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Btrengthoning Niocaragua's Finanolal seotor
and
Enhanoing the Availability of Credit for Agricultural Producers

Introduotion

The scope of work for this assignment originally focused on
the use of local currency counterpart funds from the Economic

Stabilization and Recovery III Program to enhance the availability:

of credit for domestic producers, including especially short-term
credit for the next agricultural cycle., Although AID/Nicaragua
might have preferred to use private-seotor financial institutions
to make this credit avaflable, the main institution identified in
the scope of work was the state~owned Banco Nacional de Desarrollo
(BND) because it appeared to bes the only existing institution with
_ the necessary infrastructure for credit delivery to agricultural
producers. Among the tasks originally identified were the design
of agreements and mechanisms to guarantee the integrity of these
funds, the definition of client groupas to be included in the
program, and recommendations as to how tha BND could be re-
organized to establigsh strict control over these funds and to
. insure a repayment rate of 95 percent. More general tasks included

in the scope of work were to recommend aggroaches to changing fronm
a rinanclal systel pasea on svave~airectct CreqQit siivaLivil VW Ve

. based on market determination and an indication of near ternm
possibilities for domestic savings mobilization,

In meetings with Mission staff, the scope of work evolved
toward a more general programmatic approach to nanaging local
currency counterpart funds in order to avoild excessive direct
involvenment with specific programming of thess funds. Thie implied
greatexr attention to high-priority policy reforms and institutional
strengthening for the financial sector, including efforts to insure
that whatever was proposed to increase the availability of credit
in the short run wouléd be consistent with appropriate financial
sector davelopment for the medium and longer run. With respect to
the specific issue of possible efforts to enhance tha availability
of short-term credit for agricultural producers, heavy dependence
on the BND was viewed as nighly risky given the objectives of this
institution and its record of loan recovery in recent years. Thus,
a thorough search wzs made for altéernatives to the BNKD, not for the
purgose of totally exXcluding the BND from future AID-~funded
activities, but rathar to attempt to open up the financial system
to as many different instituticns and mechanisms as possible.,

The following report begina with a brief discussion of what

are percelved to be the Mission's highest priority objectives for .

|
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the financial sector i{n the medium term and the types of
interventions that are most 1likely ¢o help to achieve these
objectives. Shortcomings of the Nicaraguan banking system are then
discussed in some detall, especlially as they inhibit USAID'e
achievement of its objectives. Thig 1s followed by a series of
proposales to deal with USAID's short-term objective of enhancing
the availabiility of credit for producers == without endangering the
attainment of i1ts mediun-term objectives. Most prominent anong
these proposals is greater wse of marketing agents, including input
suppliers and agro-industrial processors, as well as producers'
assoclations, to provide credit to producers, as normally happens
in other developed and developing countries.: -In addition, a
severance payment meéchaniem is proposed for the BND that could
create incentives for improved loan recovery while also bringing
about a major reduction in the number "of BND employees. After
presenting a more dstailed discuseion of Nicaragua's agricultural
credit system and the use of maxketing agents and producer groups
to channel credit, the report conclude w?th recommendations as to
how the foregoing proposals might most quickly be implemented.

Achieving Medium-Term Objsoctives

' For the medium term it ls assumed that the main objective of
USAID with respect to Nicaragua's financial sector is to create an
efflelent, vpun and conpellllve systen Lhal van wobilice funds and
allocata these funds to their most productive uses (adjusted for
risk). From a number of perspectives (e.g., the current shrunken
and state controlled situvation of the financial sector) this
appeaxs to be an extremely formidable task, but thers are
nonetheless certain reasons for optimiem. For example, during the
19708 Nicaragua had, by all accounts, the best central bank and the
best private banking system in Central America. Although these
institutions have either vanished or been transformed into
caricatures of thelr former excellence, most of the human capital
that managed these institutions etill survives., 1In fact, some of
it may even have Iimproved through continued involvement in
tinancial activicies elsewhere in Central America or in the United
States., In addition, there is reported to be substantial cnounts
of financlal capital awaiting proper policles to create proper
incentives to return to Nicaragua. _

It should be noted that proper policies and {ncentives to
strengthen Nicaragua's financial sector do not include szecial
subsidies to crsate new private-sector financial inatitutions.
These institutions will emerga of their own accord when financial
sector policies and public-sector infrastructure provide adequate
opportunities to make profits by providing financial sgexvices
efficiently. Interventions such as grants of capital to start new
private-sector institutlions or specially targeted rediscount lines

- carrying below-marvket interest rates will encourage rent-seeking
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"behavioxr rather than the development of viable financial

institutions. To achieve the medium term objectives what is most
required at the outset is support to develop & modern central bank

‘with appropriate monetary instruments and the ability to manage

them, along with a supervisory entity for financial institutions
empowered to limit the possibilities for excessive risk taking orx
fraud at the expense of the public in general.

USAID appears to be taking an appropriate approach to
strengthening the Nicaraguan financial gector over the medium term.
In particular, it appears to ba about to focus on atxengthening the
central bank and asslsting in the creation of an entity to
supervise financial institutions. USAID shbuld take care not to
cede these crucial activities totally to other international
organizations based on assumptions that these other organizations
may have more specialized expertise than USAID. USAID largely has
access to the same expertise and has the Important advantage of a
continuing presence in Nicaragua that most of these other
organizations lack. Moreover, USAID's operating procedures may
often be more flexible and less bureaucratic than those of other

international organizations. In addition, these other

organizations may not always be as dedicated to an open and
competitive financial system as USAID, and this can have inportant

implications with rxespect to key policy decisions,

super endency .0

An impcrtant event with respect to the future development of
Nicaragua's financial sector that while the consulting team was in

" Nicaraguas passage of a law creating the covernment entity to

supervise banks and other financial institutions. The latest
version of the law then available appeared to be generally quite
good in providing an appropriate framework for the development of
an entity that could minimize the possibilities for excessive risk
taking and fraud by financial institutions without %oing into the
xind of detall that could eubsequentl{ “"tie the hands" of the
supervisory entity or of the financial inatitutions that it is to
supervise. Nonetheless, certain specific functions explicitly
given to the supexvisory entity might cause some problems in the
future. For example, accordinf to ona section of Article 16, the
end use of loans made by financlal institutions is to be supervised
-~ but this is based on the same premises as the now-discredited
concept of directed credit 1lines. According to Article 27,
moreover, no creation or promotion of an{ instrument to mobilize
savings 13 permitted without the explicit permission of the
suparvisory entity -- but this could easily lead to the suppresaion
of innovation and competition while also possibly appearing to
guarantee the instruments that are explicitly permitted. In
addition, another section of Article 16 streuses confidentiality in
a way that could inhibit the transparency of information that is so
essential to the developnent of responsible financial institutions.

