 (B,84) L (2am) i
....................................................................... 99.99..0......99.99.1......,99.99. 19667
419561984 11089 TPDORC S 6,68, 24 HGDPPG 42284 S5 D 1 T4 i
............... e e e ABBTL L @LOI OB e

122



222

that for each ¢1.00 increase in GDP ¢.21 will be saved in financial
institutions. The result may strite 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 interpreted as
a ratio, which says that if financial deeping occurs savings deposits will
increace.

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 (TBILL) 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 ¢34 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 indspendent 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.

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
particularly in the 1980s, El Salvador began to experience inflationary
pressures. As inflation rose, there was decline in savings deposits because of
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two related factors. First, there were very few changec 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 dormestic
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 thece factors, in a
combined way better than the interest rate variable or the capital flight
variable, independently.

Interest Rate Elasticity. The elasticity of regression coefficients is directly
messured 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 i¢ because the two principal explanatory variables were the levels of
GDP and financial despening. 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 depesits 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, aithough it was authorized to mobilize deposits when it was
not established in 1973 it was not until 1977 that it began to mobhilize 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 deposite. Ac a development bank and ac an outarowth 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 bsen abetted by foreign assistance,
which made concessionary-priced loans to the government of El Salvador,
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which in turn used the funds to make interes-free grants to BFA to auzment
its capital. Under these conditions EFA has had little incentive to mobilize
deposite because they involve financial costs (to cover interest paid on
savings and time deposils) administrative costs (to manage the funds) and
risk costs (to cover agzinst uncollsctable loans). The end results are that BFA
has not had rezson to becoine a highly efficient and financially viable
inetitution nor does it carry out a role as a financial intermediary in rural
eas. Rather, it, just concznirates on credit.

B

In recent years, however, BFA has experienced problems of extrememly
high rates of delinquency; at the end of 1984, 24.1 percent of the portfoiio
was more than 90 days in arrears. Refinancing of delinquent loans between
1960 and 1904 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
debl which has limited its abilitily to lend. The future prospects are less
sanguine becanze of the probabilities that BFA will receive considerably less
forsizn eesistance. Faced with thic situation BFA has to look inward 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 feasibilility studies
for savings mobilizacion in thres 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.

Exmerience in Deposit 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 experience
in deposit mobilization, and to provide banking services to some government
entities.

Portfolio. Table XI11-5 provides information on the end-of -year balances of
the various types of deposits over the 1980-1965 period. As shown in the
table, the total amount of deposits decreased from ¢36.4 million 1980 to
¢18.6 miltion in 1985. In 16§61 the total amount of deposits increased.
However, since 1982 total deposits have declined.

It is noteworthy that the most important depositors were government
institutions such as IRA, the Public Employee National Retirement Institute
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(IMPEP), 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 EFA. At present, INPEP is the one of the most important bank clients,
witha subsianiial amcunt of time deposits. The others are still maintaining
small amounte of bialznces. Othier important depositore are suppliers of
inpute for the BFA retail outlete and some reformed sactor cooperatives.

48 noted above, there was a decreac? in deposits in BFA in the past land
reform period, but this wes accopanied by increases in foreign assisiance,
especially by USAID and IDB. Most foreign assistance funds were loans to
the government which then passed them on to BFA as a contribution to its
equity capital or/as soft long-term loans. Thus, it has become more
profitable for BFA to use those funds instead of competing with other
financial institutions for domestic resources. The availability by new foreign
assiclance to BFA may also have caused the government to place the
financial recources of its organizations in other institutions, ie., there was a
subsdtution of foreign for domestic resources in the Rank.

BFA’'s deposit balances are concentrated in time and savings deposits. At
the end of 1985, 40.1 and 24.2 percent of the deposits were in these
accounts, respectively.

Teble X111-5. BFA's End-of-Year Balances of Leposits. 1930-19385
( Million Colones )

Year Toral % Demand ) Savings % Time %
deposits deposits deposits depaosits

1980 %4 100 72 19.8 64 176 228 62.6
1981 389 100 80 20.6 16.6 42.7 143 36.7
1982 337 100 95 282 183 543 59 175
1983 245 100 106 43.3 8.0 326 5.9 24.1
1934 16.4 100 65 396 38 232 6.1 372
1985 186 100 65 34.9 45 242 76 40.1

Source: BFA's financial statements.

Number of Accounts. As shown in Table ¥111-6 BFA'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 experienced a sharp increase in the numbers of accounts over the
1680-19684 period, but the number of savings accounts grew most rapidly so
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their share increased. This increase is mostly dus to the requirement that
participante in the USAID Small Enterprise project be required to have a
savings account in order to obtain credit. Another factor is that the Bank has
encouraged its employees to open deposit accounts. It is curious, however,
that the amounts on deposit in all three categories declined. This means that
the averaege size of deposit in each category declined sharply. This pattern
reflecte the above-mentioned increase in the numbers of Eank clients and
empivess using depouit aclivities as  well as the afore-mentioned
simultaneous decline in the balances of the former big depcsitors, the
government organizations.

Table X1I1-6. BEA's Number of Deposit Accounts 1980-1585.

Year Totadl % Demand % Savings % Time %o
deposits deposits deposits

1980 269 100 1,037 45.7 1,179 520 53 23
1851 2988 100 1,145 383 1,790 59.9 53 18
1962 4,062 100 1,462 36.0 2,554 629 46 1.1
1983 3,944 100 1,056 26.8 2,646 72.1 42 1.1
1924 4¢20 100 1,064 240 3.300 74.7 56 13
1985 5176 100 1,192 230 3,909 755 75 15

Source: EFA Depariment of Deposits.

Selected Denosit 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
assels ratic. An examinantion 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 XI1I-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 Ei
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
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ite deposite. At the end of 1985 the average deposits/equity capital less
reserves ratio for cermnmercial banks was 21, the same ratio for BFA was
0.11. Thiz means that the commercial banks depesite represented 21 times
Welr ~quity caritel minues reserve. In the case of BFA, depotite were only
Il pereentof the equily cepstal lees rescives. The average denosits/assets
retio for ihe cexnmercial banks was 66; for EFA it was 0.03. This is another
incicator of the relative vnimporwnce of deposits for BFA.

The lack of deposite in EFA makes the inctitution highly dependent on
infusions of capital from the government, foreign aid or Central Bank
rediscounts. Since inflation and delinquency erode the funds constantly, if
die bank does not mobilize deposits it will permanently need new infusions
of fresh capital to sustain its previous levels of operations. Its financial
viability and its long-run survival will depend upon these infusions.

