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SPRING REVIEW OF INTERMEDIATE CREDIT INSTITUTIONS 

S*MARY FINDINGS AND IMPLICATIONS FOR A.I.D. 

I [NTRODUCTION 

This review endeavored to assess the effects of A.I.D. support to ICI's, 

and their changes over time, with a view toward the shaping of possible 

changes in A.I.D.'s future activities. 
 The formal documentation was based 

largely on experience in a fairly narrowly defined sphere; field reports
 

were requested only for A.I.D.-supported intermediate credit institutions
 

in industry that were separable from the regular banking system, and the 

discussion papers prepared in Washington basedwere primarily on those field 

reports. The actual review sessions were somewhat more wide-ranging, par­

ticularly with respect to the extensive actions in this field by the World 

Bank Group and some foras of A.I.D. support through Central Banks or other 

non-2pecialized institutions. This wider range in the discussion is re­

flected in the present document. 

Tle present document is organized like the review itself. 
Following the
 

Introduction, I, it deals with: 
 IT, effects on overall development, Ill, 

operational and financial aspects, and IV, an overview of A.I.D.'s prospec­

tive future role in this field. 
 Each of the discussion topics is considered
 

in terms of Findings and of implications for A.I.D. The sections on Findings
 

endeavor to summarize the factual 
findings and to indicate consensus where 

there was such; main divergences in views are noted where there was no con­

sensus and thiswhere treatment is practicable. The Implications for A.I.D. 

sections summarize the most important possibilities, sometimes including al­

ternatives, for future A.I.D. investigation and/or action. 
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EFFECT ON OVERPLL DEVELOPMENT 

A. Summary of Findings
 

A.I.D.-supported ICI's have been generally successful at 
stimulating both
 

a greater quantity and an improved quality of industrial investment. Most
 

of the effect has been in the private sector, which has received most of
 

their funds and support. Profitability records of the borrowing ICT's, and
 

repayment records of their sub-borrowers, have to date been generally satis­

factory. The effectiveness of ICI's in mobilizing domestic resources has 

been almost entirely through the stimulation of "omplementary investment 

to go along with their loans -- the loans from most ICI's average only a 

third to two-fifths of the total investment. Amounts of direct accumulation 

of savings by the ICi's and purchases of equity shares with subsequent re­

sale have been disappointingly low.
 

Ono major deficiency of ICI operations arises from frequent distortions in
 

the structure of prices in the markets in whiah they operate. 
 Since ICI's
 

necessarily depend considerably, in making their individual loan decisions, 

on expected commercial profitability of the borrower as determined by market 

prices, distortion of those prices by government policies of excessive pro­

tection, overvalued currency, etc. will. distort the alloaotion of ICI 
resources.
 

There was general agreement that these distortions were often a serious problem 

and that the preferred way of dealing with them, whe:e practicable, was 

through correcting the government policies. 

Beyond this general agreement, a definite dichotomy emerged. 

One view held that ICT's should be guided by market price signals and that 



ICI's are not appropriate instruments for setting sector criteria, rationing
 

scarce foreign exahange, etc. 
 This view appeared to be applied particularly
 

to private ICI's, which were established to be profit making institutions.
 

The other main view was that where changes in government economic policies
 

to eliminate price distortions were not practicable, this situation should
 

not rule out more direct efforts at offsetting policies or practices by
 

the ICI's to correct for excessive protection, overvalued exchange rates,
 

etc. This might be as formal as the general use of shadow prices 
or might
 

simply provide some kind of priority ranking for certain sub-sectors. Al­

though not discussed as extensively, this view also appeared to encompass
 

the position that even undistorted market forces might not always provide
 

wholly adequate guidance; for example, they might not provide as much im­

petus as desirable in such areas as export promotion.
 

The interest rate was widely agreed to be a frequently distorted price.
 