3
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During the period that the consulting team was in Nicaragua
most of the publioc controversy with respect to the law creati{ng the
government entity to supervisa financial institutions surrounded
the powers of the entity to determine who might be menbers of
boards of directors of financial institutions. In any country, it
{ia essential that the supervisory entity have the power to screen
out individuals who have records of bdankruptcy, fraud or
incompetence and who cannot call on adequate capital to provide a
margin of safety for depositors and other creditors of a financial
institution, It is also essential that such decisions be made in
a totally transparent, rapid and even-handed fashion to avoid even
the appearance of epeclal favors for some and arbitrary exclusion
for othera, In Nicaragua, moreover, transparent procedures will be
especially important given the conflictas between those of different

olitical persuasions and those who went abroad and those who

stayed behind.
shortoonings of the Commercial Banking system

In the short term there are certain specific problems to be
overcome, but in overcoming these problems it is important not to
endanger the achievement of the medjum-term objectives of a more
effic?ent, open and competitive financial system. The major short=

term problem is the need to provide credit and other financial

servicea in a situation where there are not yet any effectively

functioning financial institutions, The possibility of

establishing private-sector banks is just now being fully legalized
under the law to create a superintendency of banks and other
financial institutions, while the public-sector commercial banks

that currently exist can hardly be called effective. The Banco
Depulaw and &he Dance Iamoebiliavie ave Lolls voagy owuldll uud van

scarcely be said to function, while the Banco Nacional de
Desarrollo (BND) is so politiclzed that it collects few of its
loans and is so overstaffed that it contributes significantly to
the public-sector fiscal deficit. The Banco Nicaraguense de
Industria y Comercio (BANIC) 1is perhaps the closest to a
functioning financial institution, but even here there are serious
shortcomings that will require more than simple training ang
rehabilitation prcgrams to overcone.

Requirements for Succesgsful Savings Mobilization

Doing something in tha short term is further complicated by
the need to have a fully credihle stabilization program that can
hold credit and monetary expansion to non-inflationary levels,
This will require controlling the public-sector fiscal deficit and

- the overall ¢xpansion of credit to levels that can be financed by

increases in the demand to hold domestio financial assets together

with the foroign exchange that may be provided by USAID and other
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"{nternational organizations, An expaneion of credit and tha
resulting expansion in the money eupply that is not matched by an
dncrease in the demand to hold domestic financial assets will
creoate an increased demand for foreign exchange. If this increased
demand for foreign exchange cannot met ==~ and currently the only
apparent source of such foreign exchange is USAID and other
international organizations -~ the exchange rate will again
collapse and inflation will re-accelerate.,

As noted in the scope of work and emphasized by the foregoing
discusaion, appropriate conditions for mobilieing domestioc savin?e
ara essential in the short texrm if the recovery of Nicaragua's
financial system is to commence. Successful domestic savings
mobilization, that is, an increase in real terme in the demand to
hold domestic financial assets, requires not only credibility that
the expansion of credit and monetary emission can be adequately
controlled so that inflation will not again accelerate and the
exchange rate «collapsa but also that adequate financial
{netitutions exist. That is, there must be financial institutions
that are willing and able to pay attractive rates of interest and
to provide security and good service to depositors. The low level
of deposits in the system suggests that institutional problems may
exist, and this impression is strongly re-enforced by direct
observation of work patterns at Nicaragua's public-sector £inancial
institutions and especlally by the frequent strikes that are
totally inconsistent with meaningful service for depositors. To
.overcome these inatitutional problems will require not just routine
training and technical assistance but rather a complete change in
the basic incentives that influence behavior within Nicaragua's

. public-sector financial institutiona -- as well as the emergence of
private-sector institutions that are highly motivated to mobilize

deposits.,

ob blig=- ercia

Nicaragua's commercial banking syatem {8 currently owned and
administered by a state-owned holding company called the
Corporaclon Financlera de Nicaragua (CORFIN). Although no private
commercial banks vperate officially at the present time, the law
(diescusgsed abcve) that creates a superintendency of banks and other
financial institutions authorizes the superintendency to license

private commercial banks as one of its functions. Among the four

state-owned commercial banks, the BND is8 by most measures the
largest, BANIC is the second largest, while the other two are, as
noted above, very small. All four banks are supposed to offer

basic lending and deposit services to clients, as well as a minimal.

number of other types of financial sexvices. The BND primarily
serves clients from the airicultural sector, together with a few
clients from the industrial sector, while BANIC mainly eerves
industrial and commercial clients along with a few from the

agricultural sector, The BND has a relatively large network of.




branches (127) located throughout the country, as well &8 in
Managua, to serve agricultural producers and other clients, BANIC
has 40 branches, but the actual difference between the two banks in
numver of branches may 1ot be as large as stated, as some sources
reported many BND branches may nhot in fact be functioning.

The public-gector commercial banking system has far too many
employeces for its present level ¢of operations -=- or for any level
that could reasonably be contemiplated in the foreseeable future --
and therefore needs to be downsized substantislly. The BND appears
~~- he the most heavily overstaffed of the state banks relative to
the siza of its current operations, As of June 30, 1990, the BND
had 4,680 employees, alwost half of the total of 9,570 émployeea
for the entire public-sector banking system, Public-sector
agricultural development banks in other developing countries (e.g.,
Honduras, Bolivia and the Dominican Republic) that have similar or

: larger loan portfollos already have .fewer employeea and are

nonetheless downsizing further. It is thus reasonable to eXpect
that the BND could provide all essential financial sarvices for its
prasent and future clients with one~third to one-half its current

nunber of employees.

The total loan portfolio of the Nicaraguan banking system was
about 184 million Cordobas Oro as of June 30, 1990 (us?m million
at the officlial exchange rate in effect at that date but now
substantially lessa), consisting of loans to about 14,148 clients.
The BND accounted for 63 percent of the borrowers (8,950) and 82
percent of the amount outstanding (about 127 million Cordobas Oro),
thereby making the BND by far the largest kank in the system in
texrms of lending, In terms of deposits, however, the BND had only
about 40 percent of the 84,088 depositors and 46 percent of the 83
willion Cordobas Oro deposited in the banking system, therehy
making it smaller than BANIC in thie dimension., At the BND,
moreover, deposits amounted to less than one-third of the amount of
loans outstanding, thereby revealing cleariy the inadequacy of the
BND's performance in deposit mobilization and its resulting heavy
dependence on external funds. In addition, two aspects of the
composition of deposits suggest that deposits are minimal amounts
hold primarily to satisfy essential liquidity needs: (1) about 67
percent were in demand deposits, as compared with 22 percent in
tire deposits and 11 percent in savings deposits; and (2) about 62
pexcent of deposits were in domestic currency with the remaining 38
percent in foreign currencies (largely dollar deposits).

As suggested above, the small amount of deposits mobilized by
the banking system i8 due in part to the problem of interest rates
that were fixed at low levels in nominal terms and became highly
negative in real terms with the hyper-inflation of the late 1980s.
Savers therefore faced serious disincentives to hold deposits

" during that period and paid a high inflation tax on any deposits

that they did hold. Borrowers, on the other hand, benefitted

.greatly fron these negative real rates of interest aas they received




large eubsidies even if they did repay their loans ~- and the

records indicate that many did not repay. Many loans were not
repald because, it ias widely reported, they were considered to bae
granta from the government as part of a system of political

patronage.

