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strlnqthoning Nlo~ra9ua'8 ~inanoial SQoto~

an4

Enhanoinq tho Avail~bil1ty ot Credit to~ ~gricultural Producer.

The scope of work for this assignm~nt oriqinally focused on
the use of local currency. counterpart funds from the Economic
st~bilization and R9COV$ry III Program to enhance the availability·
of oredit for domestic produc9rs, including espeoially short-term
credit for the next a9rioultural cycle. Although AID/Nicara9ua
might havs preferred to use private-seotor financial institutions
to make this credit available, the main institution identitied in
the scope of work was the state-owned Banoo Nacional de Desarrollo
(BND) because it appear~d to bG the only ex!stinq institution with
the necessary In!rastructure tor cr~dit delivery to agricultural
producers. Among the tasks originally identified were the design
of agreements and mechanisms to guarantee the integrity ot these
tunds, the definition of client groups to be included in the
program, ancl recommendations as to how the BND could be re­
organized to establish striot 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 APproaches to changing from
a J:1.nanclal eYS1:em D4SeQ on cn;a';.-Qlrecl:~d crecu.~ cu.a.U\,;ca\,.a.UII .."" "'".

o based on market determination and an indication ot near tem
possibilities for domestic savings mobilization.

In meetings with Mission ,taft, the scope of work evolved
toward a more g-eneral proqraMatic approach to manaCling local
ourrency counterpart funds in order to avoid excessive direct
involvement with e;peoific programming ot these funds. This itnplied
greater attention to high-priority POlier reforms and institutional
strengthening for the financial seotor, neluding efforts to insure
that whatever was prop~sed to increase the availability of credit
in the short run would be con!:1istent with appropriate financial
sector development for the medium and longer run. witb respeot to
the specifio issue of possible efforts to enhanoe the availability
ot short-term credit for agriCUltural ~roducers, h~avy dependencQ
on the BND was viewed as hi9h1y risky given the objectives ot this
inatitution and its record ot lo~n recovery in recent years. Thul,
a thorouqh search was m~.de for altot'natives to the BND, not for the
purpose of totally excludlnq the BND from future AID-funded
activities, but rath~r to attGmpt to open up the financial system
to as many different institutions and mechanisms as possible.

The following report begins with .8 brief ~iscussion of what
are perceived to be the Mission's hi9hest priority objectives tor.. ;.'. .
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the financial sector in the medium tem and tho types ot
interventions tha.t arG most likely to h$lp to achievG thasG
objective!', Shortcomings of the Nicaraguan banking' system are then
discussed in Borne detail, QGpeclally as theY inhibit USAID's
achievement of its objectives. This is followed by 6 series of
proposals to deal with USAIO's $hort-term objectlvG of Qnhanolnq

_ the availability ot oredit for producers _.. without endangering the
atta inment ot 1to medium-term objectives. Most prominent among
th~se proposals is greater use of marketing agents, includinq input
suppliers and aqro-induetrial processors, as well A& producers'

- associations, to provide credit to producers, as normally happens
in other developed and developing countries ~: ,·In· addition, a
severance paym~nt. mechanism ie proposed for the ·BND that could ..
creata incentives for improved loan recov9ty while'also bringing
2lbout a major reauotion in thQ nult\btar· ot BND employees. Aft$r

- prQsentinq a more detailed discussion of Nicaragua" aqricultural
credit system and the use ot ~arketinq agents and producer qroup8
to channel credit, the rQport conclude with reoommendations as to
how the foregoin; proposals might most quickly be implemented.

. For the medium term it is assumed that the main objective ot
USAID with respect to N!cara9ua's tinancial sector i8 to create an
~rtl~l~I1\", U1J~1I CUI\! c.:ulRio't;l.ll.J.vt; ISr:ll~~IQ l.ht'~ \;tUI luuLllh.• CU1\JB lll\d
'allocata these funds to their ~ost productivo uses (adjusted tor
risk). From a number ot perspeotives (e.g., the current shrunken
and state controlled situation ot the financial' seotor) this
appears to be an extremely tornidable task, but there are
nonetheless certain reasons fot optimism. For Qxample, during the
19708 Nicaraqua had, by all accounts, the best central bank and the
best private bankinq system in Central AJnerica. Altbouqh these
institutions have either vanished or been transformed into
caricatures of their former excellence, most of the human capital
that manaqed these institutions still survives. In tact, some of
it may even have improved t.hrough continued involvement in
tinancilll aotivities elsewhera in Cerltral 1\tnerioa or in the United
States. In addition, there is reported to bG SUbstantial tmount.
of financlal capital awaiting' proper polioies to create proper
incentives to return to N!caraqua. .

It should be noted that proper policiQS and 1ncentives to
strengthen Nicara~'Ja's finanoial sector do not includo s~eolal
subsidies to or~ate new private-sector finanoial institutions.
These institutions will emerge ot their own accord when flnanoial
sector polioies an4 pUblic-seotor infrastruoture provide ade~ate
opportunities to make profits by providing finanoial services
efticiencly. Interventions such as qrants ot capltt\l to start new
private-sector institutions or specially targeted recUsoount lines
carrying below-market intarest rates will encouraq. rent-seekin9
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- . beh~vior rather than tht development ot viable financial
in&titutlonl. To aChieve the ~ediu~ t$rm ob~ectives what 18 mOlt
rQ~~!red at the outset is support to develop a modern central bank

.with appropriate monetary instruments Dnd thE' ~bll1ty to manage
them, along with a supervisory entity for financial institutions
empowered to limit the possibilities tor excass!vG riGk taking or
fraud at the expensQ of the pUblio In general.

USAID appears to be takinq an appropriate approach to
strengtheninc; the Nicaraguan finanoial seotor over the lnedlum term.
In particUlar, it appears to be about to focus on strengthening the
central bank and assisting in the oreation of an entity to
supervisG finanoial institutions. USAID shbuld take carG not to
cade these crucial aotivities totally to other international
organizations based on assumptions that thes6 other organIzations
may have more ~pecialized expertise than USAlD. USAID largely has
access to the same expertise and has tho important advantage ot a
continuing presence in Nicaragua that most of these other
organizations lack. Moreover, USAID's ope~atinq procedures may
.oftAn be more flexible and less bureaucratio than those of other
international organizations. In addition, these other
orq~nizations may not alway,; be as dedicated to an open and
competitive financial system as USAID, and this can have important
implications with respect to key policy decisions •

. The Law to Create 8 Superlntendenc~ of.. .BOD9

An iropcrtDnt event with respect to the future development of
Nicaragua's financial sector that while the consulting team was in
N1c~ra9uaa passage of a law creating the ~overnment entity to
supervise banks and other financial institutions. The latest
version ot the law then available appeared to be generally quite
good in providing an appropriate fr~mework for the development ot
an entity that could minimize the possibilities tor excessive ris~
takinq and fraud by tinancial institutions without going into the
~ind of detail that could SUbsequently "tie the hands" of the
supervisory entity or ot the financial Institutions that it 1s to
supervise. Noneth~les., oertain specitio functions explioitlY
given to the supervisory entity might cause some problems in the
tut~~e. For example, aocording to one section of Article 16, the
end use of loans !nade by financial institutions is to be supervised
-- but this is based on the same premises as the now-discredited
concept ot directe~ credit line.. According to Article 27,
~or~over, hO creation or promotion ot any instrument to mobilize
saving'S 1s permitted without the explioit permission of the
suparvlsory entity -- but this could easily lead to the suppression
ot innovation and oompet.ition while also possibly appearing to
guarantee the instruments that are explicitly permitted. In
addition, another section ot Artiole 16 stresses confidentiality in
a W7J.y thAt could inhibit the transparency of intomation that 1s 80
essential to the development of responsible financial ihst1tutions.

S
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During the period that the consulting team was in Nicaragua
most ot the pUblio controversy with respect to the law creat1n9 the
government entity to supervise tinancial institutions surrounded
tho powers ot the entity to (1etermine who tn19ht be members ot
boards ot direotors ot finanoial institutions. In any country, it
1s essential that the supervisory entity have the power to screen
out individua18 who have records ot bankruptcy, fraud or
incompetenoe and who cannot call on adequate capital to provide a
rnarq!n of safety for depositors and other creditors ot a financial
institution. It is also essential that such deoisions be aade in
a totally transparent, rapid and even-handed tsshion to avoid even
tho appearance of epecial tavors.tor some and arbitrary exolusion
for others. In NiearaC]Ua, moreov.r, transparent procedures will be
especially important given the conflicts between those ot ditferent
pol!tical persuasions and those who went abroad and those who
stayed behind. .

Shortoomin9' ot tha commero1al Ban~inq SY8t~m

In the short term there are cettain specitio problems to be
overoome, but in overcoming these problems it is important not to
endanger the achievoment ot the medium-term objectives ot a more

;;. .efficient, open and competitive financial system. The major short­
tem problem is the need to provide credit and other tinancial
GQrvices in a situation where there are not yet any ettectively
.tunctioninq financial institutions. The possibility of
establishing private-seotor banks is just now being fully l09&lized
under the law to create a superintendency of banks and other
financial indtitutions, while the pUblic-sector commercial banks
that currently exist can hardly be called effeotive. The Banco
~.Z'\ll ..w ...ut ~s,.. DAt'\oo %n",obL1Lo.~·i.. AIo·.. J.,,;,,",ta .'fU.Z cUII",11 ", ...1 ,",01'

scarcely be said to tunction, while the Banco Nacional de
Desarrollo (BND) is so politicized that it oollects tew ot its
loans and is 80 overstaffed that it contributes significantly to
the public..sector fiscal deficit. The Banco Nicara9\lense de
Industria y Comerc10 (BANIC) is perhaps the Qlosost to a
tunotioning financial inG~itution, but even hero there are serious
shortcoming_ that will require more than simple tralnln9 and
rehabilitation prc~rams to overcome.