Interest rates held down by laws or regulations were generally thought to
 

be lower than is warranted in many if not most LDC's, and rates charged by
 

ICI's are often at the low end of the scale. A closely related finding is
 

that the availability of' funds for medium-and long-term loans is generally
 

of much greater importance to the potential borrower than is the interest
 

rate --
the prospect of' obtaining credit on medium-term greatly out-weighs
 

a few percentage points on the interest charged.
 

The interest rates charged to ICl's by A.I.D., and by the IBRD or others
 

as well, generally include a subsidy --
and sometimes a large one 
--to the
 

ICT and/or its sub-borrower. 
 ft was generally agreed that a "lower-than
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market" rate to ICI's might be justified to subsidize certain kinds of
 

performance. There was, however, a widely-held view in the review that the
 

amount of the subsidy, its rationale, and who were its beneficiaries all
 

appeared to be less fully under3tood than they should be and that the pro­

viders of such subsidies should know and approve of the purposes served.
 

Some difference between public and private ICI's was noted both with respect
 

to their performance and with respect to policies in relation to them. The
 

private ICI's appeared to be generally somewhat more efficient, at least in
 

terms of the expeditious handling of loans. The public ICI's on the whole
 

tended to be somewhat :ncre development oriented -- although to a much lesser
 

degree than many had thought. There was considerable sentiment in the
 

review, possibly amounting to a consensus, that sector criteria, special
 

services, etc. were more appropriately expected -- or required -- of public
 

ICI's than of private ones, even when special compensation was provided to
 

cover the special costs.
 

Medium-and long-ter-m lending to the smaller borrowers was found to be par­

ticularly scarce, as is lending to indigenous borrowers in some former
 

colonies. Few regular ICI's make many really small loans, and there are
 

very few specialized small-loan ICI's. There was general agreement that
 

this was unfortunate, but also that it was due to numerous special problems.
 

In general the high costs, small-scale administrative requirements, and
 

needed geographic dispersion make very small-scale lending inappropriate
 

for most existing ICI's, particularly private ones. Higher interest rates 

are appropriate to cover the higher risks and higher costs, but charging 

su'h rates is likely to be politically difficult because it may appear to 
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be discriminating against the small borrowers. 
 Technical assistance to the
 

small borrower is likely to be particularly important, but is also difficult
 

to organize and may have to be unmanageably great if aimed at being more
 

than marginal, i.e., if potential entrepreneurs do not start with a sub­

stantial part of the needed skills.
 

B. Implications for A.I.D.
 

Agreement on these implications tends to be less than on the findings; in
 

addition to the difference in view of what is appropriate, there must be
 

added the varying views as to what is feasible.
 

1. Some effort should be made in appropriate circumstances to
 

channel ICI resources into areas of special economic priority and/or away
 

from areas of low priority. 
There is no consensus as to how frequently and
 

under what circumstances this would be appropriate. 
The general guidance
 

of resource flows is, where practicable, made better by sound govern-ment
 

policy decisions than by ICI decisions. However, this may not always be 

practicable and more direct, action may Le appropriate. For example, industries 

receiving "excessive" protection should not generally be assisted -- if a 

workable definition of "excessive" can be agreed to. At the other end of 

the scale, special inducements for export industries may sometimes inbe 

order. Such allocative policies could be effected by any of a number of
 

devices; e.g., establishment of eligible or ineligible fields of activity 

or purposes for sub-loans, or set-asides of percentages of a loan for certain
 

categories, or setting maximum or minimum percentages that can be used in 

specified categories. 
 A careful analysis of where industrialization is
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going in a ;Vrticular country will often be appropriate to both the general
 

policy and the ICI allocation questions. When the channeling of 1CI lending
 

will be appropriate must be decided on a case-by-case basis but, when done,
 

it should be worked out in advance and included in the loan agreement; the
 

ICI should not be expected to make this kind of decision as a part of' its
 

regular operations.
 

2. A.I.D. shouIld in general encourage, and in some instances
 

press for, interest rates charged by ICI's that give a fairly realistic
 

reflection of the shortage of capital. This is not always the case at
 

present. Negative real interest rates are of course inappropriate in any
 

circumstances. Also, the scarce funds for long-term lending should carry
 

a rate above that for the generally less scarce short-term commercial credit.
 

