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I. SUMMARY AND RECCMMENDATIONS
 

1. Borrower
 

The Borrower will be the Central Reserve Bank of Peru. 
Imple­mentation of the Project will be carried out by a Special Unit within the

Bank charged with promotion and execution of the Rural Development Agri­
business Fund.
 

2. Amount and Terms of Loan
 

The loan will not exceed $15.0 million, to be disbursed over
 
a four and one half year period from the date of signature of the loan
 agreement. Authorization of the loan is requested for a 
20-year amorti­
zation period including a 7-year grace period, with interest at 2% during

the grace period and at 3% thereafter.
 

3. Goals and Purposes of the Project
 

The goal of the Project is to 
increase food production, employ­
ment and incomes of the rural poor, and improve nutrition.
 

To rurther this goal, the purposes of the Project are:
 

i) To establish in the Central Bank a facility for re­
discounting loans made by financial institutions to
 
sub-borrowers which process or 
market agricultural
 
products or provide complementary goods and services
 
to the agricultural sector;
 

ii) To establish a program of 
promotion and development
 
of such agribusiness, including appropriate tech­
nical assistance, which will maximize benefits to
 
small farmers and the rural poor.
 

The Project will 
 2 directed towards stimulating the role of

intermediate credit institutions in 
the development of a viable agri­business sector. 
 The development of agribusiness is seen as 
ail effective
 
way of alleviating four basic constraints to increased employment and
 
income levels in the agricultural sector. 
 The four major constraints
 
identified by USAID and the Bank are: 
(i) inadequate marketing facili­
ties; 
(ii) inadequate processing facilities; (iii) inadequate goods and
 
services input industries, and 
(iv) incomplete agribusiness system
 
linkages.
 

Potential sub-prcjccts will be reviewed to determine the link­
ages between the proposed activitv and these constraints. Sub-project

eligibility criteria have also been developed to ensure benefit incidence
 
upon AID's target group.
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4. Background of the Project
 

The Agrarian Reform process in Peru has substantially modified
the structure of the agricultural sector, by dissolving the latifundista
system and adjudicating land to associative enterprises, while at the
same time preserving the integrity of small farms. 
 The first years of
the Agrarian Reform were disruptive of the traditional agricultural system,
and were accompanied by decreases in production and severe decapitaliza­tion of the rural sector. 
 In recent years productivity has recovered,
but the sector still is insufficiently capitalized to allow farmers to
reach their productive potential.
 

The lack of medium to long term capital has hampered the
growth of agribusiness linkages which would provide incentives to in­crease production and effect shifts into higher value crops. 
 As pres­ently constituted, the commercial banking system is not able to provide
medium and long term credits for financing agribusiness activities.
Through the establishment of a Rural Development Agribusiness Fund redis­count mechanism in the Central Bank, the Project will be directed toward
eliminating a major bottleneck to increased rural employment and income.
 

A.I.D. has financed rural development projects in Peru in the
past and is currently implementing several projects directed towards
specific rural area problems, all of which strive toward the attainment
of the common sectoral goal of increased production, incomes, and em­ployment opportunities for the rural poor. The bulk of the Mission'sprograms 
are oriented toward alleviating technological and management
constraints faced by small farmers and associative enterprises in the
production process. 
These projects include Sierra Water and Land rse,
Corn and Soy Production on Small Farms, Agricultural Cooperative Fedcer­tions Development, Treated Sewerage, Fresh Water Fisheries, the CENCIRA
training project, and the proposed FY 78 Small Farmer Production Tech­nology and Sub-Tropical Lands Development loans. 
 The Project will
complement these activities by focusing on 
other elements within the
agribusiness system, addressing the constraints of inadequate facilities
for the processing and marketing of agricultural oroduction. 
Such
constraints are 
already severe and likely to worsen once GOP production
programs including those supported by A.I.D. as 
well as 
the other
donors' on-farm agricultural credit programs 
 begin to result in an
increased production pay-off. 
The Project committee therefore feelsthat the proposed Rural Development Agribusiness Fund can provide
important complementary linkages to other on-going A.I.D. financed
 
programs.
 