Beqy1rements tor Successful Savings Mobilization

Doing something in the sh~rt term ig further complioated by
the need to have a fully credible 9tabilization pro9ram that can
hold crGdH~ and monetary expansion to non-inflationary levels.
Th18 will require Qontrollinq the pUblic-sector fiscal deficit and

. the overall $xpansion ot credit to levels that can be financed by
increases 1n the demand to hold 4omestio finanoial assets tOiGther .
with the toroign exchanqe that ~ay be provided by USAID and other
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. international organizations. An (lxpansion ot credit and the
rasulting expansion in the money supply that is not matched by an
.increase in the demand to hold domestic financial assets will
create an inoreasGd demand tor forelqn exchange. It this increased
demand tor fo~eiqn exohange cannot met -- and currently the only
appar~nt souroe ot such toreiqn exchange is USAID and other
international organizations -- the exchango rate will Bgain
oollapse and inflation will re-accelerate.

As notea 1n the scope of work and emphasized by the toregoing
discussion, a~propriate conditions tor rnobi1ie!ng dome8tio savings
are essential in the short ter1l if the r.covery of Nicaraczua '8
finanoial system is to commenCG. Successful domestio savin;s
mobilization, that is, an increase in real terms in the demand to
hold ~omastic finanoial assets, requires not only credibility that
the expansion of oredit and monetary emission can be adequately
controlled so that intlation will not again accelerate and the
exchange rate collapse but also t.hat adequate finanoial
institutions Gxist. 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 d~posltors. The low level
of deposits in the system sug9$sts that institutional problems may
exist, ana this impression is strongly re-entorced by direct
observation of work patterns at Nicaragua' s pUblic-sector financial
institutions anc1 Gspecially by the frequant strikes that are
totally inconsistent with meaningful service tor depositors. To

.overcome thase institutlona1 problems will require not just routine
training and technioal assistance but rather a complete change 1n
thtt basic incentives that influence behavior within Nicaragua's

. public-sector financial institutions -- aft well as tho emergence ot
privata-sector institutions that are highly motivated to mobilize
deposits.

f[oblems Faciog Eyblic-Seot~r Commercial Benka

Nicaragua's commercial banking system is currently owned and
administered by a state-owned holding company called the
Corporacion Finaraelera de Nicaragua (CORFIN). Although no private
commercial banks ~perate officially at the present time, the law
(discussed above) that creates a supGrintendency of banks and other
financial institutions authorizes the superintendency to license
private commercial banks as one of ita functions. Amonq the four
state-owned conun~rcial banks, the BND is by most measures the
lar~e6t. BANIC is the s~cond larqest, while the other two are, as
notGd above, ver"/ small. All four banks are supposed to offer
basic lending and depo81t sGxvices to clients, as well ad a min.bl\al .
number of other ~ypes ot financial se~ices. The BND primarily
serves clients trom the ayricultural sector, toqGthe~ with a tew
clients from the industr a1 sector, While BANIC mainly serves
industrial and conunerclal clients a10n9 with a tew from the
agricultural sector. The BND haa a· relatively larCjJe network ot ~

I

....' ~. , ...



branches (127) locate4 throughout the country, as well as in
M~na9uai to &9rve aqricultural producers and oth~r clients. BANIC
has 40 branches, but the actual ditterencG between the two bAnks in
number ot branch$S may iot be as largG as stated, as some sources
reportGd many BND branchea may not in tact be functionin9'

Tho public-~Gctor co~m9rcia1 banking system has tar too many
~ employ~es tor its present level of operations -- or tor any level

that could reasonably be contemplated in the foreseeable future -­
and therefore needs to be downed-zed substantib.lly. The BND appears
~= be the most hoavily ovoretatte4 of the state banks relative to
the size ot its current operations. As ot June 30, 1990, the BND

- had 4,680 employee" almost halt ot the total ot 9,570 o~ployee.
for the entire pUblic u f,;0otor banking system. PUblic-seotor
agricultural development banks in other developing countries (e.g.,

.. Honduras, Bolivia and the Dominican RepUblic) that have similar or
- larCJer loan portfolios already have -tewer employees an" are

nonetheless downsitln9 further. It is thus reasonable to oxpect
th&t the BND could pr.ovide all essential financial ssrvices tor its
p~~sent And future clients with one-third to one-half it~ current
nun~0r ot employees.

The total loan portfolio ot the Nicara9uan banking system was
about 154 million Cordobas Oro 6S ot June 30, 1990 (US$154 million
at the official exchanqe rate in effeot at that date but now

: SUbstantially less), oonsisting of loans to about 14,148 clients.
The BND accounted for 63 percent ot the borrowers (8,950) and 82
percent ot the amount outstandinq (about 127 million Cordobas oro) I

- thereby making the BND by tar the largest bank in the system in
terms of lending. In terms ot deposits, however, the BND had only
about 40 percent ot the 84,088 depositors and 46 percent of the 83

• willion Cordobas Oro deposited in the bankinq syst$m, thereby
- nlakinq it smaller than BANIC in th18 dimension. At the BND,

moreover, deposits amounted to less than one-third of the amount of
_ loans outstandinq, thereby revealinq olearly·the inadequacy ot the

BND's pertormance in deposit mobilization and its resulting heavy
- dependence on external tunds. In add!tion, two aspect8 ot the

composition ot dGposits suggest that deposits are minimal amount.
hold primarily to satisty essential liquidity needs' (1) about 67
pe~cent were in demand deposits, as compared with 22 percent in

~ t1~e deposits and 11 percent in savinqs depositsl and (2) about 62
percent of deposits were in domestic currency with the rernalnin<; 38
percent in !or~1qn currencies (lar9s1y dollar deposits).

As suggested above, the small amount ot deposits mobilized by
the banking system is due in part to the prob16~ of lnto~e~t rates
that were fixed at low levels 1n nominal terms and became hi9hly
negative in real terms with the hyper-inflation ot the late 19801.
Savers therefore faced serious disincentives to hold depos1ts

. durinq that period and paid a high intlation tax on any deposits
- that th&y did hold. Borrowers, on the other hanel, benefitted

. greatly from these neqati\18 real rates of interest as they received

•
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·larqG subsidies even it they did repay their loans -- and the
records indicate that many did not repay. Many loans wore not
repaid because, it is widely reportod, they were oonsidered to be
grants from the qovElrntnent as part ot a &ystOrA ot polltical
patronaqe.

Recently, the Central Bank has p~oposed a new interest rate
- pOlIcy with a positive real rate ot 18 pero$nt to be oharged on

loans and 8 percent to be paid on savings deposits and 12 percent
on timG deposits. To maintaih these rates in real terms, loans and

- depos.i.ts are to be ad1usted for inflation by linking amounts
outstanding to changes In the Official exchanqe rate between the
Cordoba Oro and the dollar (cu~rently 5 to 1). Although J'Aovinq to
positivo real rates of interest should be an improvement, the
system that has been irnpo~et1 has several potential problems.
First, it provides stronq incentivGs against devaluation sinoe
devaluation will be opposed by borrowers and oostly tor the pUblio
sector (A large net borrower). Second, borrowers whose incomes are

- not tied to th~ dollar (G.9., businesses producing non-tradeable
- goods and sarvices) may have difficulty in repaying loans if

adjustmQnts in the Qxchanqe rate are signifioant. Third, it will
be difficult to know it these are appropriate real ratGS of
interest tor the Nicaraguan economy since they are 1~posed rather
than beinq determinod by market forces.

It ill woll known that lea'" r~eov~1.l" has J:,~~l\ A lc!l~':I~ Qm1
9rowinq problem for the Nicaraguan banking systQm ~urin9 the 19808
and espGcially tor the BND which has been tho principal lender to
ngr1 on 1t,Ul"1\ 1 IQQr.tnr 1\'1 t'tllrQ 1 llhnfllf'l 1 n .. n t14 nhu~nn ......,. • ••
reooverles for the aqricultural and livestook seotors tro~ 1983
·through 1989 in millions ot Cor~obas of 1980. Table 1 shows loan
disbursements and recoveries for livestoclc &.~d the It'lajor crops from
1983 throuqh 1989 in thousands of Cordobas 01' 1980. These data
show a dramatic deoline -. more than 50 percent -- in the real
value of aqrioultural credit by the enCl of the period. As would be
expected in an inflationary situation, long-term credit declined at
a much faster rate than short-term oredit. It is also intGresting
to note that oredit for export crops and livestook declined during
th6 period, whilO oredit tor domestic orops increased, at least
through 1988.