Rates of 5 and 6 percent, even in real terms, must almost always be too
 

low in capital-short countries, and the same may often be true even of' rates
 

of 10 and 12 percent. There is some question, however, as to whether rates
 

of 20 or 30 percent should be attempted by ICI's, even if such levels ap­

pear to be the equilibrium rates, unless such rates are part of an overall
 

interest reform.
 

3. Within the general position suggested in 2. above, A.I.D.
 

may appropriately charge interest rates in special cases that include some
 

subsidy element to the ICI and/or the sub-borrower. Frankly subsidized rates
 

may be appropriate to encourage particular activities. This may even in­

clude lending to ICI's at A.I.D.'s minimum interest if this is necessary
 

to make certain kindr; of priority activities financially attractive to the ICI.
 



But, where either the rate of the ICI 
or the rate to the sub-borrower is
 

below the market rate, the subsidy should be explicity recognized and just­

ified as such, including a justification of the purposes actually furthered
 

by the subsidy.
 

4. 
 A.I.D. should explore all promising avenues for increasing the
 

availability of mdIium-term credit and technical assistance to small industrial
 

enterprises, having in mind title IX purposes, but recognizing that there
 

has been only limited success to date. In general, this will probably
 

need to be done outside the structure of existing ICI's, particularly the
 

private ones, and is likely to require outright subsidy. Developing and/or
 

strengthening productivity cenLers or similar technical service institutions
 

may be one possibility both for providing technical assistance to small
 

firms and for screening out those prospective borrowers who have only
 

enthusiasm and leaving those that have enthusiasm plus a sound idea and some
 

capital. 
The possibility of developing programs of medium-term credit
 

through existing co mercial banks should also be explored, possibly as
 

subsidiaries for this purpose to a larger development financing institution
 

that could provide technical and financial support for its portion of
 

the commercial banks' operations. This might be based on some form of risk
 

sharing. In general, only the local commercial bank is likely to have the
 

knowledge of the character and reliability of the borrower that is generally
 

essential for small-loan decisions. Other ,:combinations of institutions
 

to provide a suitable division of labor in the development/venture finance
 

area should also be explored.
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III OPERATIONAL AND FINANCIAL ASPECTS
 

A. Summary of Findings
 

There was general agreement on the importance of institution-building.
 

This is a better use for scarce A.I.D. manpower than the detailed review
 

of sub-loans. In this context, it was emphasized that A.l.D. reviews of
 

sub-loans should generally be confined to an assessment of whether the de­

velopment bank in question is rendering its decisions on the basis of
 

acceptable development lending criteria. 
A.I.D. should not, except under
 

special circumstances, be reviewing sub-loans in the centext.of a specific
 

projects' economic, technical and financial feasibility, although it should
 

satisfy itself that the ICI is applying such criteria. In short, although
 

the distinction may not always be easy to make in practice, the purpose of
 

the A.I.D. review should be to determine whether or not the development bank
 

in question is operating in accordance with acceptable development bank
 

standards, policies and procedures rather than trying to substitute its
 

judgments for those of the ICI.
 

A major finding is 
that a pipeline of several years is characteristic of
 

loans to ICI's under widely varying circumstances. The discussion indicated
 

that this is true of IBRD loans too. One means of shortening the pipeline
 

would be smaller, more frequent loans. This procedure would also provide
 

a more frequent occasion for exerting leverage on ICI policies. There was
 

some agreement that this course 
oould be useful, but there was little dis­

cussion on the issue. It was 
noted, however, that smaller, more frequent
 

loans would create a heavier administrative burden for the loan processing
 

http:centext.of
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stage. Two suggestions were that loans to ICI's be treated in terms of a
 

line of credit and that, rather than increasing the number of loans, loans
 

of the present size can be released in tranch.s with an effect similar to
 

more numerous, smaller loans. This latteT approach would largely eliminate
 

the added administrative burden and would meet at least 
a part of the ob­

jective of more frequent opportunities for discussion and persuasion con­

cerning lending policies and practices. On the other hand, the use of
 

tranches would mean that the total loan would have been authorized, and
 

there may be some tendency for A.I.D. to be more lenLent in approving
 

tranche releases than in considering new loan proposals. Moreover, this
 

approach would not help reduce the pipeline.
 