5. Project Description
 

The strategy of the proposed Project is to alleviate major

barriers, including the availability of medium-to long-term credit,
 
technical assistance and promotion, to the developmert of agribusiness

enterprises in Peru which have a direct linkage to small farmers and
 
associative enterprises created under the Peruvian Agrarian Reform. 
In
 
selecting an agribusiness strategy, the Mission has been influenced by

the following three factorst i) the present gap between need and GOP
 
and other donor acti-,ity oriented toward this critical area. 
ii) the
 
existence of conditions faced by A.I.D.'s target group that could be
 
alleviated through agribusiness development; and iii) the Project's

propitious timing, given recent policy changes which haire reduced
 
constraints to agribusiness development in Peru. 

The Project will establish a rediscount mechanism, the Rural 
Development Agribusiness Fund, to finance agribusiness sub-projects

meeting eligibility criteria through the barking system. 
 The Project's
 
target group of small farmers and associative enterprises created under
 
the Agrarian Reform will benefit as 
a result of sub-loans made to agri­
businesses providing marketing, processing, or goods and seivices to
 
the target group. The Project aims at increasing target group income,

institutionalizing 
a new credit channel, stimulating bank participation

in agribusiness development lending, and achieving a greater out-reach
 
to rural areas 
by incorporating existing banking infrastructure as
 
suppliers of credit for rural development.
 

be The capitalization of the Rural Development Agribusiness Fund
will/$19.6 million. 
A Special Unit staffed with a full-time profession­
al staff will be charged with implementation and $0.3 million of loan
 
funds will be available for technical assistance to the Unit.
 

Credits from the Fund will be rediscounted through the
 
Peruvian banking system (commercial banks, regional and state develop­
ment banks and private financieras) at an initial 90:10 ratio for fi­
nancing sub-projects which are designed to alleviate one 
or more of the
 
four basic identified constraints to increased agricultural productivity,

and which demonstrate through an Initial Impact Determination a direct
 
and quantifiable impact on A.I.D.'s target group of rural poor.
 

The following outputs are anticipated under the Project:

i) at least $19.G million of investments financed by the Rural Develop­
ment Agribusiness Fund over 
the Project's life; ii) approximately 9-12
 
ICIs participating in agribusiness lending under the program; iii) sub­
lending directives (the Credit Manual) distributed and periodically

revised; iv) promotional seminars held in all of Peru's departments

reaching ICI branch office managers; and iv) a project promotion and
 
evaluation system established. Such outputs are necessary to achieve
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the Project's purpose of establishing an effective, permanent rediscount­ing facility and a program of promotion and development of agribusinesses
which benefit the rural poor. 
At the end of the Project we would expect
that all Project funds will have been placed in sub-projects meeting
eligibility criteria, the Fund will be institutionalized with a den,­onstrated capacity to maintain its level of refinancing, the real capital
value of the Fund will be equal to aL ieast $19.6 million, and the Fund
will continue as 
an effective and functioning system to identify, pro­
mote, and finance eligible sub-projects,
 

6. Financial Plan
 

The estimated total cost of the program is $26.0 million, of
which $15.0 million will be provided by the A.I.D. loan. 
 The A.I.D.
contribution includes $14.7 million which will be utilized for thecapitalization of the Rural Development Agribusiness Fund, and $0.3 millQnfor technical assistance to the Special Urit of the Central Bank. The
Central Bank will contribute $4.9 million to the Fund's capitalization,
and $0.1 million for start-up administrative expenses of the Special
Unit. 
In addition, participating intermediate credit institutiorswill
provide an estimated $2.2 
million, and sub-borrowers will contribute
 
approximately $3.8 million.
 

7. Alternative Sources of Financing
 

The Ex-Im Bank, IBRD and IDB have expressed no interest in

financing this Project.
 

8. Statutory Criteria
 

All Statutory Criteria have been fulfilled (See Annex IV).
 

9. Issue: Justification of Loan Amount
 

The PRP and Interim Report recommended a loan in the amount
of $10.0 million, of which $200,000 would be utilized for technical
assistance. 
It was anticipated that the Fund would be disbursed over
a three and one 
half year period (including a six month start up period).
 