For aqrioultural 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 ot 16
percent in 1998 before increasin9 slightly to about 24 percent in
1989. Patterns of loan recovery vary onl¥ slightly when oomparing
export crops to domestic crops to livestock, J:>'lt t'~eov~ry tor
short-t~rm loans 18 better than reoovery tor lor.g..t~rm loans. The
damaginq effects of hyper-inflation an4 past government polioiea
toward loan rQcovery are ol$arly evi~ent In the low and generally
decllhinq rate. of loan recovery. It Is clear that such loan
recovery performance would be unacceptable ..tor USAID local currency

7
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Persons Contacted in Nicaragua

. .b.r1as Garcia, Jose. Di~ector F.jecutivo, Fondo Nicarguem.e da
Inversiones (FNI).

Baltodano, silvio. Director Ejecutivo, TechnoServe.

Bengoechea D., Jaime. Director, Camara de Xndustrias' de
Nicarag\u\ •

Blandon L., Pedro Antonio. P):esidente Ejecutivo, Conaultora e
Inveraionieta par~ 01 Desarrollo de Nicaragua (CONS~NIC).. .'

Blandon, Roger. Vice Gerente. de Credlto, Banco Nacional de
Desarrollo.

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

Estrada Solorzano, Nelson. Presidente, Consejo Directivo, COro~AP.

Everett, SRlly. Private Sector Oltice. AID/Nicaragua.

Flores, Mario J., Asesor Econo1'\ico de l~ Presidencia, Banco
Central de Nicaragua •

. Felix Solis, Jose. Vice Presidente, Banco Central de NicaraiUa.

Grigsby, ~. Elaine. Economist, AID/Nicaragua.

Harrison, Lawrence E. AID/Nicaragua.
I

Hannon T., Mario. Presidente, Aeociao1on Nacional de Arrooero8.

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

Lacayo a. Eugenio. Director, Corporaciones Naeionales del Sector
Publico (CORNAP).

Mansell, Sam~el. rresidente, Asoo1acion Nicaraguens. de
Productores y Exportadores de Producto8 No TracU.cionalGs
(APENN) and ~ember ot BND Board ot Directors.

Mattos, Carlos. V,ioe Presidente de Credito, Banco Central de
NJ.oaraqua.

Navarro Deshon, Angel. Presidente,
Nioaragua (CORFIN).

Corporacion Flnanciera ~e

•
Nunez R., Daniel.· Presidents, Union Nacional de Agrlcultores y

Ganadero8 (UNAG).

Orozco M., Justo J. Bayer Quimical, S.A.
" .
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counterpart funds channeled throuqh the banking sy~tem tor credit
to aqr!culture or to any other sector. Now and innovative ways to
lend and to rQcover loans ara clGarly Q&8Qntial in tho Nicaraguan
conte)(t to m~intain the availability ot t'unds tor tuture lending -­
irrespective ot whether funds are obtained from USAID or other
international organizations, the Nicaraguan Government or domestio
depositors.

BalancG sheets and income statements aro aVAila~le tor
Nicaragua'lI pUblic-sector banks, but these provic!e relatively
little useful intormation. Balanoe sheets do, not,. disoriminate
between performing and non-p,ertormlng. 10an8, .. and '" totals. are
dominated by large amounts in suoh vaguely detined cateqorles as
"otros deudores lt and "obligaoiono. diversas, II., while income
statement totals are do~inated by qains and loss~s from exchanqe
rate adjustments. Moreover, in spite ot the toreqoin9 discus~lon
of loan recovery problem~, balanco 'hGGts 5how positive net worth,
while incomo statements show profits. Those problem" together
with th~ lack of external auditors or a supervisory entity, suggest
that ~n.i attempt at a thorough analysis ot t,hese financial
statements would be futile. However, some other intormation that
W3S obtaihed by the consultants in those moments when the pUblic­
sector banking system was not on strike make it possible to
discriminate to some extent between the BND and BANIO. The
information obtained trom BANIC included a strategic plan, an

. analysis ot past pertormance and a detailed br.eakdown at the loan
portfolio, while the BND provided large al'.\Qunts ot political
propaganda.

The Fondo N1caraguense de Invers10nes (fNI) is not included
amonq the four pUblio-sector conunero!al banks but nonetheless
engages in some commercial bankin9 activities. The FNI is
primarily a second level financial institution that was oreated on
December 13, 1983, by decree number 1360. Although the FNI i.
admin1strat1voly linkad to the Central Bank and the President ot
the Central Bank is the President ot the FNI l s Board ot Directors,
the FNI is nonetheless a leqal entity with its own net worth and
ability to assume l09al obligations. The main objeotive. of the
FNI are: (1) to finance productive projeots and t'e~..ldb11.itf
studies that contribute to the eoonomio and soclal development ot
the counttYI (2) to administer toreign and domestic resouroes
assigned to it by the Central Bank tor different typel ot
investmentsl (3) to write proposals to seek axternal funds to
finance p'x·oductive investments I and (4) to guarantee the control
and monitoring ot projeots financed directly by the FNI or through

---tha- 8tbt~ b~nk8.

The FNI is not limited to anyone sector of the economy and
has financed activities in aCJrioulture, 89ro-industry, fishing,
mininq, rnanutacturinC1/ torestry, servio~s, and enerqy. Although
the FNI's main role 18 second level finanoing channeled through
public-sector commercial banks, it also provides some financing
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directly to ultimate borrowers. The FNI appears to have ~ well
trained professional staff that is ablQ to a~siBt in all Aspeots ot
financial operations, including proposal dovelopment, projeot
finanoing, control and roonitorinq~ evaluation, and technIcal
Assistance to reoipients of financlnq. '1lhe protGssional statt
consists ot 90 employOGs, ot whom 20 have 9raduate trainin9,
including three with master's degrees. Most of the etatt studied
economics, business administration or accounting. The FNI also has
lOS slJpport staff to carry out a wide range ot technical and
a~min1stratlvo duties, The FHI might thu. be an appropriate
financial institution to partioipate in handling USAID funds it the
Mission were to deoide to use one or more of the credit ~echanisms
desoribed below.

The rehabilitation of pUbl1o-s~ctor finanoial institutions is
not a short-term endeavor. The BND cannot be restructured tor the
upoomin9 agrioultural eycl' so that it will select among potential
borrowers baaed on their likelihood of repayment and then
eftectively enforce loan repayment, nor can a seotion of the BND
.~I\lc:llv" l"g ", .. c:c:d..c:\l '-ilea'- ,,1S,~ l",S,,"v,, 0",,,,,,1. \AU "'J'I''' "w..,ta. ':'''''1\1''- " ..........

- argue that pUblic-seotor finanoial institutions can never be r~·
oriented to op~rate viably b~oause they cannot be separate4
effectively from the types of politioal intrusions that make them
\inviable. Even under the best ot oirourostances, implant!n9
viability will require an approaoh that goes to the basic issues of
incentives, performance criteria and accountability and does not

- simply dole out traininq and teohnical assist~nce along with
- co~puters, vehicles and other paraphanalia that are otten seen to

be the fast track to suocessful rehabilitation. Moreover, 91ven
the difficUlty in all countries of separ~tinq public-sector
institutions from political intrusions, alternative financial
institutions and mechanisms must exist -- not only to provide the
r$CjlUlre4 finanoial service. but also to break the effective
monopoly position of pUblic-sector financial institutions that oan
largely ne9ate Whatever leverage USAID may have in tho area of
policy reform.

