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THE EFFECT OF A.I.D.-SUFPORTED ICI's ON
OVERALL DEVELOPMENT

*
By

Donald McClelland and William Blaisdell
July 1969

I, INTRODUCTION

A.I.D.'s goals in surporting Intermediate Credit Institutions are
~ broadly described in the Manual Order on Development Banks of December
1963. It states:
"It is A.I.D. policy to foster, promote and encourage the
establishment and growth of sound Development Banks . . .
to assist in the economic development of less developed
countries and areas by financing and promoting private

anterprise . . . throug§7 financing . . . on medium or
long-range terms.

The Manual Order also places an emphasis on small and medium-sized enter-
prises, notes the importance of technical assistance -- especialiy to sub-
borrowers from the ICI, as distinguished from the ICI as borrower -- and dis-
cusses the need for selectivity among the various branches of industry in terms
of relative contributions to economic development. This evaluation has indi-
cated no need for a major shift in cthese goals. It does indicate varying
degrees of success in their achievement, some needs for further refinement,

and need and opportunities for greater achievement.

The treatment of individual topics separately, which is the general
aprroach of this paper, does not highlight some of the broader aspects.
Accordingly, some general developments in the field are sketched here at the
outset.

Numerous ICI's hove been created during the period covered by this evalua-

tion (1958-68), with mosgt of the needs for new general institutions apparently

*Mr. Blaisdell was primarily responsible for the sections on Loan to Small
Industries and TA to sub-borrowers and Mr. McClelland for the other sections.,
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hav_.ag by now been met. The emphasis in the future will pbresumably be less

on creating institutions (except perhaps for specialized ones) than on improv-
ing or redirecting existing ones. As one Mission has put it, the Mission has
moved from "establishing" the ICI to "using" it.

Developments over the years indicate two broad avenues of changing approach
First, there appears to be a growing need for a more active role by the ICI's
in project promotion and a more refined basis of project selection. As many
Missions have noted in one way or another, the "easy" projcects have already
been financed or the "cream has been skimmed." This is merely a reflection of
the experience of LDC economies as a whole &.; industrialization progresses, and
a warning that increased care must be exercised Lo avoid uncconeomic investments.
The second main avenue is that suggested by the recent addition of Title IX to
our basic legislation. Title IX is referred to in this context <nly partly as
a legislative requirement. More generclly, the Title IX philosophy is a reflec-
tion of a growing understanding over the vears that development i~ not just
economic development and, hopefully, is also an indication of a growing capa-
bility for dealing with the harder tasks that this broader concevt of develop-
ment entails.

In reading this paper, a number of clagsifications of ICI's should be kept
in mind. These have already been described in the explanation of the statistical
material and include: new and established ICI's, public and private ICI's, and
ICI's in countries with some financial soprhistication as compared with those
that are lesz developed. Differe:t meeuLts are to he expected, 2w¢ different
prescriptions are likely to be appropriate, for each of thege classifications.

These are specifically noted where they seem most important, but a separate
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treatment of cach under each topic weuld unduly lengthen the raner,
However, these differences are relevant throughout and should be borne
in mind even where they are not explicitly discussecd.

This paper is based primarily on the evaluation reports fom 18 '

*

Missions on 27 ICI's with 39 A.I.D. dollar loans totalling $2C: millicon.
The paper will evaluate first achievement of the broad gencral rcals of
A.I.D. assistance to ICI's, i.c., (a) mobilizing additional rercurces for
industrial investment and (b) strengthening the private sectcr. Tt will
then consider several possible refinements or extensions of £l-n- hroader
objectives suggested by past experiences for increasing the iwmract <f this
program on development. These are: (a) more refined economie critoria,
(b) improving interest rate policy, (¢) a broadened range of ICI lcnding
to sub-borrowers ~nd (d) more extenzive availability of technic-i aszis-
tance to sub-borrowers. Suggestions from past experience cn how scrme of
these changes might best be effected are considered in the {final section

of the paper,

*This "sample" differs from the total of 61 ICT's with A.I.D. loans
of $35L miilicn in two major respects. The latter includes ICI's in
countrizs where A.I.D. no longer has a iMission (e.g., Israel and ra.wan
where A.I.D. has phased out and several Arab countries where aild has been
terminated) and Private Investment Funds (primarily in Latin America) ad-
ministered through Central Banks rather than through separate institubions.
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II. THE GENERAL GOALS

A. Mobilizing Investuent unds

One major purpose of loans to ICI's is to create a means of stimulat-
ing additional savings and investment; if A.I.D. dollars had no multiplior
effect, their total impact would of course be correspondingly limited., In addi-
tion, improved quality of investment must be considered along with the quantity.

There are two major ways in which ICI's bring about an additicnal
mobilization of capital. These are, first, through providing the critical margin
of resources for starting or expanding industrial enterprises which collect con-
siderable add.tional resources on their own and, second, throush attracting
additional resources for the ICI itself. Among important aspecte of the first
of these is (1) the direct collection of additional capital by thec borrowing
firm (the "sub-borrower" with respect to A.I.D. loans) from the sub-borrowers'
own resources or his family, friends and business associates; (2) “he gradual
development of a securities market; (3) working out Jjoint ventures with foreign
private investors; and (4) reinvesting profits. The direct mobilization of
capital by ICI's includes (1) private equity investment in the ICI itself and
(2) the attraction of additional capital from abroad. Experience in each of
these areas will be examined in the paragraphs immediately following and a

more general assessment will be made in Section II-C below.

The largest source of additional jindustrial investment stimulated by
ICI's is the investment funds provided by the sub-borrowers thems.lves. lost
of the ICI's reportedly lend at most 40 to 60 percent of the fixed investment
on projects they are supporting, with the remainder supplied by the borrowing

entrepreneur. There are some exceptions such as Ethiopia, which will provide
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as much as 80 percent, and lending by various ICI's lor standard items of
equipmént where the equivalent of a 20 or 2% vercent "down payment" is
acceptable. But in general, the borrower from the ICI is expected to provice
at least two to three fifths of the fixed capital required. And the average

Industrial
is often very much higher than this minimum requirement. The Indian/Finance
Corporation is reported to have loaned 2 billion rupees for new industries
for which the total investwent was estimated at nearly ¢ billion rupees (more
than $1 billion). The ICICI in India reports an estimated ratio of 1 to 5 of
its loans to total investment in its projects. While these two big banks have
a much greater multiplier effect than most, the available information from the
field reports suggests thal matching investment from the borrowing entrepreneurs
probably averages one and a half to two times as much as the ICI loan. Not all
of this increased investment was due to the existence of the ICI, but much of
it appears to have been, as is discussed below.