Teble XIII-7. Selected Deposit Retios for BFA.

Year  Deposits lecs legal Dzposits equity capital De, asits
reserve regquirement less reserve Total essets
portfolio

1560 0.12 0.70 0.07
1981 0.11 0.49 0.07
1962 0.10 039 0.06
1983 0.06 023 0.04
1984 0.04 013 0.03
1985 0.04 0.11 0.03
Averege

Salvedorean 095 21.0 0.66

cornercial banks

Source: Eesed on BFA's financial statements and Table X111-3.

Agancy Danosit Analysis

Deposits. The numt - . and amount of various type of deposits at the end of
1985 are shown in Table XIII-§. 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 oniy 10.0
percentat La Libertad. The muber of depesits wae 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 central office. La Libertad had 46.1 percent of the number and 28.8
percent of the emount. San Salvador held the balance. D:imand deposits
were cencentrated menly at the central office, whick had 712 percent of the
volume end 52.7 percent of the number. San Salvador was s2cond in

relelive imoortance,

There are ueveral explanations for these patierns. Time deposits and
demand ceposiie were denved [rom non-agricultural bank clients who did
their banking at the central office. Lla Libertad and San Salvador were
holding some resources of reformed sector cooperatives in time deposits.

Deposit Turnover. In order to determine the turnover of demand and
savings depesite, an analysis was mads ¢f the daily changes of five variables
in the above-mentioned agencies over the period January 2 through
KNotember 30, 1685 (data were not available for December). The variables
ctucied were the number and amount of daily deposits, number and value of
catly withcrawzls and the daily balences. This analysis was not necsssary
for tme deposits beczuse thees deposits are not subject to substantial day-
by-day chznges. They can increace very rapidly due to new depesits but
withdrawals are not so frequent.

The results of the univariate statistical analysis for the variables are
shiown 1n Tables X111-G 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 438).
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 ¢44,019 for la
Libertad. The mean daily withdrawals were ¢549,250 per central office,
¢156,662 for San Salvador Agency, and ¢43,928 for La Libartad.

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 ¢4,345,538 (upper and lower limits of ¢4,590,790
and ¢4,100,2806); for the San Salvador Agency ¢1,643,124 (upper and lower
lirnits of ¢1,521,776 and ¢1,404,473); and for La Libertad ¢356,360 (upper
and lower limite of ¢367,370 and ¢345,345). Again, all upper and lower

lirnits are determined by the 99 parcent confidence interval.

Table X111-10 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 withdrawals
was 59, 14,and 15. The mean values of deposits were ¢90,497,¢ 13,527, and
¢11,802. The average values of withdrawals were ¢58,0637, ¢11,382, and
¢10,597. The daily mean balances were ¢2,442,892 (upper and ¢649,429
and ¢793,702), and ¢1,260,672 (upper and lower limits of 1,373,383 and
1,147,661), for central office, San Salvador and La Libertad, recpectively.
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.

o,

BFA does not Xeep 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 ic financed from other sources including funds from USAID,
1DB, 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
XI111-9 and X11I-10 less legal recerve 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 adminisirative cost control departmnent. 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 costs are 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 X1I1-11 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 esample, for the central office it is
aszumed that ¢16.4 million of the portfolio is placed in loans that earn a 16.5
percent interest rate, and that 68.3 percent of the portdolio is financed
through deposits. It is assumed that 20 percent of the portfolio is delinguent
and does not generate interest earnings.  Under these conservative
creumstances there is a profit of ¢ 67 thousand. When it is assv—ed that
there is interest income from 95 percent of the porfolic the profit rises to
¢473 thousand.

In case of San Salvador, the 1985 end-of-year portfolio was ¢48.8
million in loans earning 13 percent interest. Of this portifolio, 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 ¢345 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 Strategy for BFA

The above results, although based on rough estimatates, offer
encouraging evidence about the profitability of BFA using deposits as means
to obtain additional loanable resources. There appear to be a number of
advantages for BFA to ¢xapand its capacity for obtaining its own financial
recources in all agencies. With small additional cost the Bank chould be able
to mobilize domestic resources to be used for a significant level of financing
activiies 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
expand lending operations without depending so much on foreign assistance
or Central Bank rediscounts. Furthermore, it is very important to note, that
if the EFA begins to rely on mobilized resources, it will be forced to become
more cost conscious in its administration. This would be an indirect benefit
to help it become a more financially viable institution. However, the
expansion showld 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 La
Libertad, should expand to their full potential in mobilizing resources.

The strategy for these agencies should include promotion campaigns for
voluntary savings; required compensating balances in demand deposits for
loans made to large-sized farmers and non-agricultural borrowers; and
forced savings components in loans to Phase ] cooperatives and small-sized
borrowers. Prior to granting any credit, an opening of demand or savins
accounts should be required from new clients. Simultaneousty, BFA should
implement a plan of a portfolio diversification. Given the fact that
agricultural loans are risky, the expected looses for bad debts from these
loans might be compensated with more lending to other rural activities such
as commerce that are shorter-term, less-risky, and have a high turnover. In
this 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 necessary
infrastructure in about four more agencies. Itis recommended to begin with
the agencies of llobasco, San Juan Opico, Sonsonate and San Miguel. Ilobasco
and San Juan Opico are recommended because BFA is the only bank with and
office in these towns. Thus, they will not be subject to local competition with
other institutions and, moreover, will be offering new financial services to
the communities that should help the Bank establish its deposits mobilization
activities,

There would be costs involved. BFA's department of deposits estimates
the additional costs of carrying out the savings mobilization amounts to ¢75
thousand 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 each
agency that are connected to a central unit, Additional variable cost are
estimated to be ¢400 thousand for personnel compensation, fringe benefits
and logistical support.

Projected Cash Flow for One Agency

In an attempt to demostrate the profitability and feasibility of
mobilizing domestic resources in BFA, a statement of projected sources and
uses 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 1945 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 cavings are 8.75and 115
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 9§
percent thereafter; for the rest of the portfolio, the recovery rate will be Q0
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 written off; (11) there is a commission of 1 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
tecovery 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 apother 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 1980, El Salvador has had an impressive record of savings
mobilization, as measured by savings and time deposits in its financial
institutions, despite all of the political and economic uncertainty that has
occurred in thie 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 thece 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 rough
calculation that about one-sixth of the population holds savings accounts and
that there is a total of 133 Bank offices in the country ( 91 mixed banks, 16
Mortgage Bank and 26 BFA). In addition, there are other non-banking
financial institutions such as the savings and loan associations.