What is reconunonded in the following' discussion cannot b.
guaranteed to be sucoesstul in the short term in insuring that
credit will flow to the ~ost productivo activities and that loans
~~~l largely be recovered. Rather, the tocu8 i' on reoommending
alternati.ves that recognize the constraints imposed by current
policy and institutional weaknesses, that have some chanco of
success, and that will enhance the likelihood of aohieving an
etticient, open and competitive tinanoial system consistent with
USAID's medium-term objectivos. Tho focus is on a multiplioity ot
alternatives not only because such an approaoh will increass tba
probability ~t achieving some 8uccesa in the ohort term but also
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bocauso a mUltiplioity ot alternatives il most consistent with
achieving an open and competitive system in the mediuni term.
Moreover, USAID will havo little leverage in its discussions with
the Nloarag-uan Gov~rnJUent and with tho institutions that may
participata if USAID is firmly tied from the b~91nning to only a
single option that requirt. wido-ranging Bgreornent.

What is recoJMIended also avoids al far as possible the
discredited approach of target-Inti of funds to end. users and
consequently avoi~, the mon1torin9 and supervision ot the en4 use
of funds that i8 costly tor both USAID and the partioipant8.
Instead, monitorinq and supervision are to be kept to a minimum by
usin9 approaches that attempt to oreate and implement incentives
for an optimum allocation of credit and aggressive loan recovery.
For ~rovidin9 credit to.producers for the upcorn!nq a9r!cultural
cycle, two main approaches are recommended. The first 1s to use
marketin9 agents -- primarilY input suppliers and proc$ssors of
output -- to supply credit because privat$-saotor marketing agents
are already widespre~d and beoause these agents have olear
incentives to mako and collect loans as part ot their ~ark~t1nq
relationships. The s~cond is to continue to use the BND -- but
under a new set ot incentives to be created by ty1n9 loan ~ecovery
amounts to seV$ranoe payments that would be made available to BND
emp1oYG~1 who voluntetitr to leave the BND as part of a statf
reduction program.

MArketing Agents as providers or Credit

The details of us1n9 marketing ~gents to provide cre41t to
producers in the Nicara;uan context 1. tlaborated in the following
section ot this report, but in this section it i8 nonetheless
important to indicate some of the basia reasons that make thi.
approach promieinq. roromost i8 the taot that in all eoonomies
w1th any orientation toward the private Bootor and a use of markets
and prices, marketing agents are amon9 the most 1traportant provider.
of! credit -- input suppliers through sales on tim. and output
processor~ throu9h advances to producers. These markoting agent,
have intimate knowledq9 about their clients and are therefore well
placed to select cli~nt8 that are most likely to be able and
willing to repai', Moreover, they provide oredit primarily in ordor
to compete trlore eftectively in selllnq their basic produot or
service, &0 that it some ~arketin9 agent8 agree to participato in
the pro9rA~ that 18 suggested, others will find it difficult to
refuse to tollow. In t~e cagQ of Nicaragua, the serious weakness~8

in finanoial instituti¢ns noted above make it more promising to
have BANIC or the FNt (both ot which have indioated their interest)
lend to a small number ot marketin9 aqents who can in turn lend to
a largo numbor of producers, rather than trying to lend to all
these producers direotly.

Under the proposal described in greater detail in· the

il



. following section, private processors (e.g., ric. millers, cotton
9in8 , dairy prOCOQBor.) could receive credit trom BANIC or the FNI
for on-lGndlnq to producers at market rate, of interest, with :om.
·spread available to these processors tor assuming thQ added risks
and costs ot providing this financial servioe. A similar
arrangement could al,o be made with producer groups tor on-lending
to their members, and this could be especially attractive in cases
where producers need to be compensated tor the damage done to them
by PL-480 imports. Monitoring and supervision could be based
primarily on ~vidonc. of loans made to producers, supplemented by
an efficIent ex-post sampling procedure, and would theretore be low
cost. In addition, because of the JDultiplicity of alternative
participants, th¢s~ that do not achieve 900<1 loan reoovery and
hence do not repay BANIC or the FNI in full on a timely basis could
be elimJnated trom participation 1n subsequent periodS. .

In the case of input suppliers, a proqram already exists, ~s
described in more detail below, under which thG BND quarantees
repayment ot the credits pro~ided to Agricultutal producers by
input suppliers. Guarantee programs of this type are inconsistent
with ~ market orientation that Is based on incentives tor caretul
attention to olient selection and loan recovery _. suoh guarantees
undermine incentives to allocate tunds to their best usee and make
lenders permanently dependent. It is olear, however, that input
suppliers will not be eaqer to give up the SUbsidy implioit in this
guarantee proqram whioh allows them to toreqo risks in olient
selection. Nonetheless, since the current credit and guarantee
program covers only the costs ot imported inputs and not the
sellinq price ot the inputs as delivered to Nicaraguan Aqricultural
produoers, input Quppliers would clearly benetit trom access to
'addltion~l credit to coVer the dom98tic costs that are included in
their selling prices. Moreover, input suppliers would benetit trom
an int~r~~t rate sprQad on thG90 or~dit transactions to cover their
inorQaQQd riQka and ooat.. In Addition, 18 ~u9901te4 above, it
so~e input suppliers participatG, cornpotitive pressure is likely to
torce others to do so as well.

Although private-seotor' groupings that er.1erqed under the
nr~"f r.112 lifnlrl~l1ln nnuB'('omQnt, mlu hlu" hQQn l1nn.nrtlnt tn "e{an"pr1vato-sector ..nterest, there .J.S now a danqer that these group nq.
could co~vert thGmsolvQs into anti-oompetitive cartels. To avoid
this, it will be necessary tor USAID and the curront Nicaraguan
Government to take a strong' stand .in favor ot an open and
competitive system and against the kinds ot speoial favors that are
implicit in programg .,uch as oredit guarantees tor input suppliers •

. In addition to input suppliers, there are potential cartels am~n9

producer c;roups and. output pr~cesGors, and many ot these 9t'oups ar.e
currently s~ekin9 special tavors based on notions similar to the
discredited economio ooncept ot oountervailinq power. Rath$r than
creatlnq subsidize4 and targetod lines ot oredit tor groups that
claim past or present. disorimination against them, pclicies.. should
be direoted at encouraging as great a mUltiplioity ot. oredit. . .
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channels as possible in order to offor a range ot choices and
thereby insure against monopoly power and monopoly profits.

A New Approach t9 credtt-thxQYQb the BNQ

ThG second main approach to providing credit to producers for
the upco~in9 agricultural cyclG Is to continue using the BND but
with a new set of incentives. , luI. . indicated by the toro901nq
discussion ot the Nicaraguan commercial banklnq system, the BND
doas not ourrently makG lendinq deo~8!on8 with carGful attention to
eventual loan recovery -- an attitude that wou~~:h81ptopressure
borrowarll to undertake productive 'aotivltias In order'. to repay. AI
the toregoing discussion alGo emphasiies,' to rehabilitate the BND
to make it an institution that takes lendinq seriously is olearly
impossible in the short run and may not even be achievable in the
longer run. However, because of political pressures and the
dangers from abandoning the pre$ent olients of the BND completely
in the short run, the BND cannot be totally neglected. The new
approach is that, while the BND would continue to channel oredit to
producers ~s part ot the mUltiplicity of credit ohannels to be
encouraged, it would do so under a new set ot rJles. This set ot
rules woUld, in the short run, create not only clear incentives tor
improved loan recovery but also a mechanism to 1~p1ement sizeable
....,. ",."..... ta". 1I ••k.~ 'IkL.k AW • ••••K~L&l , .....". ~.'D to ",,""

'any ohance tor rehabilitation in the longer run.

As indicated by the discussion' ot the Nicaraguan bankinq
system, the BND is vastly overstaffed and any attempt at itl
r~hAbl11tatlonwill need to. beqin with a rGduotion in BND statt to
at. most one-halt or one-third ot its present level. However, it i.
politically difficult in any country to dismiss pUblic-sector
workers, and this il especially so in Nioaragua under current
circumstances. Having exoess aND staff leave voluntarily would
thus be a better alternative than dis1n1ssal, but this could be
quit8 costly in torms of requirements tor attrAotive severance
payments. It ia th.r.fore reoouen4e4 tbat & portion of tJ8AID
100al ourrency counterpart fund. that ml9ht be ohanneled .1 or.dlt
to aqrioultural pro4uo.rl be placed in • truat tuneS that pro~iI8.
BND wo~ke~1 who lea.ve voluntar:f.1J the po,.ibility of & h19hlJ
attraotive sevtranoe payment. (Those workers who do not volunteer
to partioipate in the severance payment pro9ram would hAV. to taka
theIr chances on what miqht happen to the BND lator.) BND worker.
who si9n gx-;ant,.Q an agreemE'nt to laavG the BND after one.. year would
then rece1ve ~x-post a pro-rAta share of th. trust fund after th,
lo~n8 2rtado to prOdUcers from the trust fund havo been recovered.

Al though this approach doe" not leave funds to chann.l to
producer8 in subsequent year., It i8 highly unlUce1f that any

. significant amount ot funds would be lett tor tuture yoars by any
other mechanism that uses the BND to ohanne1 credit to' producers.