The re]ation of' A.I.D. support Lo ICI's and promotion of U.S. private
 

investment was generally thought to be a fairly remote one. 
 (One prop­

osition advanced in the discussion papers had been that support for ICI's
 

might uo hand-in-hand with private U.S. investment promotion to make the
 

latter politically and idealogically more acceptable.) There was also a
 

general feeling that support of ICl's should be managed by A.I.D. rather
 

than OPIC. Nevertheless, some coordination is necessary particularly to
 

ensure that private U.S. investors have access to local 
sources of' financing
 

as 
well as the benefit of advice from the local financial community. In
 

these instances, close coordination with A.I.D. at an early stage is
 

important.
 

On technical assistance, the findings was that more is needed than is
 

presently available, but the feasibility of supplying it is unclear.
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For the ICI's the emphasis was on the training of bank personnel. It was
 

suggested that the training could be accomplished in a variety of ways;
 

e.g., in-service training, special courses, swap arrangements with successful
 

ICI's, or with foreign branches of commercial banks, although some felt that,
 

on the senior management level, this latter approach could produce too con­

servative ICI policies.
 

For the sub-borrowers there was some argument on whether TA should come
 

through the ICI or from a separate institution. Some felt that banks find
 

a way to provide needed TA whenever the operation appears profitable, either
 

immediately or to improve further loan business. 
 Some thought that the
 

ICI's have badly failed to tap the available technical expertise of their
 

foreign shareholders. Others --
thinking large.r of the smaller borrowers -­

argued that TA was too costly for the ICI's as such to provide and that
 

separate institutions -- such as productivity centers -- were needed.
 

B. Implications for A.I.D.
 

1. In order to provide maximum availability of scarce manpower
 

for institution building, the project-by-project review of sub-loans should
 

be held to a minimum and should focus on the meeting of generally accepted
 

criteria and practices rather than project particulars. Exceptions will
 

sometimes be necessary where it will take some time to strengthen the in­

stitutions. The scope of sub-loan review responsibilities should al'eady
 

be defined in loan agreements, and should be within the anticipated manage­

ment capabilities of the A.I.D. Mission. 
A.I.D. should in general limit
 



-11­

its area of formal responsibility by setting the cut-off level 
-- below
 

which A.I.D. review is not required -- at the highest possible level 
con­

sistent with the capabilities of the ICI.
 

2. On specialization of staff in AID!W, what changes, if any,
 

are appropriate will depend on the magnitude and direction of future A.I.D.
 

support to ICI's. The probable substantial reduction in the creation of
 

new institutions and a possible shift toward industrial sector loans or other
 

alternatives to ICI's are relevant. 
The possibility was proposed of develop­

ing a source of expertise to assist the regional bureaus. 
 It appears that
 

some 
step in this direction would be appropriate to follow up on some of
 

the unanswered questions of this Review.
 

3. A.I.D. should endeavor to reduce the length of the ICI pipe­

line somewhat, bring principle and practice closer together in this regard,
 

and use successive loan agreements to gain some 
greater degree of influence
 

over ICI policies. Experience to date has been that nearly half 
the loans
 

to ICI's are not substantially committed by the ICI's for four years or more,
 

with a six~h of them requiring more than five years. (These time periods
 

are estimated from disbursement data on the assumption of a ycars' time lag
 

between the ICI commitment and A.I.D. disbursement.) A preferable target
 

might be a maximum of'meeting three year commitment requirements, realist­

ically estimated, which should be a practicable possibility for reducing
 

the pipeline and increasing the frequency of negotiations to influence ICI
 

policy. 
An alternative would be meeting four years requirements but with
 

funds released through annual or biannual tranches.
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4. Possible means of providing additional technical assistance
 

for industry, not necessarily through ICI's, should be explored 
-- despite
 

recognition that the prospects may be difficult 
-- by the new office of
 

private enterprise and/or by any central staff that may be created to deal
 

with ICI's. New avenues should be actively sought. In addition, and in the
 

context of possible increased A.L.D. involvement in the utilization of ICI's
 

to influence developments in specific economic sectors, it is believed that
 

some form of technical assistance to government ICI's and other government
 

planning agencies will be necessary in order to encourage efficient sector
 

and sub-sector planning.
 