Efforts toward developing securities markets have made a very much
smaller contribution. Such markets arc a major instrument for mobilizing savings
in the developed economies, and assistance in their formation in ILDC's is
accordingly one of the purposes of many of the A.I.D.-supported ICI's. Progress
in this area has of course varied tremendously, depending in large part on the
degree of financial development and sophistication of the individual economies.
In the least industrialized economies such as Nepal, Laos and Somalia., any
major efforts in this direction would plainly be premature. At the other end
of the spectrum, countries like India and Pakistan already had securities
markets. These have certainly beer broadened and strengthened by the extensive

equity participation and underwriting of a number of the ICI's. The recently
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established Investment Corporation of Pakistan, which has received A.I,D.
technical assistance in its tormative period, is designed with this as its
primary objective. For the larger number of” 1CT's in countries between

these two extremes, the bulk of them are authorized to buy scceurities as

well as moke loans. Most have done this only intrequently, oftn less fre-
quently than the USAID's consider desirable. Lack of experience, the inherent
-risks involved, and the unwillingness of maly family-held companies to have
outsiders hold stock are the most frequently cited reasons. Even 50, some of
them, e.g. in Ecuador, Ghana and the Philippines, are beginning to provide a
nucleus of share-holdings that are, or may be, publicly traded. Such small
beginnings are still many years from a full-rledged capital market. But these
first short steps must be taken bet'ore longer ones will be possible.

Another function of ICI's is to attract foreign private equity invest-
ment for the sub-borrowers. A few of Lhe Missions report specific instances of
foreign private participation in projects to which they are making loans, and
quite a number refer to this ICT activity in general. Thus, although achieve-
ments in this area appear to be limited, they are certainly perceptible.

What may well be of greatest importance in the longer run is reinvested
profits. (The field Mission reports were not asked to comment on this point,
however.) The best source of addilional domestic capital is likely to be a
rapidly growing economy. Reinvested industrial prof’its appear to ve an important
new source of capital in, for example, Korea, West lakistan and Central America.
Although no firm conclusions are possible from the data available for this Review,
the indications are that this is a large and growing source of capital for

industry, a part of which has its origin in ICI loans.
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The other aspect of capital formation is the capital attracted
directly by the A.I.D.-supported ICI's themselves. In terms of domestic
capital formation, this is much less important than the funds mobilized by
the sub-borrowers. But A.I.D.-supported ICI's have had considerable success
in obtaining foreign resources from other donor countries and organizations.
Equity investment by private individuals in the ICI's themselves
has generally not heen a sizeable source of funds. Most of the reports indi-
cated that p ivate, non-institutional holdings of equity were usually small,
(sometimes less than one~tenth) compared to the total loans of the ICT, and
were frequently increasing less rapidly than the amount of loans. This is
not necessarily undesirable financially. Equity holdings by institutions such
as insurance companies and commercial banks, often including foreign banks,
and equity positions or subordinated loans of the government usually provided
the basis for a reasonably sound capital structure. And large loans from PL-LE0O
and counterpart sources have, in a few countries, contributed greatiy to the
total resour-es available to the ICi's. But moust of these sources presumably
did not represent additional mobilization of private savings. Experience to
date suggests that private equity in ICT's has not heen, and is not likely to
be, a major sourcc of capital formation. This is not surprising in view of
the need under most circumstances to k-ep the equity thin and the leverage great
if stockholders in ICI's are to receive attractive returns on their investments.
A.I.D.-supported ICI's have had considerable success at attracting
loans from o'ier aid agencies. As comrared with the $354 million in A.I.D.
loans, the ICI's covered by this study have borrowed more than $730 million in
hard currencies from other sources, of which the World Bank Group has been the
most important single source. In addition, there have been f{requent small equity

participations vy foreign banks. It is probably fruitless to try to determine



which aid agency hés led which, although it is worth noting that A.I.D. has

been in a good pesition to provide "seed capital" at low interest which has
often been helpful to new ICI's in covering their start-up costs. The important
point is that A.IL.D. and the World Bank Group, working together, have been mutu-
ally reinforcing and have also supported nnd/or stimelated further action by

the tiermans, thce Japanese, the Inter-American Develcpment Bank, ete. On direct
borrowing at medium or long-term in the world's money markets, the ICI's have
done very little. The basic explanation appcars to be that the credit standing
of the ICI's or the credit-worthiness of the cconomics of which they are a part,
are still such as to make this kind of borrowing either uncbtainable or very
expensive. They still find it cheaper to, in offect, have the IBRD cr the
regional tanks borrow in world workets o them and relend to the ICI'z. It

is instructive, however, to note that a few IUI's in the "wore developed IDC's,"
c.g., Israel and Veneczuela, have borrowed dircctly. This may point the way to
futurc patterns as the ICI's, wid the economies of which they are a part, grow

stronger.

P. Stimuus to the Private Industrial Sector

A.1.D.-supported ICI's (along with others) have clearly increased the
flow of investnent resources tc private enterprise in the industrial sector.
They have alsc lLoproved what might be called the quality of investment by selec-
tivity in the investments and helping 4o improve financial and business practices.
A.1.D. dollar loans alone have tetalled more than $350 wmillicn in the
last ten years. PL-4Y%0 Jocal currencics and counterpart funds, over which A.I.D,
exercises at least some control, have amounted to an even larger Tigure.
¥licarly all of these ICI's, incluling the public ones, have loaned primarily or

exclusively to private enterprises. And, altiiough some of the additional inflow

*These have not been included in most of thig study because they are limited to a
few countries and their conditions vary too widely for ready gencraiization.
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to private industry has been a reallocation (rom other us:s, there is Little
evidence to suggest that any significant part has been off'sct by outfiows from
private industry to other uses.

AL.D. loans to IC1l's permit us to supply a larger portion of A.I.D.
loans t'or private industrial investment than would otherwise be practicable.

The fact that A.I.D. assistance is gencrally on a government-to-government

basis may well introduce some tendency to favor, in our dirccet loans, infrastruc-
ture und cother arcas normally within the public sector. Probably of even greater
practical importance is the fact that loans or roads, power plants and other
projects that come in large packages are more readily handled through the ALILD,
loan procedure than are individual loans to all but the largest industrial pro-
Jects. Put the use of ICI's as "retailers" of ALLD. assistance in this field
makes it rossible to deal with the hundreds of projects that A,I.D. could not
begin to process individually through its own loan mechanisms.

For the countiiee for which field reports have been recoived as a part
of" this review, A.I.D. dollar loans to ICI's over the last ten years have aver-
aged about four percent of total A.I.D. dollar loans. But in India, Pakistan,
Turkey and Tunisia taken separately, the ratio was Less than two percent. In
all four cf these cases, the actual support tor private industry was much greater
than this percent would suggest both because large program lovans provided an
alternative form of support to the private sector and the ICI's in cach of these
four countries received large local currency loans from PL-480 proceeds. With
these four countrics taken out of the sawple, the A.I.D, loans to ICT':s were
17 percent of total A,I.D. ioans.* Clearly this is a large flow of A.I.D. re-
sources to private industrial investment in addition to what would have been

possible had our aid to industry been !imited to a project-by-project basis.

*The remzining dollar loan countries, grouped to regions, are the following:
El Salvador, Panama, Nicaragua, Costa Rica, Fcuador, Ivory Coast, Bast Africa
Development Bank, Ethiopia, Nepal, Korea, and the Philippines. In addition,
reports were received for programs of local currency on technical assistance
from Ghana, Vietnam, and Laos.
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A second gap that ICI's are designed to help fill is the usual virtual
absence of any medium and long-term sources of credit in the financial
systems of most less developed countries. Securities markets are rare and
adequate securities markets are non-existent. Commercial banks typically
lend only on short term. Lven though short-term credit is sometimes renewed
repeatedly, at least for preferred borrowers, it provides a very inadequate
basis for financing fixed industrial investment. Arnd it is often scarce both for
working capital and fixed investment, particularly where Legal and other limits
set interest rates at a low level. But credit for fixed investment is almost
totally unavailable. ICI's, which in wost of the reporting countries make
loars for at least 2 to 10 years, and in some cases 5 to 15 years or more,
depending on the nature ol the investment, meet a very urgent need in furthering
the establishment und expansion of industrial enterprises.