~at this approaoh doe. accomplish, how,vGr, is that it creates
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, spQcific incentives to promote loan recovery -- and such incentives
are likely to be a more important legacy for the future viability
ot the BND, and hence tor the future availability of agricultural

'credit, than any funds that might happen to be left over.
Moreover, this approach can substantially reduce the vast
overstattinq of the BND ~nd thereby provide a more reasonable
startinq point tor its rehabilitation (or liquidation). In
addition, as noted above, the qreatexo the number ot viable
alternatives available tor channelinq oredit to prodl.lcer., the lee;s
will be tho ability ot anyone institution or group to oxtract
rents by retusinq to partioipate under the maohanisJn8 proposed.
Although the tore90inq proposal was not disoussed with BND
rnanaqement becausG ot on-qoln; strikes ~n the publics banklnq
sector, discussions with high level Central Bank oftioialsa produced
considerable interest.

Ch~nn.llinq Agricultural Cre41t throuqh Marke~ini Agents end
producer Group.

One ~ajor way to lend funds to agriCUltural producers that
should ensure a hlqh rate ot loan recovery 1s to use input
suppliers and tho processors ot 89rloultural produot. to on-lend
funds to producers and then to colleot th~se loans et the time the
producers' output is Bold. This type ot lendinq is very common in
roost developinq countries (s.q., Bolivia, Costa Rica, the Dominican
'Republi", Honduras, and the PhilippinGs) a. woll as in the
developed countries of tho world. Although less common than credit
provided by input suppliers and prooessors, lending by produoer

'associations also appear to bo a prlvate·seotor alternative tor
some products in a nUliibor of countries. Input suppliers and
processors ol~arly have incentives to provide good credit service
to producers as a way. to inorease sales of inputs in competition
with other supplitt"~ or as a way to try to insure that they can buy
output from producers through qivirl(J advanoe61 on crops. Because

~ these kinds ot businesses are usually located in produoing areas
and because thoy typically have worke~ with produoers in that
req10n for ~any years, they know their clients and their clients­
cash flows ana henc. can readily select only creditworthy borrowers
who will repay their loans.

In N1caraqua, these could be important private-seotor
alternatives to the use ot the current system tor aqrioultural
credit that depends solely on a government-owned bank, the BND,
that has many serious problems (e.q., ovCr~$taffln~, high costs o~
operation, low loan recovory and ~ high deqree ot politicization)
that have already been discussed in ~n earlier seotion of this
report. USAID/Nicaraqua has indioated some interest in assistinq
the Aqricul tux-al, llvostock and agro-industrial sectors through
additional credit for the 1991/92 production year and would appear
to preter to use some privato-sector alt.ernat~vel.. rather than

.". .. _ .r>.. ..'.. • .. :4 ~ ..".' _.. •

1S

r-,-
~:..
I

i

:..



continuing to rely solely on the BND. Th~ remainder ot this
section ot the report disou.sses some ot those pr!vate""'sector
al tornatives aCl well ~11 some of the problems ot tho present
agricultural oredit aystem.

- ~he Government's Approach to bllocatipg Agricultyral Credit

Curr.ntly, agricultural cr.~it in total and according to each
individual crop or livestock product is allocated, by the Central
Bank in collaboration with national aqrioultu~al commltteos tor ,.

_ ea.ch of the major export orops, for doraest1cally"oonsumed o"0~~(
commodities and tor non-traditional exports. A centralized ~nd y~ .

restrictive administrative planning model i8 used to attempt to:" ..-'"
estimate ored! t needs and then to allocate erect! t tor each

. commodity. The Offic8 of Planning in the Ministry of Agriculture
works with these committees -- each of Which has producer, farm

- worker, and qovern~ent representatives -- to d~¢ide on the area to
be finanoet1 and th~ amount to be financed per unit ot land
(currently 10 percent of ~zpGctQd income) tor each commodity.
These recommendations then go to tho oredit manager and others at
the Central Bank who adjust these reoommendations to comply with
the Nioaraquan Government's macro-tinancial program tor the ooming
year. The BND (and oth~r stete banks that may also patticipate to

~ ~ very limited extent) use th~se C$ntral Bank credit lines ~s the
main source ot funds tor agricultural credit.

. For the coming agricultural year, 1991-92, the' projected total
amQunt ot aq~ioultur8l credit is about US$240 million, with OS$48
million for grains, U5$64 million for cotton! U5$39 million f9r:
coffee, US$9 million for see.am~~ U5$4.5 mill on tor sugar cane,
U8$2.9 million tor tobacco, US$O.7 million for soybeans, U8$7.8
million tor non-traditional exports and US$31.5 million tor
livestock.

Elaborate administrative credit targeting models such as the
one desoribed here have not worked well in oth~r countries, nor has
~h1~ A~proAr.h workp.d well 1n NtcBraqua (sse Voqel and Larson on
Colombia'. versiQn). Low sUbsid1zed rates ot interest in
combination with the creativitr of individual loan reoipients in
using the fungibility ot crad t to achieve their own end. make
credit allocation by administrativG deoision an impossible, as well
as an undesirable, task. A decentralized and open competitive
market model i. likely to produce superior reault. tor rural
tinancial markets b~oausQ such an approach 91i~lnates rent-seeking
behavior and the hi9~ administrative oosta involved in attempting
to entorce compliancG with the oredit plan. Moreover, posItive
real rates ot interest on 10ana and deposits create approprJate
incentives for tho offioiont use of funds by borrowers and SAvet8.
In this kind ot rural financial market, private deols1oJ\ makers
guided by their profit expeot.ation. for different investment ~ ,"' .
alternatives will make the best use of funds an4 eonsaquently will
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have the highest probability tor rQpayment. Savers will alQo be
rewarded for holding financial aSBet.. rather than boin9 taxed
through inflation and low interest rates, 190 that ~dditional saving
is encouraqed.

Input SuppliQ~s a8 SQurceg 9t ~rQd1t

Discussions with sGv$ral members ot the Asoclacion del Seotor
pr1vado de D1stribuidores y Formulador~s de Agroqulmioo8 (ANIPODA)
sU9gested that credit trom BANIO or the PHI to these input.
suppl !Qrs tor on"lend1n9 to agric\11tural producers might be.~ a .
viable alternative to the ourrent agrioultural credit eystea tb~t <

relies almost exclusively on the BND. other type. of input
suppliers such as seed, teed and machinery dealers might also
participate 1n this alternative approaoh, but no meetings were held
with these groups during this initial stage ot discussion. ANIFODA
has 14 members that have extensive networks ot sales ot.fiees
located throughout the main produoin9 areas of the oountry. They
import, formulate and market ohemicals and other products lnoludinq
tools and small equipment. These input suppliers 6G11 to producers
who a~e financed by the BND, and they may also provide technical
assistance. ANIFODA members have contacted the Nicaragu~n
Gov~rnment and USAID about the problems that they see in the
curre:lI ... \.:.tt5I.lJ.\o D.rC/l"'~lIl, QII\l l.!''Dz S"..,a 1''''''''1''v....... .1 .. o!Io&.lut,t.". l,tIkL.
report presents a.different alternative tor consideration by the
input dealers and by the Covernment, as well as by USAID.

Un4er the current credit system, aqrieultural produoers apply
to the BND tor the f1nanoinq ot their annual produotion. Purchased
inputs, hire~ labor and other items are typically inoluded within ­
tho approved amount ot financing. The re$ultinq loan 11 usually
tor a one-year produotion cyclo that begins about May 1, with
repayment due the following April. When the loan is approved by
the BND, the producer does not receive any cash to purohase his
inputs, but In$tead he 18 authorized by the BND to bUy inputs from
the input supplier through a voucher and bank guarantGe. At this
po1n~, the input suppliftr receives no cash trom eithel" the prO<1ucer
or the BND, but with the sales receipt and the 9uarantee trom the
BND, the supplier is quarantGed payment by the BND whether or not
the p~OQucer ~ays hi. loan to the BND. The main problem from the
input supplier's perspective is the ana-year wait to be paid.

The produoer is supposed to be under pressuro to repay his
loan when he sells his crop beoause the crop lien t~at the BND
holds requlre~ that the check tor ~~e sale ot the ox~p be made
payable to BHD, eo that the BND can deduct the amount at the loan
~alance dUG from the total amQunt of the sale and then pay the
produoer the remaining amount. However, many thinq. have 90ne
wronq with this model (I.q., political programs of loan
torgiveness, loan re-tinano1nq, disguise4 identity of the seller,
and hyper-inflation) 80 that lesl than 30 percent of the real '
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(inflation-adjusted) amounts 1ant by the BND to producers have belen
repaid in r9c~nt years. For tho 1990-91 orop year, loAn recovery
is expectQd to be loss than 30 percent, but no one has yet ottored
An estimat~ of exactly how much may be collected. When the
producer repays the BND, it is clear that the input supplier will
be paid, but oven in tha event ol~ loan default by the producer, the
BND must still pay the input supplier. Although the input supplier
mU8t wait about one year to be paid in cash tor: hi. sales, he
eventually receives payment on 1111 sales because of the BND
~aranteG. AS a oonsequ~nce, under this syst~m the input supplier
assumes no risk and thu. hal no incentive to .be selective 1n
attempting to sell inputs to more pr~d~~~.~ve ta~ers~.·; . ::.. .' ~. - ...... " ~ :: ..