Policv 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
with savings is the minimum deposit interest rate. Thece 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 the two rates 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 adjectments in the interest rate strucutre, preferring to use
other means to try to controf 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 set for
savings accounte that are subject to withdrawal and higher rates are
ectablished 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 desposits
in the nation’s financial institutions provides good insight into E1 Salvador's
success in mobilizing resources in spite of a passive interest rate policy. This
study showed that the level of GDP and the degree of financial despening
were the main factors explaining the levels of total savings and time deposits
in E Salvadorean financial institutions. The interect rate was shown to te a
significant and positive determinant of savings over the 1956-1984 period.
Depesits, however, were shown to be quite inelastic with regpect to changes
in the interest rate. This probably reflects the fact that the Monetary Board
seldom changes the interest rate structure. Therefore, when changes in the
interest rate occur, there is not a corresponding change in savings deposits.
The interest rate was not found be significant as an explanatory variable for
savings deposits over the 1960-1984 period. Inflation, however, was
significant for the latter period. When inflation was higher there were fewer
depotits, showing that savers were responding to the reduced incentives
associated with lower real interest rates and, therefore, tending to place
more of their savings in other forms of investment, including these abroad.

All classes of savers would be expected to behave in this manner, but
those holding time deposits, who are mostly the medium- and large-sized
business firms and middle- angd upper-income families caused 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.

The study did not detect any significant change in savings trends as a
result of the instability that began in 1980.

Commercial Bank Experience

The mixed banks and the Mortgage banks held 99.5 percent of the
savings and time desposits among those institutions operating in rural areas.
A very large portion of their deposits however, came from customers located
in urban areas. It would be expected, however, that a substantial portion of
the deposits was originated from incomes earned in agricultural endeavors,
given the importance (about one-fourth of GDP) of agriculture in the
econorny 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 capital extensively in obtaining
these deposits and that they use deposits as a major source of obtdlnmg
loanable funds. Nevertheless, thece banks have used Central Bank
rediscounte as important sources of funds to finance agricultural lending. A
probable explanation 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 fonger-term and offer lesser collateral (usually the
expected harvest).

Small-farmer Saving

In spite of El Salvador's success in mobilizing savings in financial
stitutions, 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. Govex nment
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 businese 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.
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A principal factor determining small-farmer saving 1is income.
Although prospects for increased rural incomes in El Salvador are limited
due to the dependency on soft world markets for traditional exports,
unfevorable domestic pricing policies for agricultural products and rising
costs of production, farmers will still want to save a portion of their income.
With continued economic recovery there should be an increase in demand
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
increesing opportunities for producing non-traditionat exports such as fruits,
vegetables and shrimp. As these occur, more savings mobilization can be
expected.

The reformed sector cooperatives also represent an opportunity for
savinge and deposit mobilization. As a business, the cooperatives will have
needs for liquidity and a place to kesp 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 philosophiy 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.

£ 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 malke funde available to the Bank. After large amounts 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 delinguency 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
oblain financial resources.

BFA Program Intervention

BFA, among all Salvadorean financia! instituions operating in rural
areas, appears % 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
3 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
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that hold savings accounts in the commercial banks provides strong evidence
that probably this would occur if institutions with savings windows were
made available and accessible in ruraj areas.

The evidence from the commerdial banks also suggests that this will
occur without major changes in the deposit interest rate structure. However,
if the government were to establish an interest rate structure that would
offer larger incentives to savers the whole process would be enhanced. It
does not appear likely, however, that the government will do this. For
example, the January 1986 economic measures retained a structure with
deposit and loan interest rates that are very low given the domestic rate of
inflation and the apparent opportunity cost of capital. The result is that in
the current year deposit rates may well continue to offer negative real rates
of return.  Nevertheless, as was shown above, substantial increases in
savings and time deposite have occurred in El Salvador despite the lack of
favorable interect incentives and zven 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 ic reason for oplimism that aggresive deposit
mobilization by BFA should be succesful. It is recommended that this be
done on a limited, pilot study basis to experiment and learn. The eventual
extension of BFA deposit mobilization to all BFA agencies should go a long
way toward enhancing financial intermediation and deepening in rural areas.

The BFA pilot program should use an active promotional campaign to
make potential depositors aware of the new Income-earning possibilities,
while at the same time providingg a safe keeping of their funds. Other forms
of non-interest incomes, such as raffles, should serve 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 business and
families in the rural areas,

Consideration should be given to forced savings or forced deposit
programs. For exarmple, 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 Guring the loan and when the loan is 1¢paid a higher or
more atlractive rate could be paid to induce the borrower to keep the funds
on deposit.

BFA should concentrate on good and efficient service to keep the
savers’ costs associated with transactions and withdrawals to a minimum. It
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will also need to develop means of maintaining ressrves and liquidity to
meet legal and business requirements. This will be a new enceavor for the
Banl and will require t:“mm" and education of personnel and management.

ance will be required. Moreover, Bank. personngl could

Teohnical accie
Ung new and successiul savings mobilization projects in other

benefil by wisid
counuies, such as with the Agricultural D»-velu:;men‘ Eank of the Dominican
Republic.

FEDECACES Program Intervention

FEDECACES and credit unions offer another viable means for savings
mobilization. At present they mobilizs forced savings. Opportunities for
voluntary savinge meobilization should be explored. Experiences in many
other countnes clearly show that credit unions can be viable sources of
voluntary savings mobiiization, extend credit ang, therefore, play a
meaniniul finencial intermedation role in rural areas.

Several aredit unions chould be identified to work with FEDECACES for
a pilet study. With aprropiiate and pertodic techmeal zesisiance, good
results can be expected. In the pilot study, FEDECACES should be developed
as the unit with the capacity W expand the program to other credit unions
through training and management development.
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X1V- SUMMARY, CONCLUSIONS AND
RECOMIMENDATIONS

Introduction

This report is a study of E! Salvadorean rural financial markets. It
specifically focuses on the supply and demand of agricultural credit and
rural savinge mobilization. The report has three broad objectives: (1) to
ezamine and analyze rural savings mobilization and agricultural credit in El
Salvador, (2) to identify the needs and possibilities for mobilizing more rural
savings and extending more agricultural credit, and (3) to make
recommendations to USATD and the government of El Salvador for policy and
project interventions in rural savings mobilization and agricuitural credit.
Particular emphacis is placed on the needs for the reformed sector and other
small farmers, ac well ac the broad range of policies that impact, positively
or negatively, on cavings mobilization and credit use.