The demand study, carried out by USAID, GAMCO and the Bank,
for sub-loan financing showed a 
far higher demand than was originally
anticipated. Due to 
the lack of medium and long 
term capital currently
available to potential agribusiness sub-borroweis, a backlog of un­financed projects exists. 
 The "ready-to-go" category in Annex IX, Ex­hibit A, shows up to $6.4 million in projects which could be implemented
in the near future, and since the demand study covered a very limited
geographic area, 
it is expected that once the Bank begins its promotion
campaign the "ready-to-go.' category could be significantly increased.
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Exhibits B and C of Annex IX give preliminary estimates of
 
potential sub-project demand in categories requiring further study to
 
determine whether the proposed enterprises would meet eligibility cri­
teria. 
 Total amount projected in these categories is approximately
 
$28.0 million. The demand study, on a limited sample basis, has thus
 
identified over $34.0 million of 
 funding requirements for potential

sub-projects. 
In the view of the Project Committee, this justifies the
 
revised funding level for the program.
 

Moreover, the additional funding will contribute to the
 
institutionalization of the Fund, and the Fund's ability to meet a
 
higher percentage of agribusiness demand beyond the disbursement period

of t!;e A.I.D. loan. Because of the existence of grace periods on Fund
 
sub-loans, reflows to the Fund under the original assumptions would
 
have been low immediately following full disbursement of the program's
 
resources, particularly in the fourth year of operations. 
The added
 
injection of capital in the fourth year will permit much greater sub­
lending activity in that year, and by year five the magnitude of reflows
 
will be adequate to carry-on a meaningful sub-lending program. The
 
additional resources 
should thus contribute to the maintenance of the
 
Fund's momentum and to the probabilities that the Fund will have its
 
desired, long-range institutional impact.
 

10. Recommendations
 

Based on the analysis contained in the Project Paper, the
 
Project Committee has concluded that the Project is technically,

financially, socially, and economically sound, and recommends authoriza­
tion of a loan in an 
amount not to exceed $15.0 million.
 

11. Project Committee:
 

Chairman 
 : Carl H. Leonard, USAID/Peru - ODR
 
Loan Officer 
 : Edward L. Howard, USAID/Peru - CAP
 
Financial Analysts 
 : Harold W. Collamer, USAID/Peru - CON
 

Cesar Espino, USAID/Peru - CON 
Aurelio Tasso, USAID/Peru - CON 

Economists : Janet C. Ballantyne, LA/DR
 
Robert Adler - ECON
 

Legal Advisor : Charles Costello - R-LA 
USAID Approval 
 : Leonard Yaeger, USAID/Peru - D
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I. Project Background and Detailed Description
 

A. Background
 

1. Introduction
 

In the FY 1978 Annual Budget Submission, the Mission
 
submitted a PID for a proposed A.I.u. loan-financed project to
 
establish in the Central Bank of Peru a facility for rediscounting
 
loans made by financial institutions to sub-borrowers which produce,
 
process or market agricultural products or provide complementary
 
services to the agricultural sector. The PID was approved in August
 
1976 and the PRP was submitted in October 1976. In reviewing the
 
PRP, the DAEC raised a series of questions pertaining to the project
 
design and asked that these be treated in an interim report. In the
 
course of analyzing the DAEC issues, particularly with regard to the
 
effective demand for project sub-loans by various groups and the
 
credit supply situation including other donor initiatives, the Mission
 
and GOP reevaluated project components identified in the PRP and
 
concluded that some redesign was required in order for the Project 
to respond best to unsatisfied effective demand. Basically, it was 
concluded that the Project would fill a needed gap through an agri­
business focus -- that is, a sub-lending program to industries 
processing and marketing the output of the sector. Accordingly, 
one of the categories of sub-lending contemplated in the PRP -­
credits to small farmers for on-farm improvements for crop produc­
tion -- was dropped from the program. The interim report was sub­
mitted and approved by Washington in May 3.977. 

The following background sections provide an overview
 
of the agricultural sector, constraints faced by the tazget group,
 
the rationale for the agribusiness strategy, a summary of the studies
 
undertaken in developing the Project, and a discussion of the rela­
tionship of the Project to A.I.D. priorities and other Mission pro­
grams.
 