Recently, tha Central Bank has proposed a new interest rate
policy with a positive real rate of 18 percent to be charged on
loans and 8 percent to be paid on savings deposits and 12 percent
on time deposits., To maintain these rates in real terms, loans and
deposite are ta be adiuated for inflation by 1linking amounts
outstanding to changss in the official exchange rate between the
Cordoba Oro and the dollar (currently § to 1). Although moving to
positive real rates of interest should ba an improvement, the
system that has been Iimposed has several potential problems.
First, it provides strong incentives againet devaluation since
devaluation will be opposed by horrowers and costly for the public
sector (a4 large net borrower)., Second, horrowers whose incomes are
not tied to the dollar (e.g., businesses producing non-tradeable
goods and services) may have difficulty in repaying loans if
adjustments In the exchange rate are significant, Third, it will
be difficult to Xknow if these are appropriate real rates of
interest for the Nicaraguan economy since they are imposed rather

than being determined by market forces.,

It ie well known that lean recovery has be&ely & latys and
growing problen for the Nicaraguan banking system during tha 1980s
and especially for the BND which has been the principal lender to

ehnuilea 1nan dinhunadawanks aud

, t Flanra 1
gggc‘:ggH\e‘ga1for“€h9raqricuﬂ:hra1 and livestock sectors from 1983

through 1989 in millions of Cordobas of 1980. Table 1 shows loan
disbursements and recoveries for liveatock ard the major crops from
1983 through 1989 in thousands of Cordobas of 1980, These data
show a dramatic decline -~ more than S0 percent -- in the real
value of agricultural credit by the end of the period, As would be
expected in an inflationary situation, long-term credit declined at
a much faster rate than short-texrm credit., It is also interesting
to note that credit for export crops and livestock declined during
the period, while oredit for domestic crops increased, at least

through 1988,

For agricultural and livestock credit overall, loan recoveries
fell from the 80 percent range in 1983-84 to about 60 percent in
1985, to the 40 percent range in 1986-87, and to a low of 16
percent in 1988 before increasing slightly to about 24 percent in
1989, Patterna of loan recovery vary only slightly when comparing
export crops to domestic crops to livesiock, but recovery for
short-term loans {e better than reocovery for lorg-torm loans, The
damaging effects of hyper-inflation and past government poliocles
toward loan recovery are clearly evident in the low and generally
declining rates of loan recovery. It is clear that such loan
recovery performance would be unacceptable for USAID local currency

el e, -
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Persons Contacted in Nicaragua

.Arias Garcia, Jose. Director Fjecutivo, Fondo Nicarguense da
Inversiones (FNX).

Baltodano, Silvio. Director Ejecutivo, TechnoServe.

Bengoechea D., Jaime. Director, Camara de Industrias’ de
Nicaraqua.

Blandon L., Pedro Antonio. Presidente Ejecutivo, Consultora e
Inversionista para el Desarrollo de Nicaragua (CONSULTNIC),

Blandon, Roger. Vice Gerente de Credito, Banco Nacional de
Desarrollo. ’

Burke, Robert. Economist and Head, Program and Private' Sector
Office, AID/Nicaragua, -

Estrada Solorzano, Nelson. Presidente, Consejo Directivo, CORNAP,

Everett, Sally. Private Sector Office. AID/Nicaragua.

Flores, Mario J., Asesor Economico de la Presidencia, Banco
Central de Nicaraqua.

. Felix Solis, Jose. Vice Presidente, Banco Central da Nicaragua,
Grigsby, 8. Elaina. Economist, AID/Nicaragua,

Harrison, Lawrence E, AID/Niéaragua.

Hannhon T., Mario. Presidente, Asociacion Nacional ds Arroceros,

Jesse, David. Private Sector Offfice, AID/Nicaragua.

Lacayo B. Eugenio. Director, Corporaciones Nacieonales del Sector
Publico (CORNAP). :

Mansell, Sanuel. TIresidents, Asociacion Nicaraguense e
Productores y Exportaderes de Productos No Tradicionales

(APENN) and member of BND Board of Directors.

Mattos, Carlos. Vice Presidente de Credito, Banco Central da
Nicaragua. .

Navarro Deshon, Aangel. Presidente, Corporacion Financiera <ce
Nicaragua (CORFIN). : . :

Nunez R., Daniel.: Presidente, Union Nacional de Agricultores y
Ganaderoa (UNAG).,

Oxozco M., Justo J. Bayer Quinicas, S.OA.



counterpart funds channeled through the banking system for credit
to agriculture or to any other sector. New and innovative ways to
lend and to recover loang ara clearly essential in the Nicaraguan
context to maintain the availability of funds for future lending ==
irrespective of whether funds are obtained from USAID or other
international organizations, the Nicaraguan Government or domestic

depcsitors,

Balance ocheets and income statements are available for
Nicaragua's public-sector banks, but thesa provide relatively
1ittle useful Information., Balance sheets do not. discriminate
between performing and non-performing loans, and ,totals. are
doeminated by large amounts in such vaguely defined categories as
totros deudorea" and "obligaciones diversas,"  while income
statement totals are dominated by gains and losses from exchange
rate adjustments. Moreover, in spite of the foregoing discussion
of loan recovery problems, balance sheets show positive net worth,
while income statements show profits. These problems, together
with the lack of external auditors or a supervisory entity, suggest
that any attempt at a thorough analysis of these financial
statements would be futile, However, somé other information that
was obtained by the consultants in those moments vhen the publice-
sector banking system was not on strike make 1t possible to
discriminate to some extent bhetween the BND and BANIC. The
information obtained from BANIC included a strategic plan, an
" analysis of past perfoxrmance and a detajled breakdown of the loan
portfolio, while the BND provided large amounts of political

_ propaganda.

The Fondo Nicaraguense de Inversionea (FNI) is not included
among the four public-sector commercial banks but nonetheless
engages in some commercial banking activities. The FNI s
primarily a second level financial institution that was created on
December 13, 1983, by decree number 1360, Although the FNI is
administratively linked to the Central Bank and the President of
ths Central Bank is the President of the FNI's Board of Directors,
the FNI is nonetheless a legal entity with its own net worth and
ability to assume legal obligations. The main objectives of the
FNI are: (1) to finance productive projects and feamihility
studies that contribute to the economic and social development of
trne country; (2) te administer forelgn and domestic resources
assigned to it by the Central Bank for different types of
investments; (3) to write proposals to seek external funds to
firance productive investments; and (4) to guarantee the control
and monitoring of projects financed directly by the FNI or through
- thse stete banks.

The FNI is not limited to any one sector of the economy and
has financed activities in agriculture, agro-industry, fishing,
. mining, manufacturing, forestry, services, and energy. Although

the FNI's main role {s second level financing channeled through
public~sector commercial banks, it also provides some financing

o i S .
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directly to ultimate borrowere. The FNI appears to have a well
trained professional staff that is able to assiat in all aspects of
financial operations, including proposal development, proiect
finanocing, control and monitoring, evaluation, and technical
assistance to recipients of tinancinq. The profesaional staff
consists of 90 employses, of whom 20 have graduate training,
including three with master's degrees. HMost of the staff studied
economics, business administration or accounting, The FNI aleo has
106 support etaff to carry out a wide range of technical and
administrative duties. The FNI might thus be an appropriate
financial institution to participate in handling USAID funds if the
Mission were to decide to use one or more of the credit mechanisms

_described below, o

Alternatives for Dealing with short-Term Problens

The rehabilitation of public-sector financial institutions is
not a short-term endeavor. Tha BND cannot be reéestructured for the
upcoming agricultural cycle so that it will select among potential
borrowers based on their 1likelihood of repayment and then
affectively enforca loan repayment, nor can & section of the BND

awnclhive be vasabed Lhal wlld 2ulluw ouclt un uppevuvlar Sviue nwuld
. argue that public-sector financial institutions can nevar be re-

or?entcd to operate viably becausa they cannot bae separated
effectively from the types of political intrusions that make thenm
inviablae. Even under the best of oircunstances, implanting
viability will require an approach that goes to the basic issues of
incentives, performance criteria and accountability and does not
simply dole out training and technical assistance along with
conputers, vehicles and other paraphanalia that are often seen to
be the fast track to successful rehabilitation. Moreover, given
the difficulty in all countries of eseparating public-sector
institutions from political intrusions, alternative tinancial
institutions and mechanisms must exist -- not only to provide the
required financial services but also to break the effective
monopoly position of public-sector financial institutions that can
largely negate whatever leverage USAID may have in the are¢a of

policy reform.