From the input suppliers' perspe~tive; the pr~bi&m vith this
system is that the.y must wai t a. long AS a year to receive any cash
to covaX' th$1r operatinq expense.. tor' \o1age8, fuel, repair.,
utilities, etc. On the other hand, because the products that these
input suppliers eell. areJmp.orted, the oif dollar value of these
imports is financed under bank (Juarantee by the seller/manufacturer
on international markets (with CQntral Bank approval that dollars
will be available to thG input supplier tor payment at a fixed
date). since the credit tor the imported component need only be
repaid by the input supplier When the aND covers tor the producer,
there 1s no oash floW problem tor tho 1np\tt supplier on this
portion. How~v~~, in addition to the cif value, input suppliers
spend an estimated 30 percent of the .elling price ot inputs on
expen~es within Nicaraqua related to duties, port chArges,
transportation, formUlation, marketin9, etc. tor whIch they can
obtain no finanoinq.

Since ov~r 95 percent Of all input sales 1n Nicar~9Ua are made
on a delay~d-payment basis, input suppliers can have serioul cash
flow problem,. Input suppliora must find ext&rnal and internal
funds to finance their operating costa du~inq the yoar from the
sale of the inputs until payment 1- made by the BND. Moreover,
even when input supp1i~r. have been promlse~ credit to help with
th1s cash flow problem, the Nicaraguan GOvernment has been unable
to deliver due to tho credit proqraM oonstraint. ot the contral
Bank. ANIFODA haa thUD proposed to USAZD and to the Central 8ank
that their ~ember. bo provided with local finanoing tor their in­
countrr oosts, and with that they cou14 cover their operating CO$ts
in add tion to the costs ot their Importe~ inputs And thereby solvi
th~ir cash flow prob1~ma.

Tne 81ternativG approaoh propoeed ir& this report would involve
private input suppliers more directly in the credit process, and at
least some input supplier, expresse4 interest in trying this
approach. 'rhG approach proposo4 here would allow the input
supplier to finance the total selling price to the producer, thati., all tho costa incu~red in sellin; input. to the producer cou14
b. covered by credit, but the input supplier would also bo reczulred
to assume tho risks of recover1nq the loan fro. the producer in

iI.,
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. addition to the normal task ot s~lling inputs. The input supplier
would obt~in a line ot credit trom BANIC or the FNI, consistent
with the value of his sale. and his creditworthiness, and would

. lIell inputs on cr~dit to produoers. Tho supplier would be
responsible for s~lectinq borrowers, colleoting loans and repayinq
on time his line ot credit with BANIC or the FNI. The benetit to
the input lPupplier for assullI!n9 this added risk would be the
increased amount ot tinancing available to him, plus tho interest
rAte ipread that he could ~arn along with his usual profit margin
on the sal. ot !np\lts. To be attractive, the additional credit and
the interest rate sprea4 would have to be large enou9h to cover the
added costs and risks ot b9iny tully involved 1n the credit
process. Under the Central Sank I proposal to fix interest rates
in real terms at 8 to 12 percent on deposits and 18 percent on.
loan., a siqnificant proportion ot the 6 to 10 point spread might
be allocated to suppliers for th.ir credit functions.

Input suppliers olearly have incentives to provide 9004
servico to olients in terms of input sales and their tinancing in
order to be competitive with other 8uppliers, Moreover, since
input suppliers are located in producinq areas and have worked with
producers tor many years providin9 teohnical assistance on input
use, they know their clients well and have incentives to seleot
only cr~ditworthy borrowers because repa~~ent risk is their own
responlibility. In BND lendinq, in contrast, loan otticers have
little incentive to perform well and no riSk ot 1088 _. and input
suppliers hAve no risk of 108S either undar the ourrent system. In

. addition, BANIC and the FNI should tind it easier to impose
repayment discipline on suppliers than on producers because
suppliers who fail to perform well can more easily be cut oft trom

. future cre~it. Input suppliQrs should also be able to repay their
credit lines $v~n if they ocoasional1y have loan colleotion
problems with come p\"oducers. A key to implementing this approaoh
will be to identity at least a tew input suppliers who are willing
to lQnd to producers at their own risk. Onoe these input suppliers
ofter improved credit servico, eompetition will torce the others to
otter the same type of service.

Agrg-lndust~1Al prQcAesors £1 Souroe, of ~tedtt

Procossors of some products such as cottee, cotton, milk,
rice, sorghum and sugarcane where private proceselnq tirms operate
could also be invited to partioipate in the proposed lending system
tor a9ricultural producers. Tho use of processors to channel
credit to producers has th~ eame basic advantaqe. as the use of
input suppliers. Processors alsQ typically l1vo in the samo At'ea
as produc$rs, know the manaqement skills ot produoers and, most
importantly, know the oash flow pattet'nll of producerg through
regular purchases of output. The proc.c,or credit syete. would
function in a manner .1mila%' to that described above a. the
processor ~ould obtain a line of credit from BANIC or the SND and
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make oredit available to the producer. The only ditterence would
be that the proctssor would actually advance cAsh to the ptoducer
at plantinC] time and/or during the qrow!nq season to help the
p~oducer finance hi. costs. ~he processor would colleot the loan
trom the producer when the product 1s sold to the processor, and
the proces~or would be rosponsible tor repayinq his own loan to
BANIC or the BND. The risks and rewards would be similar to those
tor input suppliers. The main advantage for processors i8 that
such oredit arrangements permit more effioient pl~nnln9 ot
proces~inq operations because processors then know how muoh raw
material to expeot, when to oxpeot it,And tro~ whom.

prodyc§E Associations as SourcQs ot ~redit

Producer associations represent another possibility tor
channellinC] credit to producers that could be used tor some
products where a responsible assooiation exists and where it would
be useful to provide more oompetition to input suppliers and agro­
indu~trial processors or whero no privato-sGotor processing
alternative eXi&tl such as tor sugar cane and cattle. A reoent
report by Fledderjohn, Oberbeok and Root identities and analytes
the private associations tor cotton (CAAN), oattle (FAGANIC),
coffee (UCAFENIC) , rice (ANAR), dairy (FONDlLAC), sU9ar cane
(ASCANIC), sorghum (ANPROSO), banana (ANPROSO) and non-traditional
export. (APENN). Based on their report and field interview., the
strongest oommo~ity orqanizations that might be inoluded in the
credit proC]ram appear to be those for cotton, cattle, cottee, rice
and dairy. Howev~r, all these orqanizatlons have recently begun
processes of rebuildinq, so that ore4it through this option would
have to proce9d slowly. Moreover, ~any of them may have cartel­
l!ko aspirations, as notod earlier in this report, so that it would
be especially important to insure a high degree of openness in
thesG organi%ationa and to minimize the pres~nce of any subsidy
elements in the credit p:rogram. ThUI, criteria tor access to
credit would have to be transparent, interest rates an4 other loan
conditions would havG to be unitorm and In keepinq with those 1n
other credit markets, and loans would have to be repaid on time.

~80 Pro4uc~r Compensation Fundi

Nicllra9'.1a import. large amounts of food through a PL-480
aqreernent ·",lth USAID. About 5,000 metric tons of rice, 7,000
met.ric tons of vegetable oil, 20,000 metric tons of corn and 54,000
metria tons or wheat, 81 W$ll as otber foods will be imported trom
Maroh 1 to Septemb$r 30, 1991. tocal, producer 9roup. are
justifiablY concornod about the depre"ln9 effeot of these imports
on the domestio prices ot these product. and competinq products and
have contacted the Nicaraguan Government llnd USAID about their
concerns.
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The rn~mber. (95 to 100) of the ricI producer. assooiation,
Asociacion N!oaraquonse de Arrocero8 (ANAA), have proposed th.
establishment ot a tund trom the proceed. ot some of the PL-480
rico SellQS to provide orGdit to member producers through their

_marketing aaeociation, Coordinadora Arrocera, S.A. (COARSA).
ANAR/CO~SA, which represents the private irrigAted rioo pt'oducers,
estimAte. that a fund ot about U5$2. 5 million would bo adequate tor
this marketing credit. COARSA would advance to rice producers
aboui: 70 percent of the market price (outrently about US$ 21.00 per
quintal of milled rice) tor eAch quintal delivered. The delivered
rioe would serve as collateral tor the advance to the pro4uoor, but, .
with the produoar retaininq ownerahip ot the rice and assuming the ,
risk of price changes. After the ricG has been sole! ~nd the":­
marketin9 costs deducted, COAR6A would pay the balance ~to the' ..
producer. Given that rice Oan be produced throughout the foar in
the irrigated areAs, this meohanism would provide rioe produce~. '
with a rotatinq credit fund to finance the production ot the next
crop on del1vety of the harvested crop.

This proposal appears to be quite consistent with the options
discussed above and to bo a useful opportunity to begin a private­
sector credit pro9t'~m in the near term usinq PL-480 tunds to ~s8ist
a produoer group that is belnq damaged by PL-480 importee Positive
real interest ratos as proposed by tho Central Bank should be
oharqed for these funds, and 900d loan repayment pertormance should
ba required for the program to continue. An additional US$5
million could be recommended trom the PL-480 lund for medium-tera