The previous chapters examined the credit and savings operations of
formal-market financial institutions and the credit activities of informai-
market lenders. There were also descriptions and analyses of monetary and
credit policies, other government policies that impact 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 synthecizes 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
1960 that had important implications for agricultural {inance: agrarian
reform, nationalizaticn of the commercial banks and nationalization of the
coffee and sugar evport industries.  Agrarian Reform creatzd two new
classes of borrowers: the Phase I cooperatives, who took 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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ury to ensure the success of the agrarian reform the government assigned
each of the new cooparatives to one of the formal-market credit institutions.
Some cooperatives were problematical for the institutions because of their
credit worthiness; there were problems of their orgenizetion, mencge:nent
and uuderetanding the cooperative philosophy. In contrast, Phase 111
beneficianies manifestzd typical lending problems that are charactenistic of
small-farmer credit. One result was an increzase in delinguency.

€
s
{e

Tne problems zesotizted with the restructuring of the land tenure
were compoundsd by the civil sirife and political instability that led to open
conflict and war that encompassed the nation between 1980 and 1683.
Theee problems continue today, but have been mitigated considerably since
1684 when a civilian government wes elected. After 1979 the deteriorating
econormnic sitiation (the annual growth rates of GDP were negative from 1480
to 1983) cisrupted domestic markets for agricultural products. To make
mattere worse, the world markeie for El Salvador's principal agricultural
€XPOrie remained soft or worsened.

£1] of these factors coniributed to serious loan delinquency problems
in financial iostitutions, and in particular in their agricultural credit
portolios. To cope with the rapidly deteriorating portfolios of financial
institutiens the government instituted a policy of long-term refinancing of
much of the bad debt. This amounted to a paper transier 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 kept them elizible 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 refatively high inflation El Salvador has been
experiencing in recent years. In effect, the refinancing reprecents an income
trarsier to the delinguent borrowers from the financial institutions because
the refinancing sterilizes so much oI the portfolio there is, and will continue
to be, a need to previde new injections of capit~l and loanable funds into the
financial system.

To summarize, the changas in land tenure, ¢ivil strife and unfavorable
econotnic conditions have causad 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 {armers 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 111 bensficiaries, of which both grours exhibit
the typical characteristics that are problematic for small-farmer credit. The
medium-cized farmere have not been subjected to agrarian reform, although
they have been threaiened, which has negatively impacted on their
investments and maintenance of prepertics, including coffze planiations.
There are legal provisiens for @ Phase 1] ¢xpropriation of their lands. It is
doubtful, howw-:—r, that this phase will be x'nalcmenued

Institutional Structure

There are <ix formal-market financial institutions that extend credit to
agriculture. Two single institutions are the most important, the government
Agricuitural Development Bank (BFA) and the Mortgage Bank. In 1984, each
of these banks handled about one-fifth of the annual credit flows to ths
sector. BFA hias twenty-six offices, mosily in the interior of the country and
the Morigage Banl: hac {iftean offices, elaven of which are in the interior.

The nine mixed commercial banks account for the most of the rest,
about on¢-half, of the credit. These banks have ninety-one offices in the
republic, of which foriy-ceven are ouiside the capital city. Among these
banke, about three-fourths of the agricultural credit is concentrated in five
banks, lisied in erder of imporiance they are Banco Cuscatlan, Eanco Agricola
Comercial, Eanco de Comercio, Banco Capitalizador and Banco Salvadorefio.
No single mived bank extends as much credit to the sector as BFA or the
Mortgage Banlk.

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 1684, it accounted for about 5
percent of credit flow, but most of this was for coffee processing. In the past
few yeare INCAFE has progrescively disengaged from financing much coffee
production.

The National Federation of Credit Funds (FEDECCREDITO) is a
federation of forty-two cajas. In 1984 the Federation's credit accounted for
only 3.5 percent of the annual {lows.

The Mational Federation of Credit Unions (FEDECACES) lent funds to its
affiliates, which accountzd only 0.5 percent of the total credit flows in 1984.
There are forty-four a fiiliated member credit unions, of which fifizen 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
concenirated in BF4, the Morizage Eanl: and five mixed banks. The other
formal-market institutions play a much smaller, but important role. There is
also an acuve mnjormal market, which will be discussed below.

Credit
Growth

In 1984, whether measured by annual flows or vear-end portfolio, the
agricultural sector received less credit in real terms, after taling account of
inflation, that it received in 1980. This figure, however, understates the
decling bzcause it includes refinanced loans, which by 1984 accounted for
about 2& percent of the portfolio. Over the 1080-1984 period the real
refinenced lozne in the portfolio grew at an average annual rate of 13.7
percent I the refinanced portion of the lending were subtracted, it is clear
that the emonnt of credit for new production in 1944 was conziderably less
than in 19§0.

Over the 1650-1684 period the mixed banke were the only class of
institution to show a positive real rate of growth in lending to the sector.
Their annual credit flows increased at an average annual rate of 14.9
percent. ln contrast, the average annual percent declines for the other
Institutions were: BFA -8.1 percent; Mortgage Bank -3.6 percent, FEDECACES
-7.¢ percent. 1tis 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 exparienced by these classes of
banle,

Activitier Financed

The large majority of agricuktural credit is for short-term production
purposes; very little is eriended for invasiment. Lending is heavily
cencentrated in the capital-intensive traditional export crops of coffee, cotton
and sugar ¢ane. Belwaen 1680 and 1984 the real amounts of ¢redit Jor these
crops as well as bacic graine declined. Land reform, civil strife, soft world
markets for exports and unfavorable domestic pricing policies were
contributing factors. These activities that showed positive real growth in
financing were the non-traditional crops such as {ruits, vegetables, livestock,
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poullry, 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 export crops
but that some new activities for domesiic consumption and non-traditicnat
¢xports are rising. The new aclivities were moestly financed by the mized
banks and the borrowsrs were seldom in the reformed ssctor. Reformed
sactor clients typically financed traditional crops.