What is recommended in the following discussion cannot bae
guaranteed to be successful in the short term in insuring that
credit will flow to the most productive activities and that loans
will largely be recovered. Rather, the focus is on recommending
alternativeg that recognize the constraints imposed by current
policy and institutional weaknesses, that have some chance of
success, and that will enhance the 1likelihood of achleving an
efficlent, open and competitive financial system consistent with
USAID's medium-term objectives, The focus is on a multiplicity of
alternatives not only because such an approach will increase ths
probability of achieving some success in the short term but also

11
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bocause a multiplioity of alternatives is most consistent with
achieving an open and competitive eystem in the medium term.
Moreover, USAID will have 1ittle leverage in its discussions with
the Nicaraguan Government and with the institutions that may
participate if USAID ie firmly tied from the beginning to only a
single option that requires wide-ranging agreenent,

What {8 recommended also avoids as far as possible the
discredited approach of targeting of funds to end users and
consequently avoids the monitoring and supervision of the end use -
of funds that ia costly for both USAID and the partiocipants,
Inetead, monitoring and supervision are to be Kept to a minimum by
using approachea that attempt to create and implement incentives
for an optimun allocation of credit and aggressive loan recovery.
For providing credit to producers for the upcoming agricultural
cycle, two main approaches are recommended. The first is to use
marketing agents =~ primarily input suppliers and processors of
output -- to supply credit because private-sector marketing agents
are already widespread and because thesea =zagents have c¢lear
incentives to make and collect loans as part of their marketing
relationships. The sacond is to continue to use the BND ~~ but
under a new set of incentives to be created by tying loan recovery
amounts to severance payments that would be made avajilable to BND
employees who volunteer to leave tha BND as part of a staff

* reduction progran,

" Marketing Agents as Providers of Credit
The detalls of using marketing agents to provide credit to
producers in the Nicarajuan context is elaborated in the following
section of this report, but in this section it is nonetheless
important to indicate some of the basio reasons that make this
approach promising. Foremost is the fact that in all economies
wgth any orientation toward the private sector and a use of markets
and prices, marketing agents are among the most important providers
of credit -- input euppliers through sales on time and output
processore through advances to producers. These marketing agents
have intimate knowledgs about their clients and are therefore wsll
placed to select clients that are most likely to be able and
willing to repay, Moreover, they provide credit primarily in order
to conmpeta morae effactively in selling thelr basie product or
service, so that if some marketing agents agree to participate in
the program that ie suggested, others will find it difficult to
‘rvefuse to follow. In the case of Nicaragua, the serious weaknesses
in financial institutions noted above make it moxe promising to
havae BANIC or the FNI (hoth of which have indicated their interest)
lend to a small number of marketing agents who can in turn lend to
a large number of producers, rather than trying to lend to all

these producers directly. .
Under thae proposal deacribed in greater detail in the
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-followinf section, private processors (e.g., rice millers, cotton
gins, dalry procaeggors) could receive credit from BANIC or the FNI
for on-lending to producers at market rates of interest, with zcne
spread available to these procesaors for assuming tha added risks
and costs of providing this financial sexvioce. A similar
arrangement could also be made with producer groups for on-lending
to their members, and this could be especially attractive in cases
vhere producers noed to be compensated for the damage done to thenm
by PL-480 imports. Monitoring and supervision could be based
pr:lmarnir on evidence of loans made to producers, supplemented by
an efficlent ex~-post sampling procedure, and would therefore be low
cost. In addition, hecause of the multiplicity of alternative
participants, these that do not achlieve good loan recovery and
hence do not xepay BANIC or the FNI in full on a timely basis could

be eliminated from participation in subsequent periods.

In the case of input suppliers, a program alveady exists, as
described in more detail below, under which the BND gquarantees
repayment of the credits preovided to agricultural producers by
input suppliers. Guarantee programs of thls type are inconsistent
with a market orientation that is based on incentives for careful
attention to client selection and loan recovery -- such guarantees
undermine incentives to allocate funda to their best uses and make
lenders permanently dependent. It is clear, however, that input
suppliers will not be eager to give up the subsidy implicit in this
guarantee program which allows them to forego risks in client
gelection., Nonetheless, since the current credit and guarantes
program covers only the costs of imported inputs and not the
selling price of the inputs as delivered to Nicaraguan agricultural
producars, input suppliers would clearly benefit from access te
‘additional ¢redit to cover the domestic costs that are included in
their selling prices. MNoreover, input suppliers would benefit from
an interest rate epread on these credit transactions to cover their
{noreased rieke and ocoste. In addition, as cuggested above, if
sone input suppliers participate, competitive pressure is likely to
force others to do B0 as well.,

Although private-sector groupings that emerged under the

ma_Ni g u haug h
prtuipie HICETIneD Srunaen g, Pava st Jaroian, 00, defon
d

could coavert themselves into anti-competitive cartels. To avo

thias, it will be necessary for USAID and the current Nicaraguan
Covernment to take a strong setand in favor of an open and
competitive system and against the kinds of special favors that are
implicit in programs such as ¢redit guarantees for input suppliers,
~In addition to input suppliers, there are potential cartels among
producer groups and output processors, and many of these groups are
currently seeking spsclal favores based on notions similar to the
discredited economic concept of countervailing power. Rather than
creating subsidized and targeted lines of credit for groups that
claim past or present disorimination againat them, pclicies should
be directed at encouraging as great a multiplicity of oredit
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channels as possible in order to offer a rangs of choices and
thereby insure against monopoly power and monopoly profitsa,

A_New Approach tg Gredit through the BND

The sscond main approach to providing credit to producers for
the upcoming agricultural cycle is to continue using the BND but
with & new set of incentives. . As indicated by the foregoing
diecussion of the Nicaraguan commercial banking system, the BND
does not currently make lending decisions with careful attention to
eventual loan recovery ~- an attitude that would help to pressure
borrowers to undertake productive activities in order to repay., As
the foregoing discussion also emphasizes, to rehabilitate the BND
to make it an institution that takes lending seriously is clearly
impossible ir. the short run and may not even be achievable in the
longer run, However, because of political pressures and the
dangers from abandoning the present clients of the BND completely
in the short run, the BND c¢annot be totally neglected. The new
approach is that, while the BND would centinue to channel credit to
producers as part of the multiplicity of credit channels to be
encouraged, it would do so under a new set of rules, This set of
rules would, in the short run, create not only clear incentives for
improved loan recovery but also a mechanism to implement sizeable
shefd vaduskdsna hasdh o€ Uhldeh ave sasantlinl Cew dhe VD 0 hnun
‘any chance for rehabilitation in the longer run.

_ As indicated by the discussion of the Nicaraguan banking
system, the BND is vastly overstaffed and any attempt at its
rehabilitation will need to begin with a reduction In BND staff to
at most one~half or one-third of its present level. However, it is
politically difficult in any country to dismiss public-sector
workers, and this is especially so in Nicaragua under current
circumstances. Having excess BND staff leavae voluntarily would
thus be a better alternative than dismissal, but this could be
quite costly in terms of requirements for attractive severance
paymentas. It 1is therefore recommended that a portion of USAID
loocal ocurrency counterpart funds that nmight be channeled as oredit
to agrioultural producers be placed in a trust fund that pronmises
BND workers who leave voluntarily the possibility of a highly
attraotive severance paymeant, (Thosa workers who d0 not volunteez
to participate in the severance payment program would havs to taka
their chances on what might happen to the BND later.) BND workers
who sign gx-antae an agreement to leave the BND after one year would

_ then recelve ex-post a pro-rata share of the trust fund after the
- loans made to producers from tha trust fund have been recovered.