How adequately ICI's fill this medium and long-term credit gap is dif-
ficult to assess. In the three big NESA countries, A.I.D. dollar loans alorne
were a small part of total investment. But, in addition to the other U. S.
assistance noted above, I(I1's in India, Pakistan and Turkey all received IBRD
loans substantially greater than A.T.D. dollar assistance and, as already noted,
substantial amounts of PL-U80 local currencies. For the other reporting countries,
A.I.D. loans to ICI's in recent years have bulked large in the total investment
picture. A rough estimate (relating these loans to GNP and estimating that
total fixed investment in industry has probably not averaged more than two to
three percent of GNP) suggests that A.T.D. loans to ICI's have generally financed
some five to fifteen perceat of total industrial fixed investment. an alterna-
tive estimate for six of the countries, bhased un Central Bank data, shows A.I.D.-

assisted ICI's financing from 4 to 28 percent of total fixed industrial investment.
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Also important is the fact that a larger proportion of ICI resources went to
new industries than was true of industriel investment as a whole. So, when
the multiplier effect of ICI loans is recalled, it is clear that ICI's have
provided an important stimulus to growth and modernization of the private
industrial sector.

The ICI's have also aidc? *he private sector in ways other than
supplying financial assistance. Nearly all field Missions reported that the
discipline of preparing an application for a loan generally improved the
planniug of the applicant. And in many cases the reporting requirements of
the ICI improved the accounting and financial practices of the sub-borrower.

In some cases, Lh+ ICl's provided more direct assistance to th~ actual or
potential sub-borrower in the form of feasibility studies, technical assistance
in management, cngineering assistaice, etc., (This type of assistance was much
morz limited anc, as will bhe discussed in detail below, several Migsions recom-
mended that it be increased). Although even a rough quantification of the
importance of this assistance is not possible from the data available, it is

obvious that it was at least in the right direction.

C. Evaluation of ICI's Success in Meeting their General (ioals

The analysis above suggesls that in general A.I.D.-supported ICI's
have been quite successful in achieving their broader goals of mobilizing
capital for industrial investment and a'ding the private sector. They have
had a multiplier etfect by providing scarce foreign exchange and medium-term
credit which has served as a l'ocal point tor mobilizing local private invest-
ment that has been substantially greater than the amount of the loans by the
ICI's. While their efforts al developing sccuritics markets and attracting
foreign private investment have not as yet progressed very far, even here some

beginnings have been made. Favorable effects on supporting the private sector
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are plain. In addition to supplying critical needs for foreign exchange and
medium-term credit for the private sector, tlie sheer transfer of resources
to private industry was substantial as compared with total industrial invest-
ment. Moreover, although difficult to measure, the effects on improved
business and financial practices appear to have been important.

This evaluative conclusion of general success is subject, however, to
a number of questions, although it seemsg clear that none of these invalidates
it.

There are two possible gualifications about the reliahility of the
observations. First, it must be recalled that a major part of the information
for this evaluation has been supplied by reports from the field Missions who have
had the primary responsibility for carrying out the ICI loan projects. This
self-evalustion, ebvicugly has some limitations.

‘'here secemed to be internal evidence in
a few of the reports that the projects were beilg viewed through glasses of at
least a faintly rosy hue, and thore may well be still other cases where this
was more real than apparent. Illevertheless, Lhere were enough reports cf failures
and suggestions for improvements, along with a weneral consistency between the
facts available and the evaluative judgments given, to support the basic premise
bhrat evaluation by the individual iligsions can be relied upon to give a reason-
able basis for broader evaluative findinge.

Second, the general success suggested above is based largely on agare-
gates and averages. It seems clear thal some of the projects did not share this
general success. The project in Nepal and the first loan o Ethiopia appear to
have made relatively little heacdway. Possible serious financial problems ahead

are Toreshadowed in a few additiovnal cases. All of these cases are in countries
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with very underdeveloped financial and industrial structures. Taken t.ogether,
they suggest the importance of careful study in such cases to determine how
ICI's can be best adapted to the special needs of these circumstances. At
the same time, these cases do not seriously bring into question the useful-
ness of ICI's in general.

There are two more fundamental questions about the development bene-
fits.

First, there is some inherent uncertainty about how much of the in-
vestment and development that received ICI support would have occurred even
without that support and uncertainty about “ow much was additional savings
rather than a reallocation cf resources from other uses. Certainly some of
the investment would have taken place anyhow, even if on a reduced scale.

But the conclusion of most of the field reports that ccmmented is that in many
cases, and particularly for new enterprises, the medium or long-term ICI loan
provided the necessary stimulus to make the proposed project a reality. How
much of the capital resources so mobilized represented additional savings is
also unclear. There is no direct evidence available. There is, however, a
strorng presumption that where there is no well developed securities market as
a normal incentive for savings, and where interest rates are low, a promising
investment opportunity will be a strong stimulus to additional savings on the
part of the entrepreneur, his family and his friends. It may also be a
favorable alternative to investment abroad. Even so, a substantial part of
this new investment was probably a reallocation from other potential uses.
But these, in turn, in the conditions of many IDC's, would often have been

low  priority uses. Althoush the field reports were not asked to analyze

this question, it seems probable that reducing the obstacles to industrial
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investment has increased its attractiveness relative to investment in
luxury housing, some of the less productive forms of commerce, and even
investment abroad. Thus, although we cannot quantify this evaluation, it
seems probable that ICI's did induce substantial increases in both savings and
industrial investment and that, to the extent that the investment was a diver-

relatively

sion from other uses, many of those uses would have been / unproductive ones.

The second fundamental question is: How economically productive was
the increased industrialization?

Measured by commercial profitability alone, the answer seems fairly
clear. With Mission reports noting very few cases of defaults by sub-borrowers,
and with all of the ICI's except one that have been in operation for as much as
two or three years showing a profit, there is a strong presumption that the in-
creased industrialization was generally profitable. But high financial profits
do not provide a complete answer. There may still be low economic productivity

if the profits arise from price distortions due to monopoly, excessive tariff

brotection, etc. There is a growing body of opinion -- not related to this
study per se -- that some countries have carried highly protected import sub-

stitution to a point where it may not be very productive economically.

A general evaluation of the role of protection and industrialization
in economic development is clearly beyond the scope of this study. However,
vtwo important partial answers of particular relevance to this study are suggested
by observations in some of the Mission reports. First, the danger of uneconomic
industrialization is/izzznin the earlier stages but increases over time. Second,

at the same time the danger is increasing, the competence of ICI's to deal with

it is also growing. A firmly established ICT is in a better position to be
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selective in its choice of borrowers, ard A.I.D. can consequently be more
insistent on the application of suitable economic criteria when dealing
with an established 1C1l than when it is trying to help one get started.

These points will be applied in subsequent sections.