Clientele

Between 1980 and 1984 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 progrecsively received less than a proportional amount of credit flows
and, indeed, was receiving considerably less credit in real terms than in
1680. In part, thic reflecte the government's big push to finance the
cocperatives after land reform in 1980.

Most of the reformed ssctor credit goes to the Phase | cooperatives.
All institutions except FEDECACES were assigned cooperatives after the
agrariap reform. With Ume there has been some realignment. The numbers
served by the mixed bunks 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,
Tespectively. BFA has picked up some of the most problematical
cooperatives, including those that were transferred from other lenders. This
has compounded the Bank's already serious delinquency problem. In 1984,
the institutional distribution of the 244 cooperatives was: BFA 49 percent,
mixed banks 39 percent, Mortgage Bank 11 percent, FEDECCREDITO and
INCAFE, 1 percent or less.

There were nearly 19,000 Phase 111 beneficiaries that received credit
in 1984. This corresponds to 29.7 percent of these who received land. Four-
1iftks of the beneficiaries receiveing credit were EFA 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 participating in lending to the reformed
sector, it is clear that the BFA hae been ascigned a disproportionate load. Not
only does it have the largest number of reformed sector clients, it also has
many of the most problematical ones.
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Delinquency and Eelinancing

Delinquency has been an important problem for all financial
institutions.  In 1984, the financial institutions reported the following
delinquency rates for all their loans. The rates are: BFA 24.1 percent,
FEDECACES 26.1 percent, and FEDECCREDITO 35.0 percent.  Six of the nine
mixed banke reportsd an average of 10.6 percent. Clearly the mixed banks
have a better record thian the other institutions.

It 1s very important to realice tnat true stats of delinquency is masked
over by refinancing. Ac noted above, refinancing has increased sharply since
1960. 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 1 cooperatives, has been Jarge. This reflects the
diificulties 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,
consisiing of capital and depesits; Centra) 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 institutions that are officially
clacsified as financial intermediaries, which include all that are covered in
this report.  Foreign and domestic assistance are avialable to selected
institutions.

Foreign Acsictance

onsiderable foreign assistance, $17§ million in commitments, has
been directed to agricultural credit since 1980. This amount is the
equivalint of 61 percent of assistance directed to the agricultural sector and
1§ percent of all development aid. It has come from two-sources; USAID
($75.6 mililon) and IDB ($102.4 million). All of this ascisiance was
channelled through EFA for lending to Phiase | and Phuce 111 beneficiaries in
the reformed sector, and, to a lesser extent, othier emall farmers. 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 1
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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 refinancing
of reformed sector cooperaiives.

Central Eank of Eeserve Rediscounts

The government has utilized BCR rediscount to selectively direct
credit, up to predetermined limits, to @ wide range of targeted activities in
agriculture. In 1984/1985 agricultural cycle there were sixteen lines for
agriculture. In 1984, ¢1478.1 million total new and refinanced credits were
extended by the Central Bank to agriculture, which was the equivalent of
82.6 percent of the flows of credit going to the sector in that year. This
clearly shows the importance of the BCR in financing agriculture.

An intermediate credit inctituton may apply to rediscount any
eligible loan paper. In this manner, the intermediate institution can e¥pand
its loan portfolio using BCR funds. There is usually a 2 percentage point
interest rate spread for the intermediate institution. The institution assumes
100 percent of the risk for the loan in case the borrower defaults.

Insiitutions

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 cozts. 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 wou. ® have been other forms of goverament subsidies to the Bank.
Prior to this assistance, BFA relied consideradbly 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 turnover and have
more solid collateral.
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INCAFE finances its credit with Central Bank rediscounts along with its
own funds. FEDECCREDITO does likewise. FEDECACES obtains its financing
from many different sources. The Federation's hofdings 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
sourcec of funds are available at conciderably less financial costs.

Credit Delivery Svstems

There are many e¢lements that are common to the credit delivery
systems in the several El Salvadorean credit institutions. First, agricuitural
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 country, 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 ¢50,000. 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
digcourage borrowers of small amounts. In the case of the loan application,
the procedures, paperwork and documentation required by all banks, tend to
be cumbercome, time-consuming and require considerable documentation.
The credit unions have a much more simple process. One reacon is that they
aresmall and know their members well. Another reason is that they charge
effective interest rates that exceed the official maximum.
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Third, a very large majority of agricultural financing {s 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 fized 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 credit, the credit delivery procedures imposed by the Central
Bank are common tr many loans.

Sizth, 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 {ace value of the loan. They also charge a
commuicsion. Both serve to raise the effective rate of interest. Reformed
sector borrowers are not required to kKeep compesating balances, but are
charged commissions.

EFA has made several innovations to cut credit delivery costs. Clients
are classified by risk, based on past repayment performance. Those with
good records have lese papework and faster loan approval than others. The
Bank has tried to reduce coste for lending to small farmers, including Phase
H1T 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 ezamples 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 guaraniees. 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 cimplified. The direct result would be lower transactions costs for
both lenders and torrowers.

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 Ilending 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 lese important role, typically only selling goods on account for
periods up to one wionth.

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 lozns are typically for Jess than one year. The term of loans for
agricultural production are pegged to the crop cycle.

The credit delivery system is extremely simple and effidert, with
virtually no paperwork or collateral required. Lenders obtain information
on borrowers on the basis of prior experience and personal knowiadye,
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 cach, whereas middlemen
often lend in the form of in-kind inputs. Middlemen are involved in a
marketing function, which may be more important activity for them than
credit. When they extend credit thiey 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
explicitly, but it is debateable since the middlemen provides the farmer a
marketing service. In addition, there appears to be sufficient competition
amnong 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 11
percent. Compstition among moneylenders would suggest that this rate is
determined by market forces under reasonably competitive conditions.
Therefore, thic interest rate may be a good proxy for the opportunity cost of
capital in rural areas. Note, thic should be compared to the 13 or 14 percent
nominal rate that is typical of most bank loans to agriculture.

Eoth moneylenders and middlemen used their own resources as
important sources of loanable funds. Some, however, borrowed from banks,
ecpecially 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 {rom 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.



"~
th
(=)}

These lenders are able to borrow large cumes and then redistribute them to a
number of farmers as small loans. Therefore, the informal-marlet 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 smali farmere and small businecsman, the type ¢of loans
that banks typically do not want to get involved with, because of the high
adminisiralive costs relative to the income that can be earned.