Although this approach does not leave funds to channel to
producers in subsequent yearas, it ia highly unlikely that any
.significant amount of funds would be left for future years by any
other mechanism that uses the BND to channel credit to producers.
What this approach does accomplish, howcver, 1s that it creates
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- gpecific incentives to promote loan recovery -- and such incentivea

ara likely to be a more important legacy for the future viability
of the BND, and hence for the future availability of agricultural

‘credit, than any funde that might happen to ba left over.

Moreover, this approach can substantially reduce tha vast
overstatfing of the BND and thereby provide a more reasonable
starting point for its rehabilitation (or 1liquidation). In
addition, as noted above, the greater the number of viable
alternatives available for channeling credit to producers, the less
will be the ability of any one Iinstitution or group to extract
rents by refusing to participate under the mechanisms proposed.
Although the foregoing proposal was not diascussed with BND
management because of on-going strikes in the public banking
sector, discussions with high level Central Bank officials produced

considerable interest,

channelling Agricultural cCredit through MXarketing Agents and
Producer Groups '

One major way to lend funds to agricultural preducera that
should ensure & high rate of 1loan recovery is to use input
suppliers and the processors of agricultural products to on-lend
funds to producers and then to collect these loans at the time the
producers' output is sold. This type of lending ia very common in
nost developing countries (e.g., Bolivia, Costa Rica, the Dominican

‘Republic, Honduras, and the Philippines) as well as in the

developed countries of the world, Although less common than credit
provided by input seuppliers and processors, lending by producer

"associations also appear to be a private-seotor alternative for

sona products in a number of countries. Input suppliers and
processors clearly have incentives to provide good credit service
to producers as a way to increase sales of inputs in competition
with other suppliers or as a way to try to insure that they can buy
output from producers through giving advances on crops. Because
these kinds of businesses are ususlly located in producing areas
and because they typically have worked with producers in that
region for many years, they know thelr clients and their clients!
cash flows and hence can readily select only creditworthy borrovers

who will repay their loans.

In Nicaragua, these could be important private-sector
alternatives to the use of the current system for agricultural
credit that depends solely on a government-owned bank, the BND,
that has many serious problems (e.g., over-staffing, high costs of
operation, low loan recovery and a high degreae of politicization)
that have alreoady been discussed in an earlier seotion of this
report. USAiD/Nicaragua has indicated some interest in asaisting
the agricultural, 1livestock and agro-industrial sectors through
additional credit for the 1991/92 productien year and would appear
to prefer to use sgone private-eectorj:‘ alternatives rather than

i3 .
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continuing to rely seolely on the BND. The remainder of this
gection of the report discuscegs some of théesa privata-sector
alternatives ae well &s some of the problems of the present

agricultural oredit system.

The_Government's Approach to pllogca Cred

currently, agricultural credit in total and according to each
individual crop or livestock product ias allocated by the Central
Bank in collaboration with national agricultural committees for . .
each of the major export orops, for domestically~-consumed ., ~.
commodities and foxr non-traditional exports. A centralized and .- -
restrictive administrative planning model is used to attempt to.
estimate credit needa and then to allocate credit for each
commodity. The Office of Planning in the Ministry of Agriculture
works with these committees -~ each of which has producer, farm
worker, and government representatives -- to decide on the area to
ba financed and the amount to be financed per unit of 1land
(currently 70 percent of axpected income) for each commoaity.
These recommendations then go to the credit manager and others at
the Central Bank who adjust these recommendations to comply with
the Nicaraguan Government's macro-~financial program for the coning
year. The BND (and other state banks that may also participate to
a very limited extent) use these Central Bank credit lines as the
main source of funds for agricultural credit.

For the coming agricultural year, 1991-92, the projected total _
amount of agricultural credit is about US$240 million, with US$48
million for grains, US$64 million for cotton, US$3I9 million for.
coffee, US$9 million for seseme, US$4.5 million for sugar cane,
vs$2.9 million for tobacco, US$0.7 million for aoybeans, U8$7.8
million <for non-traditional exports and US$31.5 million for

l1ivestock.

Elaborate administrative credit targeting models euch as the
one described here have not worked well in other countries, nor has
this arpranch warked well in Nicaragun (sea Vogel and Larson on
Colombia's version). Low subsidized rates of interest in
conbination with tha creativity of individual loan recipients in
usini the fungibility of credit to achleve their own ends make
credit allocation by administrative decision an {mpossible, as well
as an undeairable, task. A decentralized and open competitive
market model is likely to produce superior results for rural
financial markets becausa such an approach aliminates rente-seeking
behavior and the higah administrative costs involved in attempting
to enforce compliance with the credit plan. Moreover, positive
real rates of intereat on lcans and deposits create appropriate
. incentives for the efficient use of funds by borrowers and savers,

In this kind of rural financial market, private decision makers
guided by their profit expectations for different investment. - .
- alternatives will make the best use of funds and consequently will ‘
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have the highest probabillty for repayment., Savers will aleo ba
rewarded for holding financlal assets rather than being taxed
through inflation and low interest rates, so that additional saving

{8 encouraged.

Input Suppliexs as Sources of Credit
Diecussionas with several menbers of the Asociacion del Sector
Privado de Distribuldores y Formuladores de Agroquimicos (ANIFODA)

suggested that credit from BANIC or the FNI ¢to these input
suppliers for on-lending to agricultural produceras might be.a
viable alternative to the current agricultural credit system that .

relies almost exclusively on the BND. Other types of input
suppliers such as seed, feed and machinery dealers might aleo
participate in thia alternative approach, but no meetings were held
with these groups during this initial stage of discussion., ANIFODA
hags 14 members that have extensive networks of sales offices
located throughout the main producing areas of the country. They
import, formulate and market chemicals and other products including
tools and small equipment. These input suppliers sell to producers
who ave financed by the BND, and they may also provide technical
asglistance, ANIFODA members have contacted the Nicaraguan

Government and USAID about the problema that they see in the
current drouly syoven; aid ey lwve pavpverd w stlusisn., Ohis
report presents a different alternative for consideration by the

input dealers and by the Government, as well as by USAID.
Under the current credit system, agricultural producers apply

to the BND for the financing of their annual production. Purchased

inputse, hired labor and other items are typically included within
the approved amount of financing., The resulting loan is usually
for a one-year production cycle that begins about May 1, with
repayment due the following April. when the loan is approved by
the BND, the producer does not receive any cash to purchase his
inputs, but instead he {& authorized by the BND to buy inputs fronm
the irput supplier through a voucher and bank guarantee, At this
point, the input supplier receives no cash from either the producer
or the BND, but with the sales receipt and tha guarantee from the
BND, the supplier is guaranteed payment by the BND whesther or not
the producer pays his loan to the BND. The main problem from the
input supplier's perspactive is the one-year wait to be paid.