ffnancinq (tour to tivo years) tOJ: traotor., harvester., pumps, .,.
well drilling, land levelers And other improvements and machinery' ..

_to further the task ot rebuilding the rioe industry. In addition, .;­
at least 80me ot those inputs could be made Available on Qredlt .
through input suppliers al part ot the objeotive ot opening up al

-many ditforent oredit chann.18 as possible. .

In the case ot cotton, a similar producer compensation tun~
-oould be ostablished from the PL·480 sales of imported 'dible oil.
and soybean meal beoause of the damage that these imports do to the
priee in Nicaragua ot ootton Goed and ootton seed oil. '!'bi. credit
tund could holp to improve the production and marketlnq of cotton
t10 that NioaraCjua miCJht ACJain become oompetitive in a good where it
once had a strong comparative advantage. JUlt a. 1n the cas. ot

-rice, these funds oould be used for short-term production credit
~ (about US$8 million) and for fou~ to five year oredit (about VS$l~

million) to finance land improvements and maChinery purchases Guch
as tractors, harvesters, tto. Positive real ratos ot Interest
~ou14-arjo bsohatged o~ these loans, and 9'004 loan ropaYM"nt
portormanee would be a re~irement for continued participation in
this credit proqram.
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Reoommen<Sa.tiQJ1e

It the sU9gested approaohes for channelinq credit to
8qricul tural producers in the short term appear u60tul to USAID and
to the Nicaraguan Government, it would be 1mpo~tant to havG follow­
on expertise as soon as possible so that these additional funds
could beqin to flow early in the agrioultural oyole. In order to
implement 1\ program that uses markGtin9 agtnts (e.q., input.
supplier. and agro-industr!al processors) AI channef. to enhanoe
tho acoass ot agrioultural producers to credit,.oxportis. in

_ Agricultural markettn9, agricultural oredit and bankIng procedures
would be necessary. The expert(s) in agricultural ~arketin9 and
credit would identify the most important typos ot marketin9 agents
that are well posltlonGd in their knowledge ot ectual'and potential
cliente to be able to sell inputs on time And to gIve 'advances to
produoers in wafS that make loan recovery highly likely. This
anftlysis would involve seekin9 as wide a ~Ult1pl1oity ot supplierl,
processors and other types of 11\arketinq agents ~s posslblo, as well
as agricultural produeer groupe, in order to ~inimiz8 the
likelihood ot monopoly profits acorulnq to the' aqGnts that
participate in channeling credit.

The expert (8) in ban)dng would dttern1ne'the procedure., terms
·and conditions tor lending (presumably by the FNI and BANIC) to
marketing aq~nts in ways that would enhance tho lik.l1hood ot loan
recovery while keepinq adminl~trativ. costs to a mInimum. Th~se

- .procedures would inoluda as stronq incentives a•. teasible tor:
prompt loan repayment, not only from producers toaqent8 but also
trom agents to bankl, as well as simple and transrarent"means to
vorify (by efficient ex-post sampl1nq) that credit VA; in tact made
available to agricultural pro4~cer. in the amounts repotted. In
the case ot creel! t ohann.led through produc:tr g-roup.,· effort would
be made to daslqn procedures to insure that Individual producer.
are excluded only because of the likelihood ot non-repayment of
loans. Use ot guarantees and monitoring of the end. use ot fundi
would be Avoided. Interim reports trom these expettl could b.
provided to allow implementation to begIn a. loon a. possible with
thoso ~arketinq aqents and producer qroupe tor which acceptable
procedures have b~~n 4$llgnod. .

For USAID to achieve its medium-tern objectives ot creatinq an
efficient, open and competitive tinancial system that CAn mobilize
funds and allocate the,. funds to their m~st produotive uses, two

-- ~~~~~rtin~~~Q~t~on~e';:lo~~den~e o~p~a8i~~:r:t c;~fra1\!t~~~~ wf~~
appropriato monetary instruments and ths ability to manai. theml
and (2) support tor a supervi,ory entity tor t1nano1a~ inst tution.
empowered to li~it the possibilities for exceasive risk taking or
fraud at the expense of the pUblio in qeneral. Although these are
pUblic-sector entities, they are nonethelAs. essential

. infrastructure tor the development ot private-seotor tinancial
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markets and institution••

. In order to determine in greater detail what specific USAID
interventions would be most useful to support the strengthening ot
the oontral bank and the supervisory entity tor financial
institutions, an assessmont of Nicaragua" financial sector would
be e~tremoly helpful it not essential. An outline tor a proposed
aS8essm~nt ot N1caraqua's finanoial sector, which. is presented aa
Annox A, consoquehtly emphasizes macro~tlnanolalpoliolol, c&ntral
bank operAtions and the role of re9Ulation And supe~i8ion. In
addition, some attention 1, 91von. to the' existing .Nicara9Uan
public-sector banks and greater attention to the possible °rol. of
informal finanoial market. in eupp1f1n9 tinanc1alos.rvleoa in the

- absenoe of private banJ.':~. The \lsefulnes~ of such 'en °assessJ:lent i.
- not only to provide USAIO with a basis to make deoisions about

possible interventions but also to provide the basis for dialogue
with the N1cara~an pUblic an4 private sectors with respect to
programs that could be ot mutual interest.
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Annex A

propose4 ~ssosfm.nt of NioarAguA'. Finanoial S.oto~

tlacro-Ftn~ncal Pol1~1QI

The Fiscal Deticit end ita Finanoing
The 'o~ei9n Exchan~e Regime and the Exchange Rate
Credit Polioi••
Int9r9Gt RatG POlioies
DetGrminants ~t the Mon$y Supply

D9mand tor Financial Assets.
Implications for r~flation, thQ Exohange Rate, Credit
Availability, and Saving and InVestment

~ntral.~~

Degree of Independence
ExtGnt" of Power
Focus of op$ration.
Organizational structure
Analytical capabilities for Mon$tary Management

Monetary Instrumentsl
Reserve Requirements, Rediscounts, and Open Market
operation.

Im~l~m~ntiDg Regulation and Supervision

Rule for Chartering ot Finanoial Institutions

Assessing Solvenoy ot Institutions.
Quality of Loan Portfolios and other Assets

Non-performing Loans, Acorued but Uncollected
Interest, and Rollover.
Portfolio Concentration and Loans to Re!ated
Parties

Adequacy of Provisions" tor tosses
contingent Liabilities
Exchange Rate and Interest Rate Risk

Disolos~re of Information
Dealin~ with Insolvent Institutions
Advisnbility ot Oepolit Insuranco

External Audit••
Compl&~&nt and or Substitute tor Publio~seotor

14
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Superlieion
G~n4rally Accopte4 Accounting prinoiples
Capabilities ot Auditors and Accountants

Adequaoy ot the L~'qal and JUdioial Framework,
Property Right.
secured Inter~8t.

Contract Entorcement

~es81ng Py~liQ-Soot9r B§nka (CAMEL Approaoh)

capital
Asset Quality
Manaqement Quality
Earning8
Liquidity

Inf9itnal Finanei (see Annex B)

linanoial sector Act~lties or In~ernatjonol Organization!
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btl.x 8

propoBQd Study of Informal 1inanoi~1 Market. in Nioar&9Ua

Basckgroun4

In order to understan4 the nature of fin8nolal B~rv!ces

ourrently beinq providod in Nicaragua, an investigation of informal
rinonclal markets is essential. Suoh,an Inveatig~tion would reveal
tho types of intormal l\CJents and tinanoial services belnq provided,
the terms and oonditions ot the5e services, the teohniques employed
by informal agents in client s~leotion and loan recovery, the
l6ssons that might be learned by tomusl financial institutions, and
the pol lcies that eould enhance the services being provided by
informal agents. Because of the laok of prior studies, the
proposed investigation of intormal tinano1al ~arkets in Nicaragua
will ilave to r~ly primarily on field survey worle. Undertaking' such
su~ey work requires attention to two main issues: (1) the topios
to be invosti9at~d, ~nd h~nce the questions to be as~ed, and (2)
whom to ask, that 1s, the approach to samplinq.

Topigg for In~estlgati2n

1. Identification ot main types ot informal financial agents
and arrangements (e.q., marketing agent_, input supp11ers,
pa.....n shops, rotatinq savings and cred!t assoo1ations and other
types ot 9roup savings institutions, money quards, friends and
relatives, protess1ona! moneylend~~~).

2. Tha terms and con~l tions of loans and other finanoial
services provided by each ot the above that i. found to be
important in Nioaragua (e.g., explicit interest rates, tees
and commissions, implicit interest in the prices of related
goods and services, amounts, durations).

3. Techniques employed by each ot· the above in olient
selection and loan reoovery .(e. 9. , physical guarantees,
fiduciary quarantees, infQrnation about clients trol'G other
economic and social rel&tlonshipll, uso ot courts, other
sanctions for nonrepayrnent).

4. Techniques emplofed by each of the above that can make
depositinq attraotlve (e.q., interest rates, safety,
liquidity, oonvenienoe).

. I

5. Estimation of transaction costs !nourred by the providers
an4 users of the intormal financial services noted above
(mainly making and rGcovering loans and taklnq and returning
deposits) taking into account the 41t~iculty ot separating
joint costs When mort than one relationship 1s involved.

--•• 'J
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6. Charaoteristici ot clients ot the different types ot
informal financial aqents an4 arranqomentl note4 abovo (e.q.,
inoom., wealth, oocupation, location) with partioular
attention to comparisons among dittettmt types agents and
arrangement, and with those who uso formal finanoial
institutions and those who use no finanoial services.

7. SourcGs ot finanoing for the dirterQnt types o~ 1ntormal
financial agents and ~rrangtmentfJ noted above (e.q., own
capital, fund. borrowed from formal financial in.titutiona,