Borrowers, 100, preier this (yp2 of credit for small iczns. Compared to
working with banks, the ease¢ of obtaining a loan, the rapidity of
disbursement and the lov transactions cests more than compensate for the
higher interest rates. Iu sther 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 ient 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.
Eyperience 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 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 separated 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 manner 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 Board is responsible for making monetary and credit
policies. The Central Bank of Recerve carries thern out.

There are three basic instruments of monetary policy: legal reserve
requirements, max:imum interest rate structure, and BCR rediscounts.
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Foreign ¢xchange 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. Rether, changes are
made only infrequently, when the ¢conomic conditions get to the point that a
change is necessary. At other tires, the Board tries to rule by using all
manner of controls and regulations.

Interest Fate Structure

The maximum interest rate structure is the foundation for credit
policy. In this structure loan rates are ectabliched in accordance with a
classification based on the purpose of financing.  Preferential or
concecsionary rates are set for production loans, with further concessions for
priority activitize within this clacs. Higher ratec are set for commercial and
personal loans. The Monetary Board has kept the nominal rates deliberately
low o encourage borrowing, stimwate economic activity and keep down
inflationary pressures. It is alse politically propitious to do so; increased
rates not only raise the cost of doing business but also reduce income
transfers associated with concessionarv-priced credit. Thereifore, a rise in
rates 1s politically unpopular. Since 1078, the real rates, after adjustment for
inflation, have been clightly 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 mechanier is
the BCR rediscounts. In accordance with a national agricuttural creedit piva,
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 directy by
the Central Bank and, therefore, are under their control. For the 1884, 1985
agricultural year there were sixteen lines. The interest rate: to the final
user varied going up to the maxmum rate established by the Monetary
Board. The spread for the intermediate institution is tvdically 2 percent.
Interinediate institulions may apply for rediscounts. Funds are distributed
until ¢xhausted. In this manner, the Central Banl expects 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 agricuitural credit illusion, ie, 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, refinec.cing may occur when, for a justifiable
cause, a borrower cannot repay the lezn at the scheduled time nor within the
customary grace period. Rather 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 infectations 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 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 ap agricultural product,
while the processing, storage and marketing take place. This system is
utilized 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 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 producticn 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 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 these types of refinancing consist of paper transfers {rom the
original debt to the refinanced debt. No new loan money is created. Note,
however, that both 1oans 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 1 cooperatives, civil strife and terrorism, as well as
several years of unfavorable markets for traditional exporte have led to high
levels of delinquency. In light of these unsettling external problems the
government has assumed the position of being very literal 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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decisions has been based on political reason and social consciousness.
Refinancing reduces political instability for more credit. 1f this had not been
done, the land reform program would have been seriously jeopardized.
Nevertheless, it needs to be recognized that long-term refinancing
represenies an income transfer from the lender to the borrower. Due to
inflation, when the loan is repaid it will have a real value that 1is
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 refinancing 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 chare of total refinancing. As noted
earlier, it is doubtful that much of these loans will be repaid. This will create
serious problems for fimancial 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 1980'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 bacic 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 ¢5.00 and the paralle] rate was eliminated.
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The exichange rate is the cornerstone of policy for maintaining sternal
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 ris¢ and put upward pressures on wages and prices.  Anticipated
devaluations result in capital flight.

Both of the above effects have occurred in i Salvador. Moreover, the
two-tier, exchange rate policy has been damaging to agriculture. The
governments policy of keeping 100d 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 E! Salvador to finance new production declined in real
terms. The decline is associated with all of the factors that contributed to
the 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.

The degree of excess demand was estimated by polling the chief
agricultural credit officers of the mived banks, the Mortgage Bank and BFA.
They estimated that they could have lent another $94.96 million dollars in
1885 had they not faced restricted funds. Thic was the equivalent of 33
percent of the annual flows for new (not refinanced) agricultural credit in
1984. If the interest rate were raised, even to the levels charged in the
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informal market, it was estimated that an evcess demand would continue to
exist.

The unsaticfied credit needs in the reformed sector were estimated to
be $206.9% mullion. Of thic total, about three-fourths were needed for
medium- and Jong-term investment credit in livestock, irrigation, coffee
planiations and agroindustry. Al but $! million was for Phase 1
cooperatives. These figurec show that bank officiale receive an important
need for investment credit in the cosperatives.

The rest of the estimated credit needs were distributed as follows:
$15.32 million for other small farmers, of which about three-fourths was for
medium- and long-term investments, and $38.66 million for medium- and
large-sized farmers of which about two-thirds was for short-term production
needs. This again pointe to the need for investment credit needs for small

farmerc.

Future Demand

The future demand for agricultural credit will depend on many factors
as they influence the profitability of farming. Unfortunately, the outiook for
significant growth in El Saivador’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 US. 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 charp price increase due to the Brazilian drought, the
boom should disappear within two or three years and a return to a slowly
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 markets. 1f El Salvador is succcessiul expanding its production for thece
markets, there will be a nead 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 ucing this in the reformed sector, perhaps with
cooperatives.

The domestic demund for acricultural grods will expand  with
economie recovery and pepulation growth.  To encouraze output more
allenton needs w be directed to government policies that provide incentives
rather than disincentives to producers.

In spite of these difficulties the agricuitiral credit officials were
oplimistic about the future needs for credit. For the five-year period, 1986
to 1990, they projected an average annual real rate of growth of 10.7
percent. At his rate, by 1990 E! Salvador will have a total real demand for
agricultural credit of $639.1 million. At the same time, factors limiting the
growth 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-export preducts and lack of marketing infrastructucture.
Phiase 1 cooperatives were considered to alco face the problems of
cooperalive management and organization. Phase [[] beneficiaries needed
more assistance in technical agricuture.

Program Intervention

There appears to be a substantial uneatisfied demand for agricultural
Credit 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 nesds for investment credits in the reformed sector
and among small farmers. | additon, there were needs for production
credit. 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 to permit
flexibility in use, both in the near future and in the fong run.

Rather than esipning program funds directly to a specific institution,
it would be bact to make them available to all institutions, again to aflow
flexability in usz and to create conditions of competition for the funds.
Therefore, the already well-ectabliched mode of Central Bank rediscounts
szems 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 tinal! vssrs of the credit all want to participate. To
establish such & program would require limited full-time tecnical assistance
and penodic short-term consultants or evaluators. There is a need for
education and traiming programs.