In conclusion, the various qualifications discussed above serve to
put the main findings to date in a broader perspective and to suggest avenues
for improvement; they modify the findings but do not appear to invalidate them.
In short, A.I.D.-supported ICI's have been generally successful in mobilizing
resources for industrial investment thereby stimulating industrial growth and
economic development and strengthening the private sector. It appears to
follow that experience to date warrants continued A.I.D. loans to ICI's sub-
Ject, of course, to country-by-country considerations and with due considera-
tion to (1) the changing role of the donors as the emphasis shifts from the
creation of new IC1's to the support of existing ICI's and to (2) availabili-
ties from other sources.

IIT. SUGGESTIONS IROM BXPERLENCE [OR THMPROVING DEVELOPMENT EFFECTIVENESS OF
ICT's THROUGH REFINEMENT OF GOALS AND BROADENING OF SCOPE

Despite the apparent genceral success o) A.L.D.-supported ICI's in meeting
their most immediate goals, nearly all of the field Mission reports suggested
one or more lessons of experience Cor improving the performance under A.I.D.
loans to ICI's. 1In scme cases, these suggestions related to how they might
have done it differently if they hal it to du over. More often the proposals
were of the nature of improving the program by a refinement of objectives,
goals and methods as the program evolves. Some of lhe suggestions were in
response to the specilic items in the questionnaire sent to the field and others

were volunteered in response to the request for the Missions' general evaluation.
L
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The four points selected for consideration here are: (1) the application
o’ more sharply defined economic criteria, (2) improved interest rate struc-
tures, (3) a broader range of sub-borrowers served, especially small borrowers,
and (k) increased technical assistance to sub-borrowers. (Discussion of these
points is preceded by a discussion of our experience with public and private
ICI's, not as a separate issue but as a part of the framework for considering
some of the others.) Some Mission suggestions for change -- such as improved
use of PL-480 local currencies, greater independence from government, an in-
creased emphasis on raising domestic capital ~-- are not cons’dered here. The
basis of selecticn was to chose possible changes that were both suggested by a
number of Missions and appear to have a wide area of potential applicability.

Noune of the areas considered was suggested by all of the Migsions. The
tsual pattern for each area was a strong proposal from a few Missions and a
general indication of desirability by a number of others. Also, in the case of
each suggestion, a number of Missions had little to say on it and a few indi-
cated that the change would be unnecessary -- or inappropriate -- under their
particular circumstances. None of these suggestions for improvement is new.
In fact, all are found to some degree in the Manual Order of 1963. However,
achiievement of these more refiied goals or wider areas of activity has evidently
been less general than of the broader goals of mobilizing capital for industry
and strengthening the private sector. The remaining sections of this paper are
thus less concerned with new directions than with changing emph.sis that our
experience has shown to hold promise for improving the effectiveness of the

total program for agsistance to ICT's as il evolves,
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A. Public and Private ICI's

This subject is considered at this point not as a case of possible
change or refinement of goals, but as constituting part of the framework of
experience within which these changes may take place. Changes in emphasis
or direction of ICI activities will affect, and be affected by, the choice
between public and private institutions.

A.I.D.'s lending to date has been somewhat more heavily weighted
toward public ICI's. (This may have been influenced to some degree by the facts

countries had only public ICI's and that
that many/IBRD assistance to ICI's have been concentrated in loans to private
ones.) A major conclusion from this review of A.I.D. experience is<that the
difference between these two types of institutions is less than many had
supposed. Reports from most countries having both public and private ICI's
indicate that both kinds of ICI's tend to be profit oriented, and consequently
tend to be conservative in their financial practices, although to a degree the
public ones are less so. OJeveral Missions also reported tbat private ICI's
moved more rapidly and all Missions having both types observed that both serve
a useful purpose,

The profit motivation in private ICI's is of course to be expected.
A.I.D. has frequently helped to establish private 1CI's with one of the major
objectives being the direct strenpgthening of the role of private institutions
in the economy, and this objeclive appears to have been fairly well achieved in
most cases. Bubl having established a private sector institution, we should
recognize that it will be guided largely by the profit motive, which was a part
of the purpose. Many of the field reports indicate disappointment that the
private ICI's have tended to tollow conservalive banking practices and have

been reluctant to teke sufficient risks in the interest of development objectives.
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The above observation is not intended to suggest that devel opment
objectives are always in conflict with the prolit motive. Appraisal banking,
(that is, lending on the prospects of the borrower and the project), if well
done, may be as profitable us a heavy reliance on collateral. Nor is it
suggested that private ICT's are unconcerned with development objectives.

Other things being roughly equal, they would generally chose the loan with the
greater development potential. And gome have been definitely development oriented
in their choice of sub-borrowers. fThe ICICI in India has concentrated very
heavily on fostering new industries. The China Development Corporation has made
a major contribution to expanding exports. The same has been true to some degree
of numerous other private banks. Bub in general it wust be recognized that there
wili often be some conflict between development objectives and profit maximiza-
tion. TFor example, new industries [or export will in many cases involve higher
risks than the expansion of traditional industries to meet a growing internal
demand. This difference must be directly recognized, and incentives should be
provided that make the riskier developmeul-oriented loans also attractive.

In principle one would expecl Lhat public LCI's would be much more
development-oriented, even al Lhe cxpense ol greater risks. But, as already
indicated, our experience has showa that Lhis is btrue to only a limited extent.
Even so, and despite a less favorable record of expeditious action, public ICI's
should have advantages where there ave hipgher risks or special costs. This is
particularly true where Lhe rigks are likely to be large but their magnitude
is unknown (as appears likely in a major exlension into the small loan field)
since some form of subsidy or special support would be needed, but the amount
would be uncertain. But experience sugpests that even public ICI's cannot be
expected automatically to incur the higher costs or greaber risks entailed by

some developwental activities. A.L.D. might well direct its energies to


http:divect.iy

- 19 -
developing ways of assisting public ICI's in this regard. Expanded uge of a low
rate of interest to the ICI and grant assistance for technical assistance suggest
themgelves as possibilities. Where the magnitude of the risks is uncertain,
provisions for covering operating deficits -- probahbly more appropriately by
the host government than by A.I.D. in most cases -- should be explored.

Whatever the approach, the problem should be squarely faced; our experience

shows that it cannot be assumed away.

B. The Application of More Sharply Defined Economic Criteria

As indicated earlier, there appears to be growing danger in
some countries that industrialization may be proceeding too rapidly, or with
too much protection, in certain branches of industry for the maximum contribu-

tion to over-all growth. There is a strong indication that greater concentra-
and avoidance of others,
tion in certain subsectors/would produce better developmental results.

The nature of the problem is indicated by the following quotations
from three of the Mission reports:

El Salvador

"Experience with this project indicates the need for a much
greater degree of specifying goals in the loan document with
emphasis on project priorities . . . an attempt to encourage
industries that will utilize domestic raw materials and
generate exports !

Ghana

"Until recently, the National Investment Bank was probably
relatively little concerned Zgith relative developmental
importang§7 so long as the project appeared viable in Ghana.
More recently, however, partly as a consequence . . . of
A.I.D. fTinanced economisls who assisted in surveying valid
investment opportunities, more attention may now be given to
whether a proposed project is really a desirable undertaking
for the national economy."
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Panama

"The ICI has not employed criteria of national economic profita-
bility . . . to a desirable extent. Panama's industrial base is
largely import substitution oriented, sheltered from external
competition by a system of import quota restriction

GOP development policy . . . stipulates considerations of national
economic profitability. In adminis@g@tive practice, this largely
has been ignored in the past . . . [There should be greater/ con-

centration on developing projects that contribuile to the growth
of commercial agriculture, forestry, fisheries, and foreign exchange
earnings."