The producer is supposed to be under pressure to repay his
loan when he sells his crop because the crop lien that the BND
holds requives that the check for the sala of the cxop bhe nade
payable to BiiD, so that the BND can deduct the amount of the loan
balance due from the total amount of the sala and then pay the
producer tha remaining amount, However, many things have ¢gone

wrong with this model (e.g., political programse of loan
forgiveness, loan re-financing, disguised identity of the seller,

and hyper-inflation) so that leas than 30 percent of the real '

2.0 0w,
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(inflation-adjusted) amounts lent by the BND to producers have been
repald in recent yeara., For the 1990-91 crop year, loan recovery
is expected to be less than 30 percent, but no one has yet offered
an estimate of exactly how nmuch may be collected. When tha
producer repays the BND, it is clear that the input supplier will
ba paid, but even in the event of loan default by the producer, the
BND must still pay the input supplier. although the input supplier
must wait about one year to be paid in cash for hie sales, he
eventually recelves payment on all sales because of the BND
guarantes. As a oongequence, under this system the input supplier
assumes no risk and thus has no incentive to be sgelective in

attempting to sell inputs to more productive farmers, . - i

From the input suppliers' perspective, the problem with this
system is that they must walt as long as a year to recelve any cash
to cover thelr operating expenses for wages, fuel, repaire,
utilities, ete., On the othexr hand, because the products that these
input suppliers sell are_jmported, the oif dollar value of these
imports is financed under bank guarantea by the seller/manufacturer
on international markets (with Central Bank approval that dollars
will be available to the input supplier for payment at a fixed
date). 8Since the credit for the imported component need only be
repald by the input suppliex when the BND covers for the producer,
there is no cash flow problem for the input sufplier on this
portion. However, in addition to the cif value, input suppliers
spend an estimated 30 percent of the gelling price of inputs on
expenses within Nicaragua related to duties, port charges,
transportation, formulation, marketing, etc. for which they can

obtain no financing.

Since over 95 percent of all input sales {n Nicaragua are made
on a delayed-payment basis, input suppliers can have serious cash
flow problems, Input suppliers must find external and internal
funds to finance thelr operating costs during the year from the
sale of the Inputs until payment is mada by the BND. Noreover,
even when input suppliers have been promised credit to help with
this cash flow problem, the Nicaraguan Government has been unable
to deliver due to the credit program constraints of the Central
Bank. ANIFODA has thua propoced to USAID and to the Central Bank
that thelir members be provided with local financing for their in-
countriy costs, and with that they could cover their operating costs
in addition to the cosets of thelr imported inputs and thereby solve

their cash flow problens.

The alternative approach proposed in this report would involve
private input suppliers more directly in the credit process, and at
least some input suppliers expressed interest in trying this
approach, The approach proposed here would allow the input
supplier to finance the total selling price to the producer, that
is, all the costs incurred in selling inputs to the producer could
be covered by credit, but the 1nxiut supplier would algo be required
to assume the risks of recovering tha loan from the producer in -

L S
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. addition to the normal task of selling inputs., The input supplier

would obtain a line of credit from BANIC or tha FNI, conegatent
with the value of his sales and his creditworthiness, and would
. 861l inputs on credit to produders. The eupplier would bhe
responsible for gelecting borrowers, collecting loans and repaying
on time his line of credit with BANIC or the FNI. The benefit to
the input supplier for assuming this added risk would be the
increased amount of financing available to him, plus the interest
rate spread that he could earn along with his usual profit margin
on the sale of inputs. To be attractive, the additional credit and
the interest rate spread would have to ba large enough to cover tha
added costs and risks of bsin? fully involved in the credit
process. Under the Central Bank's proposal to £ix interxest rates
in real terms at 8 to 12 percent on deposits and 18 percent on.
loans, a significant proportion of the 6 to 10 point spread might
be allocated to suppliers for their credit functions.

Input suppliers clearly have incentiveg to provide good
gervice to clients in terms of input sales and their financing in
order to bhe competitive with other suppliers. Moreover, since
input suppliers are located in producing areas and have worked with
producers for many years providing technical assistance on input
use, they know their clilents well and have incentives to select
only creditworthy borrowers because repayment risk is thelr own
responsibility, In BND lending, in contrast, loan officers have
1ittle incentive to perform well and no riek of loss ~- and input
suppliers have no risk of loss either under the current system. 1In
-addition, BANIC and tha FNI should find it easier to impose
repayment discipline on suppliers than on producers hecausa
suppliers who fall to perfoxrm well can more easily be cut off fronm
" future credit. Input suppliers should also be able to repay their
eredit lines even if they occasionally have 1loan collection
problens with some producers. A k.i to implementing this apgroacb
will be to identify at least a few input suppliers who are willing
to lend to producers at their own risk. Once these input suppliers
offex improved credit sexrvice, competition will force the others to

offer tha same type of service,

o | 1 80 Y

Processors of some products such as coffee, cotton, nilk, .
rice, sorghunm and sugarcane whers private processing firms operate
could also be invited to participate in the propogsed lending systen
for agricultural producérs. The uss of processors to channel
credit to producers has the same basic advantages as the use of
input suppiiers. Processors alsy typlcally iive in the man¢ arsa
as producers, know the management skills of producers and, most
inportantly, Xnow the cash flow patterns of producera through
reqular purchases of output, The processor credit system would
- function in a manner similar to that described above as the
processor would obtain a line of credit from BANIC or the BND and
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nake credit available to the producer. The only difference would

be that the processor would actually advance cash to the producer
at planting time and/or during the growing season to help thae
producer finance his costs. The processor would collect the loan
from the producer when the product i{s sold to the processor, and
the processor would he responsible for repaying his own loan to
BANIC or the BND, The risks and rewards would be similar to those
for input suppliers. The main advantage for processors is that
such credit arrangements permit more efficient planning of
procesesing operations because processors then know how much raw
material to expeot, when to expeot it and from whom,

i . wrln

Producer associationa represent another possibility for
channelling credit to producers that could be used for some
products vhere a responsible assoclation exists and where it would
be useful to provide more competition to input suppliers and agro-
{ndustrial processors or where no private-sector processing
alternative exists such as for sugar cane and cattle. A recent
report by Fledderjohn, Oberbeck and Roof identifies and analyzes
the private assoclations for cotton (CAAN), cattle (FAGANIC),
coffea (UCAFENIC), rice (ANAR), dairy (FONDILAC), sugar cane
(ASCANIC), sorghum (ANPROSO), banana (ANPROSO) and non-traditional

" exports (APENN). Based on thelr report and field interviews, the

gtrongest commodity organizations that might be included in the
credit program appear to be those for cotton, cattle, coffes, rice

" and dairy. However, all these organizations have recently bsgun

processes of rebuilding, so that credit through this option would
have to procesd slowly. Moreover, many of them may have cartel-
1ike aspirationa, as noted earlier in this report, so that it would
ba especially important to insure a high degres of openness in
these organizations and to minimize the presence of any subsidy
elements in the credit program. Thus, criteria for access to
credit would have to be transparent, interest rates and other loan
conditions would have to be uniform and in keeping with thoge in
other credit markets, and loans would have to ba repaid on time.

PL~480 Producer Compensstion Funde

Nicaragua imports large amounts of food through a PL-480
agreement with USAID. About 5,000 metric tons of rice, 7,000
metric tons of vegetabla oil, 20,000 metric tons of corn and 54,000
metric tons of wheat, as well as other foods will be imported from
March 1 to Septembsr 30, 1991, Local producer dgroups are
Justifiably concerned about the depreseing effeot of thése imports
on tha domestic prices of these products and competing products and
have contacted the Nicaraguan Government and USAID about their

concerns.
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. Thae members (85 to 100) of thae rice producere assoclation,
Asoclaclion Nicaragquense da Arrocercs (ANAR), have proposed thse
catablishment of a fund from the proceeds of some of the PL-480
rice sales to provide credit to member producers through their
_narketing agsociation, Coordinadora Arrocera, 8.A. (COARSA).
ANAR/COARSA, which repreeent.s the private irrigated rice producers,
estimates that a fund of about US$2.5 million would be adequate for
this marketing credit. COARSA would advance to rice producers
about 70 percent of the market price (currently about US$ 21.00 per
quintal of milled rice) for each quintal delivered., The delivered
rice would gerve as collateral for the advanca to the producer, but
with the producer retaining ownership of the rice and assuning the |
risk of price changes, After the rice has bheen sold and the -
marketing costs deducted, COARSA would pay the balance ‘to the
producer. Given that rice can be produced throughout the year in
the irrigated arscas, this mechanism would provide rice producexs -
with a rotating credit fund to finance the production of the next

crop on dellvery of the harvested crop,

This proposal appears to be quite coneistent with the oxl)tiems
discugsed above and to he a useful opportunity to begin a privatae-
sactor credit program in the near term using PL-480 funds to assist
a producer group that is belng damaged by PL-480 imports. Positiva
real interest rates as proposed by the Central Bank should be
charged for these funds, and good loan repayment performance should
ba required for the program to continue. An additional US$S
million could be recommended from the PL-480 fund for medium-term
financing (four to five years) for tractors, harvesters, pumps, -
well drilling, land levelers and other improvements and machinery = - .