IV. AN OVERVIEW AND INDICATIONS FOR THE POSSIBLE FUTURE ROLE FOR A.I.D.
 

A. Sumnary of Findings
 

The total role o. ICl's in economic development has been a rapidly expanding
 

one over the-past decade or so. 
 A.I.D. dollar loans have been relatively
 

constant, averaging $30-40 million per year, with A.I.D. local currency
 

financing (primarily from PL-480) constituting a larger, and more variable,
 

resource availability. 
Other donors have played an even greater role. The
 

World Bank Gioup has made available capital of nearly $1 billion to ICI's
 

over the past 15 years, with a greater degree of concentration by country
 

than A.I.D.'s and at a rapidly increasing rate. Of the fifteen-year total,
 

more than two-thirds has been provided in the past five years, and a fifth
 

in the last year alone. Moreover, it appears that the planned rapid expansion
 

in IBRD lending in general will be more than proportionately reflected in
 

lending to ICl's. 
Other donors are also playing an increasing role. Of
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particular importance to A.I.D. planning, the Export-Import Bank has entered
 

this field and indicated an interest in doing more. 
It is estimated that
 

to date total resources of ICI's are approximately $2- billion and invest­

ments with which they are associated are of the order of $71 billion. 
In
 

many countries this has, in recent years, constituted some 10 to 20 percent
 

of total industrial investment, and a substantially higher proportion of
 

the total in new fields of industrial activity.
 

Within these overall totals, A..D. appears to have played a more than
 

proportionate role as an innovator. The proportion of funds going into
 

new institutions, and the proportion going to countries with less developed
 

financial structures, has been distinctly higher for A.I.D. than for other
 

donors. Even so, 
the World Bank Group has reportedly assisted in the 
es­

tablishment of 18 of the 28 institutions it is supporting, with A.I.D. and
 

the IBD playing a joint promotional role in some of these cases. The need 

for the specialized role played by A.I.D. continues and appears to be beyond
 

the likely scope of alternative sources 
of external financing for L:i's.
 

The rcle of ICI's has been changing, and the nature of support for theM has
 

been changing with it, 
as industrial development in the LDC's advances and
 

the ICI's become more firmly established. There is considerable indication
 

that in many countries the "easy" industrial investments have already largely
 

been made and 
the questions of' project development and selectivity are in
 

many cases becoming more important. The increaoing experience and maturity
 

of the ICI's puts them in a better position to adapt to this changing role.
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And as more of the institutional gaps have been filled, as more ICI's have
 

been established, the relationship of the donor becomes less one of creating
 

new institutions than of using and improving the operations of existing
 

ones. This introduces opportunities to carry on more specialized or
 

sharply defined kinds of activities and introduces the question of whether
 

different kinds of institutions, or alternatives to ICI's, should be more
 

actively explored to complement the role played by IC1's: i.e., should
 

A.I.D. also encourage and support more differentiation of functions and
 

specialization of institutions than was originally envisaged in setting
 

up the typical all-purpose ICl?
 