Some may raise the basic question of whether trying to influence the
investment decisions of entrepreneurs is desirable in any case. It is often
argued that the profit motive and market forces will make the best decisions.
But where government policies have markedly distorted price relationships,
market forces may be expected to produce the wrong decisions. TFor example,
if the currency of a country is over-valued, profit incentives for export pro-
duction will be much less than free market forces would provide, even though
increased exports may be of obvious importance for eccnomic growth,

The best solution to this problem is to use our influence to encourage
improved economic policies rather than trying to adjust ICI practices to off-
set them. But in an imperfect world other considerations both practical and
political -- and of'ten beyond the reach of A.1.D. influence -- may rule out
adequate solution through general policy changes. Situations similar to an
overvalued currency may also exist with respect to low legal interest rates,
high tariffs on some items, etc. While the best approach will vary widely from
one situation to another, special priorities by ICI's for certain industries --
and possibly prohibition of loans to others -- will clearly be economically

desirable in many circumstances.
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The detailed application of economic criteria is probably of least
importance in the least developed countries. In countries such as Niger,
Laos, Nepal, and possibly a few others, the difficulties of starting any
industrialization in the private sector are so enormous that, if one is to
undertake it at all, in the carly stages,
commercial viability is probably the only reasonable criterion. The idea
. should be to limit protection to levels that are "reasonable" and more-or-
less consistent among projects but to look mnainly at profitability prospects.

In another group of countries, the basic criteria for different types
of. industrial investment are set -- in fact as well as in principle -- by the
governments through their planning organizations. The Mission reports indicate
that this is the casc in India and Pakistan and, perhaps to a lesser degree,
in Turkey, Korea and elsewhere. Under these circumstances it is probably in-
appropriate -- and dabtless futile -- to try to circumvent these decisions
through different criteria for the IC1's. Where there are protlems, direct
work with the planning organization or other government entity would appear
to be much more useful. And, if the governments investment criteria and
policies appear to be wholly inappropriate, discontinuance of support to the
ICTI might be the indicated alternative.

For the larger number of cases, including the three from which the
quotations above are drawn, some stronger use of economic criteria appears
often to merit consideration. This is not to say that economic criteria have
been generally ignored. A dozen of the ICI's considered are reported to give
special weight to import substitution and 1L report criteria for exports and
a significant use of domestic raw materials. But the tenor of the reports in
many cases is that these criteria are more a statement of general intent than

a basis for careful project analysis or promotion. With the development of
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ICI's, more carefully defined and vightly applied criteria may well be in
order. Second loans, and, where appropriate, third and subsequent loans
may often be a practicable point at which to strengthen these procedures.
What the most appropriate economic criteria are will vary widely
from country to country. Export promotion and import substitution using
domestic raw materials are among the most frequently mentioned. But no
attempt is made in this study to pinpoint them because of the widely varying
country circumstances. Other kinds of economic considerations, in addition

to priority sectors, may also be important.

C. Interest Rates Charged by ICI's

At least three aspects of interest rates are important for ICI
activities. The general interest rate structure in the economy is of obvious
importance for the development process; the very important illustration of
Korea will be noted below, but the ICI is not likely to be the device for
restructuring the whole rate pattern. A second aspect is the use of differen-
tial interest rates for different kinds of investment. There was little sup-
port in the Mission experience for this device. The most important operational
question is the relation of the ICI lending rate relative to other rates in
the economy.

The suggestion that higher interest rates be charged by IZI's is pro-
posed explicitly by the Missions in India and Panama and has been made in practice
by the Korean ICI's. The general argument in favor of low rates has been that
they provide an important stimulus to investment. But experience does not
appear to support this view. Several Missions report that the return on well-
conceived, well-managed investments in the capital-short LDC's is generally

expected to be 20-30 percent or more. $o, the difference between, say, seven

percent and as much as 14 or 15 percent would not be likely to be a major
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determinant in making an investment decision. The point is summarized in
one of the reports from Fquador which notes: "Interest rates are not as
important as the long-term availability of credit."

It seems likely that, in many cases, interest rates that are low
for the particular economy involved create more problems than they solve.
In some cases, the rate of inflation is greater than the interest charged;
thus, the effective rate of interest is less than zero, which is clearly
unwarranted. In other cases, the ICI rate for medium and long-term credit
is below the commercial bank rate for short-term credit. (This is specifi-
cally reported in the cases of Panama and El Salvador.) This has obvious
disadvantages. It provides an additional incentive for the ICI to depart from
its basic purpose and make short-term loans. It also provides a strong incen-
tive for the whole business community to try to borrow from the ICI, whether
the need is of the sort the ICI was created to meet or not. This situation
is almost certain to divert some funds from their intended use and may even intro-
duce an element of corruption. Even where the ICI rate is the same as that for
short-term commercial loans, it distorts incentives. Medium and long-term loans
normally have a greater risk, and the structure of interest rates should reflect
this,

If ;CI'S are to have the proper incentives to perform their develop-
mental functions, they should be encouraged -- perhaps even reguired -- to
charge high enough rates to enable them to provide additional services or to
undertake the riskier investments implied by more selective economic criteria.
(This point is made strongly by the Ghana Mission with respect to small loans,
and is developed further in this connection later in this paper.) In such cases,
it will also be appropriate, of course, for A.I.D. to draw the loan contract with

the ICI to assure that the additional spread will be used for these purposes.
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In any case, it seems desirable to charge a rate for medium and long-term
loans above the prevailing short-term rate.

The possibilities of setting the "appropriate" interest rate will
depend upon circumstances. If the basic problem is one of a low legal maxi-
mum, a loan to an ICI will generally not be an adequate basis for getting a
revision of the legal limits. TIn such cases, the inappropriateness of the
interest rate should be a major consideration in whether or not to make the
loan at all. But in the more general case, it should be possible to include
an appropriate interest spread, and appropriate use of the increased potential
profitability, in the loan agreement.

A very interesting example of adjusting interest rates in the direc-
tion of the economic realities is found in Korea. One example is the third
loan to the Korean Reconstruction Bank (KRB). The first and second loans to
the KRB had specified relending rates of 8 percent with maintenance of value
(MOV). The third loan calls for a minimum rate of 10 percent and a continuance
of the maintenance of value provision. Consideration was given to requiring
even higher interest rates but, given the availability at rates of less than
10 percent from other external sources, this was considered undersirable at
the time. However, it was agreed that this minimum interest rate could be
adjusted uvward if changes in other interest rates made that appropriate.

An cven more striking case is that of the Korean Medium Industry Bank
(MIB). This bank has reportedly made loans of RS billion ($90 million dollar
equivalent) financed primarily by Korean deposits of §23 billion (about $86 mil-
lion). 1Interest paid on deposits are as high as 25 percent on long-term deposits
and interest rates to sub-borrowers range up to 18 percent (with government

subsidies to cover the differential). Most of this experience is probably not
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readily transferable to other ICI's, since it is just one part of a very
bold and extensive rationalization of the whole interest rate system. But
it does illustrate some important general possibilities and suggests the
practicability of setting minimum interest rates in appropriate cases.