_to further the task of rebuillding the rice industry. In addition,:-
at least some of these inputs could be made available on credit’
through input suppliers as part of the objective of opening up as
-many different credit channels as poseibla, '

) In the case of cotton, a similar producer compensation fund
could be established from the PL-480 saleas of imported e¢dible oils
and soibean meal because of the damage that these imports do to the
price in Nicaragua of cotton seed and cotton seed oil., This credit
fund could help to improve tha production and marketing of cotton
so that Nicaragua might again become competitive in a good where it
once had a strong comparative advantage. Just as in the case of

-rice, these funds could be used for short-term production credit

_ (about US$8 million) and for four to five year credit (about US$is
million) to finance land improvements and machinery purchases such
as tractors, harvesters, eto. Positive real rates of interest
would also be charged on these loans, &nd good loan reépaymant
porfoxmance would be a requirement for continued participation Iin
this credit program,
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Recommendations

If the suggested approaches for channelinf credit to
agricultural producers in the short term appear useful to USAID and
to the Nicaraguan Government, it would be important to have follow-
on expertise as soon as possible so that these additional funds
could begin to flow early in the agricultural oycle. In order to
implement a program that uses marketing agents (e.g., inputs
suppliers and agro-industrial processors) as channels to enhance
the access of agricultural producers to credit, expertise in
agricultural marketing, agricultural credit and banking procedures
would be necessary., Tha expert(s) in agricultural marketing and
creait would identify the most important types of marketing agents
that are well posltioned in their knowledge of ectual and potential
clients to be able to sell inputs on time and to give advances to
producera in ways that make loan recovery highly 1likely, This
analysis would involve seeking as wide a multiplicity of suppliers,
processors and other types of marketini agents a8 possibla, as well
as agricultural preducer groups, in order to hninimize the
1ikelihood of monopoly profits accruing to the ' agents that
participate in channeling credit.,

The expert (s) in banking would determine the procedures, terms
.and conditions for lending (presumably by the FNI and BANIC) to
marketing agents in ways that would enhance the likelihood of loan
recovery while keeping administrative costs ¢to a minimum. These
-proceduras would include as strong incentives as feasible for
prompt loan repayment, not only from producers to agents but also
from agents to banks, as well as simple and transparent means to
verify (by efficlent ex-post sampling) that credit was in fact made
available to agricultural producers in the amounts reported., In
tha case of credit channeled through proeducer groups, effort would
be made to design procedures to insure that individual producers
ara excluded only because of the likelihood of non-repayment of
loans., Use of quarantees and monitoring of the end use of funds
would be avoided. Interim reports from these experts could be
provided to allow implementation to begin as soon as possible with
those marketing agents and producer groups for which acceptable
procedures have been designed, .

For USAID to achieve its medium-tern objectives of creating an
efficient, open and competitive financial system that can mobilize
funds and allocate these funds to their most productive uses, two
__USAID interventions should ba emphasized at the outset! il)

support for the development of a mecdern central bank with
appropriate monetary instruments and ths ability to manage themy
and (2) support for a supervigory entity for financia) institutions
_empowered to limit the possibilitles for excessive risk taking or
fraud at the expense of the public in general. Although these are
ublic-sector entities, they are nonethelass  essgential
.gnfxaatructure for tha development of privata-sector financial
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markets and inetitutions,

) In oxder to determine {n greater detail what apecific USAID
interventions would he moat useful to support the strengthening ot
the c¢ontral bank and the suferviaory entity for financial
institutions, an assessment of Nicaragua's financial sector would
be extremely helpful {f not esgential. An outline for a proposged
assessment of Nicaragua's financial sector, which ia presanted as

© Annex A, consequently emphasizes macro-financial policies, central

bank operations and the role of regulation and supervislon. In
addition, soma attention is glven to the existing Nicaraguan
public~-sactor banke and greater attention to the poasible role of
informal financial markete in supplying financial gervices in the
absence of private hanke. The usefulness of such an assesspent is
not only to provide USAID with a basia to make decisions about
poasible interventions but also to provide the basis for dialogue
with the Nicaraguan public and private sectors with respect to
programs that could be of mutual interest.




Annex A

Proposed Assessment of Nloaragua's rinanoial Seoctor

Macro-Financial Policies

The Fiecal Defioit and i{ts Financing

The Foreign Exchange Regime and the Exchange Rate
Credit Policies

Interest Rate Policies

Determinants of the Money Supply

~

- Demand for Financlal Assetsi )
Inplications for Inflation, the Exchange Rate, Credit
Availability, and saving and Investment

Central Bapk Qperations

Degree of Independence

Extent of Power

Focus of Operations

Organizational Structure

Analytical Capabilities for Monetary Management

Monetary Instrumenta:
Reserve Requirements, Rediscounts, and Open Market

- Operations

Inplementing Requlation and Supervision

Rule for Chartering of Financial Institutions

Assessing Solvency of Institutions:
Quality of Loan Portfoliocs and other Assets
Non-performing Loans, Acorued but Uncollected
Interest, and Rollovers
Portfolio Concentration and loans to Related
Parties

Adequacy of Provisiona for lLosases
Contingent Liabilities
- Exchange Rate and Interest Rate Risk

-~ - - pisclosure of Information
Dealing with Insclvent Institutions
Advisabllity of Deposit Insurance

External Audits:
Complement and or Substitute for Public-Sector
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Supervision
Generally Accepted Accounting Principles

Capabilities of Auditoras and Accountants

Adaquacy of the Legal and Judicial Frameworks

property Rights
gecured Interests
Contract Enforcement

Aspessing Public-Sector Banks (CAMEL Approach)

Capital
Asget Quality
Management Quality

Earn nic
Liquidity

Informal Finance (see Annex B)

Financial Sector Activities of International Organizations



Annex B

Proposed Btudy of Informal ¥inznolal Markets in Nicaragua

Background

In order to understand the nature of financial services
currently baing provided in Nicaragua, an investigation of informal
financial markets is essential. Such an investigation would reveal
the types of informal agents and f£inancial gervices being provided,
the terms and conditions of these services, the techniques employed
by informal agents in client selection and loan recovery, the
lessons that might be learned by formal financial institutions, and
the policies that could enhance the services belng provided by
informal agents., Because of the lack of prior studies, the
proposed investigation of informal financial markets in Nicaragua
will have to rely primarily on field survey work. Undertaking such
survey work requires attention to two main issues: (1) the topics
to be investigated, and hence the guestions to be asked; and (2)
whom to ask, that is, the approach to sampling.

Topica for Investigation

1, Identification of main types of informal financial agents
and arrangsments (e.g., marketing agentg, input auppl?ere,
pawn shops, rotating savings and credit assocjations and other
tyges of group savings institutions, money guards, friends and
relatives, protessionai moneylendegs).