Strong censideration should be given to making rediscounts to
intermediate credit institutions for purposes of lending to privaie-sector
exporting of processing {irme so that they can onlend to cmall farmers in the
above-described manner. Also the pocssibilities of using rediscounts for loans
made by credit institutions to maney lenders and middlemen, who were
shown to be so effective in making credit available to numerous small

farmers.

Savinge Mobillization

Rural finance in El Salvador has bsen almost exclusively directed
towards agricultural credit.  Policies of the government and foreign
acsistance donors have been to develop credit programs and Central Bank
rediscount lines for the sector. Therefore, the emphasis has been on
directing financial resources towards 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
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 the
agricultural sector has become dependent on outside infusions of capital by
foreign assistance, Central Eank rediscounte or direct government cubsidy.

The lack of policies for financial intermediation--both deposit
mobilization and credit--have denied many rural citizens, particularly the
small farmers, accesible opportunities for holding financal savings and
earning income on these savings while maintaining liquidity. Thece farmers
are thus disposed to look to other forme of savings--like holding cash, ¢rop
inventories, or purchasing livestock:--as alternatives with the result that the
financial eystem’s ability to cerve in an intermediary role ic limited.



265

The Record

Since 1980, El Salvador has had an impressive record of savings
mobilizetion in the whole economy, as mezsured by savings and time
deposits im ite financial institulions, despits all of the pohitcal and «conomic
uncertzinty that has occurred in thic period. In each vear the real value of
total cavinige and time depotite hac increacad. Paucuhrly noteworthy is the
strong growih in the real value of thess def.os L that began 1in 19863 when
civil strife bsgan to decline and flirm plans were esiablished to elect a
governmsnt, this is undoubtedly a recponse to improved stability and
increazsed conlidence in the economy. Thie reflecte confidence in the
economy and the future of the counury.

=
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This record is sirongly suggesiive of a good degree of financial
1nwrmc:‘;aton in the nation. This concept is supported by the rough
calculation that ebout one-sixth of the population holds savings accounts and
that there is a total of 133 Bank offices in the country (91 mixed banks, 16
Mortzage Bank and 26 EFL). In addition, there are other non-banking
financial institutions such as the savings and loan associations.

Policv Constraints

411 of this has occurred in spite of a monetary policy that has created
few incentives for savers. The main policy instrument that directly deals
with savings is the interect rate structure which inciudes 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
maint2in an interest rate spread, have been kept at low fevels. Because the
loan rates are low and concecsionary, with the relatively high rates of
inflation in recent years the real deposit rates have been negative. The
Monstary board malkec infrequent adjustments in the interest rate structure.
AS a consequence, there has been little attention directed to using the
interest rate as an active poticy variable to induce saving.

Shift to Time Derosits
Vithin the deposit rate clructure lower interest rates are set for

savings accounts than are ¢stablished for time deposite that range {rom 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 reflecte both the savers decires 10 €arn
higher returns and their increased conlidence in political stability.
Deterrminants of Savin

s and Time denosile

(n
o]

A longitudinel study of the delterminants of savings and time ceDosits
in the nation’s f{inancal institulicns provides good 1n°1ght into El Zalvador's
success 1n mobilizing resources in €pite of a pascive interest rate policy. This
°*Ldy showed that the l ‘el of GDP and the degree of financial de<pening

ere the man fectors explaining the levels of total savings aad time deposits
in ¥l Salvadorean !manml netitutions. The interest rate wes shown to be a
significant determinant of savings over the 1956-1084 period. Deposits,
however, were shown to be quite 1melastic with respect to changes in the
interest rate. This probably reflects the fact that the Monetary Board seldom
chunges the interest rate structure. Therefore, when changes in the inferest
ratz occur, there ic not a correcponding change in cavinos deposite. The
interest rate wes not found to be significant as an explanatory variable for
savings depesits over the 1960-1984 period. Inflation, however, was
significant for the Jatter period. When inflation was higher there were fewer
deposite, showing that savers were responding to the reduced incentives
associated with lower real interest rates and, thereiore, tending to place
more of their savings in other forms of financial insitrumenis and
invesument, including these abroad.

All classes of savers would be expected to behave in this manner, but
those holding time deposits, who are mostly the medium- and large-sized
business firme 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 controf a larger volume of
deposits and they have better access to alternative domestic and foreign
investments and other financial instruments.

Commercial Bank Experience

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 foan associations). A very large portion of
their deposite however, came from custruners located in urban areas. It
would be expactad, however, that a substantial portion of the deposits came
from percons who derived their income from agricultural 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.
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The commercial banks have aggresively pursued deposits. ¥ithout
the benefit of interest rate incentives they have developed promotional
campaigns and non-interest price incentiveg, such as raffles and life
insurance for depositors, as means of atiracting deposits. Financial analysis
shows that theee banke have leverzeed thetr capital extensively in obtaining
these deposits and that they use depesits as a major source of oblaining
loanable funds.  Nevertheless, these banke have used Central Bank
recdiscounts as imporiant sources of funds to finance agricultural lencing. A
probeble explanation 1¢ that they prefer to use their depoesite to finance loans
in other seclors that are shorter-term, have a faster turnover and have
better ccliateral, rather than tie the funds derived from deposits in
agricultural loans that are longer-term and offer lesser collateral (usually the
expected harvest).

Small-farmer Saving

In cpite of El Salvador's good success in mobilizing savings in financial
institutions it is very doubtful that there is 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
instituions because of the size of their incomes and their ¢lose linkages with
the capital city and other major urban centers in the couniry. Government
policy towarde the sector in general, ané 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.
Eoth 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 smalt farmers do nc. save. There is increasing
evidence from many countries that this is not true; small farmers do save,
but unlees they have accessible financial institutions they do not save in -
financial insttutions. Rather they keep money in cash or liquid assets such
as crops in storage or livestock. Farmers, lilie 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 Ef
Salvador ie convincing that poor pzople want to save in financial institutions.

4 principal factor determining small-farmer saving is income.
Although prospects for increased rural incomes in El Salvador are limited
due o the dependency on soft world markets for traditional exports,



268

unfavorable domestic pricing policies for agricultural progucts «nd rising
costs of production, farmers will still want to save a portion of their income.
With continued economic recovery there should be an increzse in demand
for basic foods which should enchance farmer incomes. IF the governmentse
pricng polic:es were to change to become more favorable for progucers,
increases in incorme could be expected. Some small jarmers can be expecied
to gain larger inc Omes as thev move into the increasing opportunities
producing for non-waditional exports such as fruite, vegetables and shrimp.
As these occur, more savings mobilization can be expected.