D. Broadening the Range of Sub-Borrowers Served - Loans to Small
Industries

The ICI's have understandably concentrated their activitie:c to date
in the easiest areas. This is true not only with respect to the particular
industries supported. In addition, most of the sub-borrowers ave large (in
terms of the size of the economy), in the modern sector of the "dual" or
"enclave" economies that characterize most LDC's, members of the financial
(and often the social) elite, and generally concentrated in the vicinity ot
the one or two main urban areas.

All of the ICI's have, for practical purposes, a minimum size of
sub-loan. In most cases this is formally prescribed and for some of the
larger ICI's is as much as $50,000. There is also some tendency to raise this
minimum; COFIEC in Kcuador is proposing an increase from $5,000 to $l0,000 and
Ghana reports that although the formal minimum for the National Investment Bank
is $10,000, the de facto minimum is $25,000. This ruling out of loans that are
small (relative to the uperations of the bank or the size of the economy) is
to be expected. From the point of view of administration alone, loan process-
ing costs will be a larger percentage relative to the loan as the size of the
loan decreases -- there are certain required costs for all loans. In addition,
and probably more important, small borrowers will often be more difficult to
appraise and follow up on, so the risks of default will, on the average, be

greater,
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There has also been a concentration, and for similar reasons, by
type and location of borrower. Although the evidence is not as clear-cut,
it is plain that most of those in a position to borrow from ICI's belong
to that small group of hetter educated, more sophisticated persons and are
generally located in the "westernized" part of the economy in the political
or commercial capital of the nation. Bul the entrepreneural talent of the
country is not necessarily similarly limited. 'The concept of a nore wide-
spread, more decentralized form of development is receiving greater considera-
tion as exemplified, for example, by Title 1X of the A.I.D. legislation.

By their nature the ICI's are not likely to become mass organizations.
1ut the stage may well have been reached wherc a broadening of their geographic
range and a reaching farther down into the group of potent.il sub-borrowers
may be a real possibility,

One limitation on present activities of ICI's is the special require-
ments it implicitly demands of its sub-borrowers. The establishment of an ICI
brings not only a new idea, but, also an expatided need for specialized kinds
of expertise: bLankers, accountants, engineers, economists, and, in government-
owned ICI's, development agents. But the most striking need is for a new kind
of borrower, onc who has the sophistication and knowledge to put together a
modern, western-style, long-term loan application., Such individuals are rare
in an IDC. The Philippine Mission, in discussing the inability of the Indus-
trial Guarantee Loan [und (an ICI) to make full utilization of its availabili-
ties, reprorts: ". . . the original rules of the 1GLF were based on the classic
method of doing business in the U.S. Lending and financing practices here are
distinctly different and it may become necessary to revise some o1 these rules

to accommodate current business practices."
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Another limit is geographical. This'raises a point of conflict
between develovment and the profit motive in the privately-owned ICI's.
The privately-owned Turkigh ICI, one of the oldest and most prestigious,
has maintained for a number of years that it can get all the acceptable
loans it can handle in the Istanbul-Ismir centers, and that geographical
scattering would be an unbearable expense burden; these contentions are doubt-
less accurate. A wider geographical clientele would require the acceptance
of smaller loans and much more work in processing and administering them.

Africa seems to have a special problem of loan eligibility. Although
not mentioned by the Missions, some officers in A.I.D. are very convinced of
its validity: "The trouble with African development banks is that they won't
lend to Africans." This contention is of significance only because a believ-
able case can be made for it. Where there is a limited group of indigenous
educated elite, and where the LDC's social and cultural priorities push these
elite into government service and the professions, the only eligible borrowers
from an ICI may well be nationals of another country who have immigrated to the
LDC in order to profit from the commercial opportunities there, or who are ex-
patriates remaining from an earlier colonial ers, Congidering the strong and
sophisticated Western orientation of most of the ICI's, the foreign-owned firms
could well be accepted as much better credit risks than the indigenously-
dominated or owned firms. In gome cases, the foreign-dominated firms may well
comprise the only private industrial sector in the country, and efforts to
create an indigenous private industrisl cector through the use of ICI sub-loans
could be expectcd only from a state-owned ICI, where profits could be subordi-
nated to other motives if the management of the ICI were to make that determi-

nation.
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These varying situations -- the Philippine, the Turkish, und the
African -- present an apparent conflict of evidence. The Philippine [HGLIY,

a government-owned ICT administered by the Central Bank, cannot utilize its
funds fully, pleadiny; the indigenous Philiippine lending envivenres: s ab
least a partial explanation; the Turkish: IDB, a privately-owncd ICl, is con-
stantly seeking additional funds for lending, and has found accoptoble
borrowers in a limited geographical area. The African case, wh:re <1 an
average tunds have been disbursed slowly, presents still ancther kind of evi-
dence. Dut al. cerve to limit the scope of ICIT activity.

Acaingt this kind of background, a number of Missi~ns niave noted the
desirabiiity cf, and in some cases efforts toward, making lcoang ¢ smaller
businesgses. Twonana, Nicaragua and El Salvader all report efforte, bt n-f
very extensive or successful ones, to make loans available to rmall firms.

The Ghazna report provides tine most extensive treatment .0 -~his problew.
It states +hat tiw liational Investment ank (NIB) "econsiderabl.: wir-umscribes
its polei..ial of ube.ny a generalized catalyst for the growtih cf meinrss and
commerce oy rostricuing its assistance to cnly larger projects . . . . The
smaller “usinessman has the greatest need and represents the pgreatest potential
for the NIB to really contribute to basic development." 1In the Jhana case, the
small business issue is related tc the interest rate issue, discussed gbove,
in the Mission's sugrestion that "higher interest rates be perwitted for
smaller and/or more risky firms which would be almost entirely :mall Ghanaian
businessmen . . . (who now have) no place to turn for credit except to the
private unofficial moneylenders, where usurious rates are demanded . . . .
Unfortunately, contrary to what would appear to be good sense, the idea of
raising interest rates on loans to small borrowers is considered to be anathena

from a political point of view."
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The largest and most ambitious effort to reach small businesses
through an ICI, as reported by the Missions, is the National Small Industries
Corporation (NSIC) in India. This institution is owned by the Central Indian
Government; it is funded by Government equity purchases and loans and by
foreign borrowing, including a $8.765 million A.I.D. loan extend~d in 1961,
and a $4 million equivalent loan from the German Kreditanstalt fur Welderaufbau
(KFW). In the strictest sense, NSIC is not an ICI, but a financial installment
sales ("hire-purchase") house with additional functions. It deals only with
"small-scale industries," defined as those having an original cap:tal investment
of not more than $100,000 equivalent, excluding investment in land ari buildings.
It finances installment sales of machinery and equipment; assists small producers'
marketing, including the organization of sales to the Central and State Indian
Governments; and operates three training centers for artisans, workers, and
technicians in small industries.

In its installment sales, NSIC has furnished equipment to some 8,000
small entrepreneurs at a cost of Rs. 350 million (nearly $50 million), an
average transaction of about $6,000 equivalent. The NSIC field staff visits
all purchasers periodically to determine the condition and maintenance of the
machines, for the only collateral held by the NSIC is title to the machine.
This service is offered to small-scale business at a uniform interest rate of
7% per annum.