2. The terms and conditions of loans and other financial
sexvices provided by each of the above that is found to be
important in Nicaragua (e.f., explicit interest rates, fees
and commissions, implicit interest in the prices of related
goods and services, amounts, durations).

3. Techniques employed by each of the above in client
selection and loan recovery ‘(e.g., physical quarantees,
fiduciary guarantees, information about clients from other
economlic and social relationships, use of courts, other

sanctions for nonrepayment),

4. Techniques employed by each of the above that can make
depositing attractive (e.g., Interest rates, safaty,
ligquidity, convenience).

- H
5. Estimation of traneaction costs incurred by the providers
and usersg of the informal financial services noted above
(mainly making and recovering loans and taking and returning
degosits) taking into account the dirriculty of separating
Joint costs when more than ona relationship is invelved.

a6 .
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6. Characteristice of clients of the different types of
informal financial agents and arrangements noted above (e.g.,
income, wealth, occupation, 1location) with particular
attention to comparisons among different typeas agents and
arrangements and with those who wuse formal financial
{nstitutions and those who use no financial services,

7. Bouxces of financing for tha different types of informal
financlal agents and axrangements noted above (e.g., own
capital, funds borrowed from formal financial institutions,

funds borroved informally).

8. An estimation of the extent and sources of monopoly for the
different types of informal £inancial agenta and arrangements
noted abova, with particular attention to precise
identification of the barriers to entry that permit monopoly

to exist in each case.

9. An assessment of the extent to which the different types of
informal firancial agents and arrangements noted above base
their operations on the avoidance of regulatory oontrols and
implications for the appropriateness of these controls.

10. An assessment of the extent to which the techniques
developed by the different types of informal financial agents
and arranyemonta notod whnua might pravida uveaful legson for
formal financial institutions to improve their operations,

11, An assessment of the possibllity of creating links between
formal financlal institutiona and the different types of
informal financial agents and arrangements noted above.

12. An assessment of the possibilities for interventions to
enhance the operations of the different types of informal
financial agents and arrangements noted above.

Approaches to Sampling

Sampling for a field survey of informal financial agents and
arrangements presents a major difficulti in any country because
there will be no complete listing from which to draw the sample for
obvious reasons (i.e., regulatory avoldance and hostility toward
wviieylunders and cther infermal finanocial agents). (anaamiently.
it 1is necessarr to begin with a sample of posasible users of
informal financilal sexvices which, in any case, would be necessary
to ascertain the types and importance of different informal
financial agents and arrangements, The main decision to be made ia
whether this sample should be drawn from all inhabitante or should
be foaqused on producerd., The results of this survey will not only
provide relevant information with respect to the topics 1listed
above but will also provide the¢ basis for a survey of the informal
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financial agents and arrangements themselves,

Nonetheless, it 1s not likely to be posaible in the survay of
informal financial agents and arrangements to tfollow an approach to
sampling that would allow the kind of statistical inferences that
ara normally drawn from a eample survey, Thias is true for two
reasons: (1) thoga interviewed in the initial survey may often be
unwilling to ldentify by name and location tha informal finanocial
agente with whom they deal; and (2) those informal financial agents
identified may often be unwilling to respond for the reasons
indicated above, thereby resulting in too large a nonresponse bias
to allow meaningful statistical inferences. Consequently, it is
recommended that the survey of informal financial agents and
arrangements take the form of a series of in depth case studies
with those who can be identified and are willing to respond, While
more in the nature of economic anthropelogy than econometrice, such
an approach should nonetheless provide important insights into the

topics listed abova.

Implementation of the Study

The types of professionals required to carry out this study
would include the following: a senior level financial econonmist
with specialization in informal finance, a senior level expert in
credit with specialization in informal finance, a sanior level
statistician with speclalization in sampling techniques and survey
research, and indlviduals with experience in carrying out surveys
in Nicaragua or similar countries. It might also ba desirsable to
inolude a senior level sconomic anthropologist with specialization
‘n informal finance. All senior lgvel professionals should have a
shD. - oY equivalent and several years of experience involving
nalysis and field work in one or more Latin American countries.

Because of the time 'required <¢o develop and test
uestionnaires, to develop appropriate samples, to traln
nterviewers, to carry out a significant number of irnterviews, and
5 analyze a substantial volume of data, six months to one year
>uld be vequired to carry out the study. The following. steps
s>uld be required and would have to be carried out in sequence:
wgdgn of questionnaires, pilot survey to test questionnaires,
-vision of questionnaires, sclection of sample, execution of
‘rvey, analyels of survey data, selection of Informal agents for
se studlies, in depth interviews with informal agents, analysis of
texviaw data, and preparation of report, - :

:
? | :
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:
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Persons Contmoted in Nioaragua

Arias Garcia, Jose. Director Ejecutivo, Fondo Nicarguense de
Inveraiones (FNI).

Baltodano, Silvio. Director Ejecutivo, TechnoServe,

Bengoecheaf D., Jaime. Director, Camara de Industrias de

Nicaragua.

Blandon L., Pedro Antonlo. Presidente Ejecutive, Consultora e
Inversionista para el Desarroilo de Nicaragua (CONSULTNIC),

Blandon, Roger, Vicea Gerente da Credito, Banco Nacional de

Desarrollo,

Burke, Robert., Economist and Head, Progrsm and Private S8ector
Office, AID/Nicaragua.

Estrada Soloxzano, Nelson. Presidente, Consejo Directivo, CORNAP,

Everett, Sally, Private Sector office. AlD/Nicaragua.

Asesor Economico de la Presidencia, Banco
Central de Nicaragua.

Felix Solils, Jose, Vice Presidente, Banco Central de Nicaragua.
Grigsby, S. Elaine. Economist, AID/Nicaragus,

Harrison, lawrence E. AID/Nicaragua.
Hannon T., Marlo. Presidente, Asociacion Nacional de Arroceros.

Jessa, David. Private Sector offfice, AID/Nicaragua.

Lacayo B. Eugenio. Director, Corporaciones Naclenales del Sector
Publico (CORNAP).

Manssell, Samuel., Presidente, Asooiacion Nicaraguense de
Productoreas y Exportadores de Productoes No Tradicionales

(APENN) and member of BND Board of Directors.

Mattos, Carles, Vice Presidente de <{redite, Banco Central de
Nicagagua.

Navarro Deshon, Angel. Presidente, Corporacion Financilera de
Nicaragua (CORFIN).,

29

r{.



Nunez R., Daniel. Presidente, Union Nacional de Agricultores y
Ganaderos (UNAG).

Orozco M., Justo J. Bayer Quimicas, 8.A.
Ortega M.,Jorge a., Bayer Quimicas Unidas, S.A.

Orteqga Mora, Franoisco. Gerente, Division Agroquimicos, Comercial
Internacional Agricola, 8.A.

Pasos Lacayo, Gabriel. Gerente General, Industriag Unidas de
COAO [} BOA.

Rappacciolo M., Marlo S, Gerente General, Rappacciolo, McGregor,
8.A.

Rudert, Brian D. Agricultural Development Officer, AID/Nicaragua,

Scofield, David. Deputy Mission Director, AID/Nicaragua.

Sevilla, cCarlos. Asesor Economico, Ministerio de Agricultura y
Ganaderia.

swinger, Kelth., California Agricultural Ieadershlp Program.

Ti{verino Fajardo, Juan, Union Nacional de Agricultores vy
Ganaderos (UNAG).

Will, Christian. ©representative, Banco InterAmericano de
Desarrollo,
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