The reformed sector cooperatives also represent an opportunity for
savings and depesit mobilization. As a business, the cooperatives will have
n2¢ds for 11omd1by and a place to keep funds safely in anticipation of future
investment. Means should be devised to encourage the cooperatives to do
this and make linancial intermediation cervices available to them.

The Agricultural Development Banlk

The country's principal institution for lending to agriculture, and
pariicularly the small farmers, the Agricultural Development Bank, has not
been inclined to mobilize deposits from this type of clientste, although it has
had the legal authorization to do so since its founding in 1973. An ;nh,rcnt
development bank philosophy and the ready availability of cheap resources
Irom government subsidies, foreign acsistance and Central Bank rediscounts
have been the principal factor that have worked against deposit mobilization
in this institution.

& comparison of BFA with the commercial bants 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
analycis shows that a cubstantial portion of these deposiis came from
government organizations. This was another way for the government to
make funds available to the Bank. After large amounts of foreign acsistance
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.

EF4 is encountering precsures that have causad it to talie a greater
interest in deposit mobilication. 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 banks are not
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promicing. These conditions, have forced the BFa to look 10 other means W
obtain financial resources.

Br4

'y

recram Interventios

BFA, amoeng all of the El Salvadorean {inancial institutions operating in
rural arsac, appears to offer the best pocsibilities for mobilizing savings
among small farmers on & reacouably large scale becauce of ite eviensive
DETWOTE O UWenTy-cix agency olfices mam—o tnroughout the nation. Credit
unions olfer another possibility.

reesibiiity studies for deposit mobilizalion in BFA agencies were
conducted. Although these are rough estimatec 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 inwerest of the Bank 1n mobilizing more depoesits, the time is
propitious w 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 pifot study
will provide good l¢esons not oniy 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 wil! 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 cests of mobilizing resources will force BFA to have
a new appreciation of cost consciousness and the virtues of reducing
delinquency. The end resulte of thece side effects for the Bank should be
reductions in administrative costs, more efficient credit delivery systems
and lower delinguency.

With BFA saving mobilization, farmers will also benefit by having the
opportunity to place their savings and surplus cash in a sale 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 eavings accounts in the commerdal banke provides strong evidence
that probably this would occur if institulions with savings windows were
made available and accessible in rural areas.
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The evidence from the commercial banke alse suggests that thic “will
occur without major changes in the deposit interest rate structure. However,
if the government were to establich an interesi rate structure that woulad
offer larger incentives to savers the whole procese would be enhanced. It
does not arpear lively, however, that the government will do this. For

Janvary 1485 economic measures retmned a siructure with
ozn interest retes that are very low given the comesiic rate of
t cpporiunity cost of capital. The re.‘-‘LJt is that in
e cuiren oSit rates may well continue w offesr negative real rates
0l reurn. }Je\*er‘me}ess ac wos chown ahove, submanual increases in
savings and time ceposit;. have occurred in El Salvedor despite the Jack of
favorable interect incenlives and even when real interest rates are negative.
Increeses in savings were more tied to the levels of income and the degree
of financial intermediation.
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Therefore, there i rezson for oplimism that aggresive deposit

mobdilization by BFA agencies should go a long way toward enbancing
financia! intermediation and deepening in rural areas.

The BFA pilot pregram should use an aclive promotional campaign to
meke polential depositors aware of the new inceme-earning “OSSibllers,
while at the same ume providing a safe Yeeping of their funds. Other forms
of non-interest incomes, such as railfles, shoujd serve as addifonal
inducements. At first, existing clients are likely 1o be the largest number of
savers, but promotion should not bte 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 example, 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 ic repaid a higher or
more atractive rate could be paid to induce the borrower to keep the funds
on deposit.

BFA should concentrate on good and efficient service to keep the
savers' costs asscciated with fransactions and withdrawals to a minimum. It
will also need o develop rieans of maintamning reserves and liquidity to
mzet 1zcal and bueimnese requrements. This will e a new endeavor for the
pank and will requirs memg md educztion 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 ve
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

. 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 excecs 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 BCR rediscount lines with maximum lmits.

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
concecsionary 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, financiat intermediation 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. H 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
profitability of farming, such as policies for product prices, costs of inputs
product prices for domestic foodstuff, technical efticiency and risk. It is
recommended that these policies be reviewed with the objective of
increasing the profitability of farming.

Current product pricing policies discourage production. Government
policy to provide price supports for domestic foodstuffs have not funcitoned
as planned, hence the farmer is often forced to sell his product at lower
prices that are brought about downward pressures on prices due to
government subsidies of food sold to consumers as well as inexpensive
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 nead to be consolidated and expanded. Of particular
importance is the need for improved management and cooperative training
for the Phase I cooperatives.

Program 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 ( ICIs). All evprecsed a need for more funds. This flexible
mechanism would create competition for funds among ICls and allow funds
to flow to the reformed sector through all ICIs. This should improve
elficiency in use of credit and enhance repayment. It also will decrease the
reformed sector's dependence on BFA and reduce BFA'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.

¢. This mechanism takes advantage of the ICI'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, ie, 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 ICls lend to private-sector processing 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
e mecnanism attractive 1or 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. A generous 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 coste of working with the small credits to Phase
I11 beneficiaries, an additional point or two of spread might be utilized.

¢. 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
rnunning 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.

{. 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 111 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 inctude 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
latier with the assistance of FEDECACES. This would be undertaken as an
experiment in mobilizing savings in the rural sector by using the existing
savings windows at the BFA and in credit unions. Particular attention should
be directed to trying to mobilize savings in the reformed sector. Based upon
the succees 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:

3. Undertake applied research to evaltate the success of the program
and make recommendations for improvement.

b. Educate and train BCR, ICls 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.

¢. 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
IClsto M.S. or MBA. levels.

8. The project should include a long-and short-term technical assistance.

a. One or two long-term advisors will be needed to worl: with BCR and
ICls.

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 necassary or useful to the
successful implementation and evaluation of the program, and (4) to provide
educational services.
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9. Appropiate USAID credit officiale and representatives of the varjous ICIs
should be sent for short-term visits to the Dominican Republic or other Latin
Amernican nations where successful savings and lending programs have been
implemented in order to gain first-hand evperience 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 chould 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 mobilization 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.