In additior, NSIC offers low cost training for operatives and tech-
nicians for small enterprises, even though the latter may not be purchasers
of equipment from NSIC. For this training, NSIC runs three training centers,
in the establishment of which it had the assistance of the German, Japanese,

and U. 5. Governments. In the training shop they also produce certain proto-

type machines for small-scale enterprises on a job basis. The training function
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is subsidized by the government,

The Indian Mission points out that, by using the installment device,
the NSIC has established a financing service that cannot be had clsewhere by
tlie small Indian industrial enterpriser. It considers the rate . 1 dofault on
installment contracts to have the appearance of reasonable proporticns, and
commend.s ihat the NSIC is now considering expanding its services to wmedium.
scale enterprisers. The Mission believes that, in addition to its financing
services, which are unique for the clientele served, NSIC has given good help
in marketi Lz and in technical training, although the latter has heen toc limited
o be caltcl a success. All of these functions are judged to be inadequate rela-
tive to tae wvast need. The great weakness, according to the Mission, is phat
SIC haz :ade ro effort to include financial and management expertise among its
training areas: a contribution to development could be made there. Tt also
velievez 1.zt the accounting practices in connection with defaults could be
Llgitenec up.

1he Mission report does raise doubt about the adequacy of the pre-
iending investigations, particularly since the NSIC requires continuing title
to the purchased machinery as its only collateral; recommendation from an area
Director of Industries is all that is required in addition, and this could be
a weak link. The lending operations are reported to have shown a loss of about
35L0,000 in FY 1968, but this was due to a loss of $680,000 arising from
Indian devaluation, since the maintenance of value was borne by the NSIC rather
than its Lorrowers. So, aside from this special non-operating loss, the NSIC
showed a small profit.

As to the A.I.D. loan, agreed in 1961, an original $10 million face
amount was reduced to $8,765,000 after further utilization of the loan was

tied to U. S. procurement in 1963. Much of the fund had been already spent on
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procurement in England and Germany, and the "tie" to U. S.-gources sharply
curtailed the possibility of further utilization; deobligation of $1,235,00
followed.

From the viewpoint of this review, the NSIC offers an example of
how one country has attempted to develop an ICI for small industry financing.
It is an imaginative effort at adaptation of a western device to an LDC, and
may well be adaptable elsewhere, The installment rate aspect appears to have
been particularly adventageous in simplifying the financial arrangements in
dealing with small borrowers. The banking weaknesses of the operation
(management, credit investigation, and provision for losses) are not unusual
in an LDC, and appropriate application of technical help could strengthen
them. Training weaknesses, in which the greatest developmental gain could be
made, would probably require continuing additional financial support, but are
not beyond correction.

In addition to the NSIC, there have been other cases of small loan
programs which were not covered in the field submissions because A.I.D.'s
rate was small. These include the East Pakirtan and West Pakistan Small
Industries Corporations and the Industrial Development Institute of Colombia.
In addition the Medium Industry Bank in Korea has some relevance, although, as
noted above, most of its lending was from Korean resources. Limited informa-
tion on these efforts supports the conclusions from the discussion above that
programs for small loans will often require separate institutions, that the
cperations need to be decentralized, that some element‘of subsidy ~-- generally
implying a government institution -- will normally be required, and thgt

extensive technical assistance to the small borrower is of great importance.
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E. Broadening the Technical Assistance Component - TA to Sub-Borrowers

Technical assistance to the borrower, i.e., to the ICI, has been
used extensively. (Some observations on this aspect aye included in another
paper.) But this technical assistance is of only limited value to the ICI's
customers, the sub-borrowers. And technical assistance directly for the
latter is much less generally available,

The evaluation of experience to date suggests a major need for ex-
panded TA tov sub-borrowers, particularly the smaller ones. The important
requirement, of course, is that the TA be available; its availability need not
necessarily be through the ICI. Much of A.I.D.'s experience in providing TA
to industry has been through productivity centers. A brief review of A.I.D.'s
experience in technical assistance to industry suggests that there have been
many problems, but a detailed evaluation of these activities has been beyond
the scope of this ICI Review. Consequently, the observations here are more
heavily weighed toward the need for such TA than toward the practicability of
providing it, and the general conclusions must be qualified accordingly. But
with the present Agency rethinking of, and reorganizing for, its total tech-
nical assistance function, further explorations, to the extent a need is indi-
cated, should fit readily into current Agency activities.

The reporting Missions indicate that only five or six ICI's seem to
be furnishing technical assistance to sub-borrowers on a substantial scale.

On the other hand, several Missions report varying degrees of disappointment
at the lack of TA for sub-borrowers. The Turkish Mission approaches the
problem gingerly: "In the area of balancing the requirements of security loans

with appraisal of the entrepreneurship and worthiness (emphasls supplied) of a
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particular project much is still to be accomplished." The Mission in India
comments: "At the time the A.I.D. loans were made, the need for money was
obvious, and there was little awareness of the need for improving the opera-
tions of the ICI's in the areas of lending procedures and general assistance
to sub-borrowers. The ICI's, the sub-borrowers and the Migsion now recognize

the need for more emphasis on general assistance,"

i.e., technical and mana-

" gerial help for sub-borrowers in contrast to financial aid. The Nicaraguan
Mission states, "We would insist on more technical assistance to the institu-
tion on project development and analysis and on giving mansgement guidance to
sub-borrowers if we were starting over . . . INFONAC (the government-owned ICI)
has not insisted on adequate financial planning by sub-borrowers . . . the
scarcest resource Z3§7 management talent." These quotations give an indication
of the concern for increasing the level of financial and managerial sophistica-
tion of the sub-borrower group over and above the gpecial needs of small

borrowers ncted above.

TA to Sub-Borrowers: the Barriers. There appears to be little difference

in principle on the desirability of extending TA to the sub-borrowers of an ICI.
But there are three Important difficulties: high costs, administrative control
of the TA, and scarcity of appropriate personnel. Title IX gives a new impetus
to face them.

The Cost Factor. 1In order to get started on the extension of TA to

potential ICI sub-borrowers, A.I.D. should be prepared to carry the cost burden,
using such host country local currency availabilities as it may own together
with the necessary dollars along with low interest loans. If development of
the human resource is to receive greater emphasis, the increased costs inhering
in that shift should be accepted, even though such expenditures do not create a

lasting physical edifice such as a steel mill or a school building. And
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reductions in other kinds of assistance may be required by the limitation of
funds; in other cases, the addition of TA to an activity may in itself dictate

a reduction in the amount of other assistance funds which can be properly
allocated.

Financing of the activity from other sources should be pursued as

rapidly as possible. In some countries, in view of the real lack of long-term
capital resources except from the ICI, it might be possible without great dif-
ficulty to widen the margin between the interest rate paid by the ICI for its
funds and the interest rate received by the ICI from its sub-borrowers, thus
creating a pool of funds to finance TA for sub-borrowers. Government-owned
ICI's might be w'lling to include funds for such a pool in the body of the A.I.D.
loan; privately-owned ICI's would be less likely to do so. From the beginning,
the possibility of some direct contribution from the sub-borrowers (partial pay-
ment for services) should be actively explored. Contributions from the host-
country budget might be difficult to arrange, at least at the beginning, but

the possibility should be actively pursued. Each IDC~ICI situation would have
to work out its own methods of gradually replacing the initial A.I.D. funding.