tunds borrowed into~allY).

B. An estimation ot the extent and sources of l'Qonopoly for the
different types ot into~al financial agents and arrangements
noted above, with paz:-t1ouler attention to preoise
identification ot the barriers to entry that permit monopoly
to exist in each case.

9. An assess:!\'.ent of the extent to whioh the Cl\fterent types ot
informal fi~~nc181 a9ants and arrangQments noted above base
their operations on the avoidance of re9ulatory oontrols and
implications tor the appropriatenes~ of these controls.

10. An assessment of the extent to which the tfllohniquQs
developed b~ the ditterent types of informal finanoial aqents
~~t aww~~~.~onta notod ahn,rA m10ht nrnvirlA uaeful le~e9n tor
formal tinanolal institutions to improve their operations.

11. An assessment of the possibility of creating links b$tween
formal financial institutions an4 the dittereht type. ot
informal fi~~noial agGnts and arrangements noted above.

12. An assessment ot the possibilities for interventions to
enhance the operations of tho different types ot intornal
financial agents and arran~ements noted above.

Approach's to Sampling

Sampling tor a field survey ot ir.fo~al financial agents and
arrange~ents presents a ~ajor diffioulty in any country because
there wi 11 be no oomplete 1isting trom wh10h to draw the sample tor
obvious reasons (i.e., regulatory avoidAnce and hostility toward
AIIVUC,r 1 a '1'101.'. And c,tl\.~ tl'\te~Cll fin_nolal .ljonttl). ~nnPtArIuently.
it is necassarr to begin with a sample of possible users ot
informal financ a1 services Which, in any case, would be necessary
to ascertain the types an4 importanoe of different intormal
financial aqants and arrangements, The main deoislon to be made 1.
whether this sa~p1. should be drawn trom all inhabitants or should
be toousa4 on producor.. Tho results of this survoy will not only
provide relevant information with respect to the topics listed
above but will also provide the basie for a survey of the informal
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financial agents and arrangements themselves.

Nonetheless, it is not likGly to be possible in the survey ot
infomal financial aqents and arranqemonts to 1~ollow an approach to
sampllnq that would allow the k!n~ ot statistioal inference. that
are normally drawn froID a cample survcy. Thill i. true tor two
reasonsl (1) those interviewe4 in the initial curvey ~ay otten be
unwilling to idantity by name and location the intormal finanoial
agent. with whom they deal1 and (2) those informal financial aqents
identified may otten be unwilling to respond tor the 1:8aSOna
indicated above, thereby resultlnq In too large a nonrosponse bias
to allow meaningful etatistlcal inferences. consequently, it is
recoJM\Qnded that tho survey ot intormal finanoial A9~\nt8 and
arrangements take the torm ot a series ot in depth case studies
with thoSG who can be id9ntified and are willing to raspond. While
more in the nature ot economic anthropology than GconomGtrlc8, suoh
an ~pproach should nonethe16SS provide important insights into the
topics listed above.

Implementatigo ot the sty~

The typGS of protesslonals required to carry out this stUdy
would inolude the following, a sonior level financial economist
with specialization in into~al tinance, a senior level expert in
crGd1~ with speoialization in intormal finance, a I~nior level
statistician with specialization in samplinq technique. and survey
research, and individuals with experience 1n c~rryin9 out 8urv6ya
In Nicaragua or similar oountries. It might also be ~esireable to
~nolude a ~enior level economic anthropologist with speoialization
:n intormal finance. All senior lovel protess!onal. shOUld have a
~hD. ,or equivalent and sevoral y.arl <>t experienoe Involvinq
nalysis and field work 1n one or more Latin American countries.

, Because ot tho time; required to deve'lop and teet
\1Gstlonnaires, to d~velop appropriate samples, to train
nterv1ewera, to Qarry out a siqnlticant numbar ot ir.te~lowa, and
~ analyze a substantial yolu~e of data, six months to one year
Julc1 )){J reqUired to carry out the stUdy. The following. staps
?uld be required and ~ould have to be carried out in sequence:
'Bi~ of questionnaires, pilot survey to test 'queatlonnaires,
·vIsion ot questionnaires, selection ot sampl', exeoution of
rvey, ~nalYBiB ot survey data, aelectlon of informal Agents tor
B8 studies, in depth interviewB with informAl aqents, analysis or
t~r~i~wdata, an4 preparation of report. '

• 0
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~n.x C

Persons contaot,4 in N!oarAqU&

Arias Garcia, Jose. Direotor Ejecutivo, rondo NicarguonsG de
rnvoraiones (FNI).

Baltodano, Silvio. Direotor Ejacutivo, TechnoServe,
i' i .

Ben90eoh~a, D., Ja mG. Direotor, Camara 48 Xndustrias 48
Nicaragua.

Blandon L., Pedro Antonio. Pres1dente Ejecutivo, Consultora e
InverQionist~ para el Desarrollo d~ Nicara~A (CONSULTNIC).

Blandon, Roqer. Vice Gerente de Credito, Banco Naoional de
Desarrollo.

Burke, Rob,ert. ~conomiBt and H~ad, Pro9r~m and Private seotor
Office, AID/Nicaragua.

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

Everett, Sally. private Sector Of lice. AID/Nicaragua.

flores, M~r10 J., Asesor Economico de la Pr~eidencia, Banco
central de Nicaragua.

. felix Solis, Jos~. vice pr6eidente, Banco Central de Nicaragua •..
Grigsby, s. Elaine. Economist, AID/Nicaragua.

Harrison, LawrenCG E. AID/Nioaragua.

Hannon T., Mario. P~esidente, Asociaclon Nacional de Arroceros.

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

Lacayo B. Eu~en10. Director, Corporaaiones Nacionales del Sector
Publico (CORNAP).

Mansell, Samuel. Presidento, Aeooiaoion N1caragUGnS8 de
'Productores y Exportadores de Produotos No 'I'radicionales
(APENN) and member ot 2ND Board of Directors.

Mattos! ~arlos. Vice Preslt1enta de Cre.,ito, Sanoo Central de
N ca~a~a •.,

Navarro ~eshon, Angel. Pres1dente, Corporacion Financiera de
Nicaraqua (CORFIN).
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Nunez R' t Daniel. pr~s1dente, Union Naclonal de A9~icultoro8 y
Ganaderoa (UNAG).

OroZCO M., Justo J. Bayer Qulmi~a., StA.

Ortega H.,Jorge a. Bayer Qu1m1cas Unldac, S.A.

ortega Mora, Franoisco. Gerente, Division Agroquimicol, comerc1al
Int~rnacional Agricola, s.A.

Pasos Lacayo, G~br1el. Gerente General, Industrias Unld88 de
C.A., S.A.

Rappaociolo M., Mario S. Ger~nte General, Rappacoiolo, McGregor,
S.A.

RudGtt, Brian D. Agricultural DQvelopment Officer, AID/Nicaragua.

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

Sevilla, carlos. Asesor Economico, Min1sterio de Aqricultura y
Ganaderia.

swinger, Keith. California Agricultural LOader'h1p Program.

- . Tiverino Fajardo, Juan. Union Naclonal de Agrioultorea y
Ganaderos (UNA~).

Will, Christian.
Desarrollo.

represantative, Banoo InterAmericano de
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Arthur Andersen and co. "Memoranda de Recomendaoiones para el
Mejoramiento do los procedimitntos y Medldas de Control Interno,
=:valuacion de Software y Har4ware Aotual en la Gerenola de Sistemas
y Plan do Trabajo de AUditor1a Interna". Nioaragua. Maroh 1991.

Banco Inmobilarl0. ItEstados rinanc1eros del anO 1990". Nicaragua.
1990

Banco Naclonal de Desarollo. ~Esta~os rinancieros del ano 1990".
Nicaragua. 1990

Banco Nicarguenae de industria y Comercio. "Intorme Final de 18
Evaluacion de la Gestion del Banco - 1990. Nicaragua. February
1991.

Banco N!caraguenss de Industria y comeroio. "Esta~os Financieros
del Ana 1990". Nicara9ua. March 1991.

Banoo NlcarguensG de Industria y Comeroio (BANIC).
, Estrateqico de BANIC, ". Nlcara.c3ua • November, 1990.

Banco popular. fJEstados Finanoieros del ano 1990 11 • Nicaragua. 1990

Carter, Michael R. ~The Impaot. of Credit on Peasant Productivity
and Differentiation in Nicaragua," Seminar paper. oep\lrtment of
Aqricultural Economics, University of Wisconsin, Madison,
Wiscon.in. November, 1987.

Fle<1derjohn, David, Charles Ober~eck and James Root. lIPrivate
Seotor Aqrioultural Organizations in Nicaraguac Problems and
Opportunities, II Agrioultural Cooperative Development International:
report tor USAID/N!caraqua, Washington, D.C., November, 1990.

Larson, Donal.:! W. nMarAstinq and Credit Link~qesI The Case of Corn
~rader$ in tho Southern Philippines," Abt Associates Inc.
Cambridge, Ma~~achugettS. D~cembor, 1988.

Larson, Donald W. and Rene urquidi. "Competitiveness of Informal.
Financial Ma~ket. in Bolivia," Eso 1426. Oepartment ot
Aqrloultural Eoonomics and Rural so01010gy, The Ohio State
Univorsity, Columbus, Ohio, Decembor, 1987.
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Min!sterio de Agriculture. y Ganaderla. "El oOlilatio del Sector
ACJrop~cuaX'io: Linam1entos Para La Reactivacion," N!oeraqua. 1990.

Ministerio de Agr1cultura y Ganaderia. IIProyecto dQ Rehabilltacion
Ganadora y Protecolon Agroforeetal,ll Volumen I, Infonne Principal,
N!car6gua, 8eptGmber, 1990.

Price Waterhouse, Oftico ot Government Services. IIFinancial Sector
Reform in Nicaragua," Final Report. Decel1\ber, 1990.

'I'orres, onofre and Donald W. Larson. "Report on the J3anoo Agrioola
4e Bolivia," IMce. ~ey Biscayne, Florida, October, 1986.

Vogel, Robert C. clOd Donald W. Lareon. "Illusion and Reality 1n
Allooatlnq A9rloultural Credits The Caee ot colombia, II Chapter 4 in
~t1one Pof Che~p Cr~dit in PromotinqBuIal peveloprn~nt. Oal~ W
Adams at. al. (ede.) Bouldera westview Press, 1983.

Government ot Nicaragua. fJLay de Creacion de la superlntendencia
dQ Bancos y de otras Instituc10nes Financieras", M~rch 19, 1991.

Fondo Nicarguense de Invers!ones, Profile of the rondo Nicarguense
de Inversiones, Nioaragua, undated,

Lannon, Barry "A Brief Assessment of Nioaraquan Financial
Institutions", report for USAID/N!caragua, December 1990.

sistema Financiero Naoional. "Estadoe Financi~ros d.el ano 199011 ,

Nicaragua, 1990
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