It has also become apparent with experience that one of the usual features
 

of' A.I.D.'s assistance to ICI's, i.e., lorns in dollars, is often not fully
 

adapted to the role the ICI needs to fill. (In those few cases where large
 

quantities of PL-480 local currencies were available, these problems are
 

mitigated.) The central need for additional medium-and long-term finance
 

is not limited to foreign exchange; there is generally a similar scarcity
 

in local currency. Special availabilities of dollars places the ICI in
 

a position of being a rationer of scarce foreign exchange -- a role for
 

whibh it was usually not created and may not be well suited as well as
 

a rationer of scarce long-term credit. It also means, in the case of A.I.D.
 

loans, that ICI's and the sub-borrowers must deal with the problems of tied
 

procurement item-by-item, not just in general terms as with a more general
 

import program. Also, although low rates of interest charged by A.I.D.
 

to the ICI's may sometimes be warranted to cover special services such as
 

technical assistance to sub-borrowers, the ICI may not always be the best
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institution to provide such services and their costs will not necessarily
 

be dollar costs.
 

Sector loans for industry -- or for spe6ial branches of industry -- with
 

the dollars used for commodity financing and the local currency being loaned
 

to industry are an alternative to loans directly to ICI's. 
 Such sector
 

loans might be administered through the Central Bank and the regular bank­

ing system. These possibilities were not included in the detailed evalua­

tion, as they did not involve ICI's in the usual sense, and experience is
 

still very limited. But the limited experience to date and some discussion
 

in the review sessions suggest that this approach may well be a preferable
 

means of achieving certain goals, such as 
concentrating on certain industrial
 

sectors or sub-sectors.
 

B. Implications for A.I.D.
 

1. The overall experience with ICI's suggests that they should
 

continue to receive A.I.D. encouragement and support. Indications are that
 

there is a rapidly increasing capability of ICI's to use external assistance
 

effectively, but there is also a rapid increase in the sources of such
 

assistance. 
There is no indication in our experience of a need for a policy
 

of increasing or decreasing the total level of activity. 
Rather, A.I.D.
 

should apply its general policy of support on a selective basis, with the
 

mere need for additional capital not in itself constituting a case for a
 

loan and with assessment on a case-by-case basis of important needs that
 

might otherwise go unmet.
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2. A.I.D. should continue to use the flexibility and special
 

influence inherent in low-interest loans, and the advantages of having
 

field Missions, to be an innovator in the ICI field. This may well include
 

working further with new institutions and in the financially less developed
 

countries. Consideration may also be appropriate for new possibilities
 

such as small loan 4nstitutions and other kinds of specialized inter­

mediate lending activities and expanded training and technical assistance.
 

3. Sector loans for industry -- or sub-sectors of industry -­

should be actively explored as an alternative or additional means of
 

achieving A.I.D. objectives in promoting private industrial development.
 

This might take a number of different forms; for example:
 

(a) a portion of local currency generated by program loans
 

for industrial credit.
 

(b) a sector loan can be negotiated on the basis of policy
 

change desired in industry, or an industrial sub-sector, with the foreign
 

exchange fully or partially reserved for capital imports, and the local
 

currency used for industrial credit or other related activities. Technical
 

assistance can be financed through the loan, or a related grant.
 

Under such a sector loan the foreign exchange can be handled either by the
 

Central Bpnk working through the commercial banks, or by an ICI, depending
 

on the specific uses involved, and the requirements of the situation.
 

The local currency credit, which presumably could be used to purchase foreign
 

exchange, can also be allocated to the most efficient institutional manager.
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One or another of these variants might have important policy or administrative
 

advantages as compared with dollar loans to ICI's. 
 It could avoid some of
 

the more complicating specifics of tied procurement. (To the extent that
 

financing specific U.S. exports was important, the Export-Import Bank can
 

be encouraged to lend to ICI's.) 
 It might provide a better balance between
 

mcdium-term credit in local currency and medium-term ,redit in foreign
 

exchange. 
It might avoid a dual system of foreign exchange rationing by
 

both the Central Bank and the ICI. 
 And it should assure the benefit of
 

A.I.D.'s concessional terms to the economy without the necessity of using
 

the two-step procedure or incuring the danger of unintended subsidies to
 

private individuals.
 

kithough the sector approach was not covered in any detail in the Review,
 

it appears to merit further investigation, including the experiences already
 

accumulating in the Latin American program, by the Regional Bureaus and/or
 

3uch new central staff as may be created.
 