Administrative Control Factor. One of A.I.D.'s functions from the

beginning would be to develop local personnel for the activity, and eventually
release the total TA function to local control. Whether an existing organiza-
tion or a new one should be used for this purpose would depend on the individual
country situation

The TA activity is not a banking function, but it could be argued that

it is a development banking function. In more developed countries, bankers

assume that their clients are scphisticated businessmen; in an IDC, development

bankers cannot accurately make this assumption except perhaps for the limited
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elite group already mentioned. If the thrust of Title IX is accepted, then
at least government-owned ICI's might count TA for sub-borrowers among their
functional activities. However, this aspect would have to be worked out also
in each individual IDC situation. In principle, close contact would have to
be maintained between the TA activity and the ICI.

The Personnel Factor. Finding and recruiting the right people to

carry out this kind of undertaking plainly poses some difficult problems. A
more focused effort within the Agency might help and the new emphasis on
private enterprise make it easier. The new Office of Private Resources may

be in a good position to provide the needed focus and capitalize on the new
emphasis. Extensive use of nationals in the country assisted should eventually
ease the personnel problem, but this is not likely to help greatly at the out-
set.

It is also possible that the difficulties of finding TA personnel for
this kind of assignment have diverted recruiters' attention from some of the
simpler facts of the LDC situations. Specifically, a high level of technical
expertise is not required to assist unsophisticated LDC businessmen in their
efforts to finance, organize, manage, operate, and maintain a small business.
In fact, efforts to impose a high level of expert assistance on the small
businessmen in an IDC is likely to be disastrous; a computer is not of much
use without knowledge of a number of subsidiary and ancilavy disciplines.
However, in addition to ademate technical knowledge, the technical advisor
much have the qualifications which make him an acceptable and effective per-
sonality. A number of returning Peace Corps Volunteers should make excellent
prospects for foreign TA industrial extension agents, particularly if they

were given short training courses in specific areas of expertise.
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Iv., SOME MEANS FOR OBTAINING CHANGED DIRLCTIONS IN TCI ACTIVITIES

(Note: This section really applies to the entire review sub.ject.

It is presented as a part of this paper, however, as having greater

applicability to overall changes in scope or direction of ICI's than
to their operating and financial aspects. The points explored here,

however, should be borne in mind in the consideration of the latter

as well.)
All of the suggestions for changed and improved ICI performance -- taken
separately from unilateral improvements in A.I.D. performance -- have meaning

only if there is some means of bringing them about. Some observations have
been made on individual points both in this and in other papers. DMore
generally, there is need for a variety of approaches. As indicated in the
evaluation of the Use of Program Loans to Influence Policy -- and as would
appear to be true of A.I.D. activities in general -- there should be a combina-
tion of persuasion, inducements, and formal agreements to exercise influence.

A continuing dialogue and specific conditions both play a role. Some general
area of agreement at the outset is essential to success. But formal agreements
can also be important. A.I.D. experience in dealing with ICI's suggests some '
principles and approaches in this regard.

The first principle is that no single loan can accomplish all of the
desirable objectives. No one loan can be expected to provide sufficient incen-
tive to achieve, say, (1) the acceptance of non-traditional means of project
appraisal with an emphasis on cash flows rather than collateral, (2) the exten-
sive and effective application of refined sector criteria, (3) emphasis on small

loans and geographic dispersion, (4) effective technical assistance to the
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sub-borrower, and (5) sufficient profitability to attract additional capital.
It is necessary to set priorities at any given point in time and at different
points through time. Probably the most clear-cut distinction is that between
the goal of establishing a viable institution and subsequent goals of using
that institution to serve a somewhat more specifically defined range of pur-
poses. Tf an institution were required in its initial stages to perform all
of the functions that are hoped for eventually, it would very likely be still-
born. Fortunately, many ICI's are now well established, so there are new
opportunities.

A serond premise is that definable aspects of the expected performance
should be stated in clear, enforceable terms in the loan agreement. Once the
loan has been made, much of the means of influence has been used. This is
particularly true of loan ¢ reements with private ICI's, but seems generally
to be upplicable to public institutions as well. This observation simply
means that the relationship is a contractual one; A.I.D. agrees to lend funds
on terms more favorable than are available elsewhere and the ICI undertakes
to perform in certain ways -- some of which may be at the expense of maximiz-
ing profits -- in return. The suggestion of a contractual relationship does
not imply bad faith on the part of anyone, nor does it mean that performance
can be assured by a formal contract in the absence of reasonably general agree-
ment as to what is to be done. But experience does suggest that carefully
spelled out agreements will accomplish more than vague ones and that reducing
the agreement to writing adds to both its clarity and its enforceability.

A third principle is that some objectives are more readily included in a
formal agreement than others. TFor example, it should be possible to have a
workable agreement that loan funds are to be limited to certain specified

categories of industries, or that certain minimum staffing requirements will
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be met, or that a specified percentage of loans will be for some given
time period. On the other hand, it is probably not practicable to have a
workable formal agreement on the emphasis to be given to collateral require-
ments. Persuasion may be enough in such cases. But the persuasion should
be largely in terms that it is not contrary to the interests of the ICI's,
rather than that they should do it.

The application of these principles will vary widely. The degree of
financial and industrial development of the host country will greatly influence
the most appropriate approach, and the degree of development of the institution
itself will make a difference in what tactics are likely to be most effective.
As noted earlier, the prospects for improved performance in achieving economic
goals are limited in the least developed countries, At the other end of the
scale, for the most fully developed ICI's, which wi'c likely to have access to
funds from a variety of sources, the possibilities for influencing their
policies are likely to be less necessary and to be more sharply limited.

But for a large number of ICI's, the principles just discussed probably
have considerable applicability. The most generally applicable technique
appears to be a carefully drawn and effectively negotiated loan agreement for
second, or subsequent, loans to a.ready established institutions.

The second loan of $5 million to COFISA in Costa Rica provides an instruc-
tive case study for the use of this technique. Experience under the first
loan was gererally satisfactory, but there were too many loans for the minimum
term of two years and too few equity participations. More important, develop-
ments in both the ICI and the economy set the stage for a greater concentration
on priority areas. The highest priority, which was not covered in the first

loan agreement, was judged to be diversification of agriculture (overproduction
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of coffee) into new export products. A continuing priority area was
efficient import substitution industries using predominantly Central
American raw materials. The inducement for COFISA to undertake this riskier
business was an interest rate to the ICI of only 3 percent for funds loaned
in these priority areas. It was judged, however, that this business alone
would not permit COFISA to cover its overhead and operate at a profit.
Consequently, it was agreed that up to half of the loan, on which the interest
charged by A.I.D. was to be 5 percent, could be used for regular loans. (Also,
certain specifically defined low priority areas were excluded completely. )
As a further safeguard, the loan agreement specified that a comprehensive re-
view of lending activities would be required before sub-loans totalling more
than $1.75 million were permitted.

The negotiation of the second COFISA loan was a long and arduous task.
Tt has only recently been completed (signed May 8, 1969), so there is as yet
no operating experience. Moreover, it cannot provide detailed guidance for
other loans, since no two country situations are the same. Even so, it does
provide an example that, with appropriate modifications, may have a wide appli-

cability in sharpening the focus of A.i.D.-supported ICI activities.