2. Agricultural Sector Overview
 

a. Recent Growth
 

In recent years the performance of the agricultural
 
sector has been poor; in 1975, the sector grew at the rate of only
 
0.6., compared to 2.3%.and 2.49 in 1974 and 1973 respectively. While
 
the sector still employs about 421 of the country's labor force, its
 
contribution to total GDP has been decreasing, from 20,, in 1960, to
 
15% in 1969, to 12.7% in 1975. The average annual sectoral growth
 
rate of 1.8% for the 1973-1975 period contrasts with an overall GDP
 
growth rate of 5.32 for the same period and a population growth rate
 
of 3.1%. Domestic production of basic foo items has failed to keep
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pace with the high population growth. This situation, combined withgrowing demand for food resulting from increasing disposable incomes
among the low economic class in cities, has forced Peru to import
increasing amounts of food, thus adding to an already deteriorated

balance-of-payments position.
 

b. GOP Agrarian Reform Program
 

During the past eight years, the GOP has imple­mented one 
of the most extensive agrarian reform programs ever 
under­taken in South America. 
The program is 
an attempt to implement broad
structural changes in the agricultural sector of Peru, changing the
traditional land ownership patterns and thereby incorporating previ­ously landless peasants into the economic and social life of the
 
country.
 

Prior to 1969 one percent of the landowners in
Peru controlled approximately 851 of the 
scarce agricultural land.
These large landholders used their collective economic influence to
gain a substantial degree of political power which influenced previous
political regimes against enacting any sort of effective reform in the
agr;trian sector. 
The rural population remained landless and thereby
isolated from any real economic and social participation in society
under this system. 

altered the 

The Agrarian Reform Law of 1969 has profoundlyformer system, and seeks to effect a new distributionof power thoseto who work the land while, at the same time, bring­ing about increases in agricultural production over the medium to
 
Iong -run. 

Under the Agrarian Reformholdings program, owner-operat.Aon 
irrigated coastal cultivable land must not exceed 50
hectares in size, and in the highlands 30 irrigated hectares. i/
Holdings of natural pastures are 
restricted tosupport 3,000 head of sheep or 
units sufficient to
 

the equivalent. 
 Farms in excess of
these maximum limits are 
being expropriated, and i~rimarily distrib­uted to previously landless farm workers.
 

The Peruvian Agrarian
encompass more than just 

Reform has been designed toredistribution of land to workers;conceived as a long-range process 
it is also

in which the rural populationbe accommodated willin the socio-economic life of the country. A majorproblem facing Latin America is 
the assimilation of the rural poor
 

L/ Per the 1969 Law, the original limits were 150 hectares on
coast and 55 hectares in the sierra. 
the
 

These were reduced by

Decree Law 21333 of December 1975.
 



whose condition has traditionally been one of economic insecurity.
 
The Agrarian Reform seeks to provide security on the land by incor­
porating previously landless workers into the ownership structure
 
of productive enterprises, and providing mechanisms for the build­
ing up of equity in such enterprises.
 

Redistribution of land and the creation of
 
worker-based associative enterprises has now largely been completed.
 
As of December 1976, 8.7 million hectares representing 13,493 farms
 
had been expropriated and taken over from the prior owners. Of this
 
amount at that date, 7.04 million hectares had already been formally
 
transferred from the State to approximately 295,000 farm families or
 
roughly 1.5 million people. 98% of the land transferred has been
 
assigned to 275,000 farm families organized into 1,377 associative
 
ent trprises, and 2T has been transferred to approximately 20,000 
individual farmers. Land distribution is scheduled for completion 
this year on the remaining 200 coastal farms and 2,800 sierra and 
high jungle farms that exceed the maximum established limits. An
 
additional 100,000 families (0.5 million people) are expected to
 
benefit from these transfers. The GOP has also recently begun to assure 
the land titles to those not affected by the land reform and has 
begun the process of consolidation and development of the agricul­
tural sector to raise production, especially of food products, and 
employment.
 

c. Constraints
 

The general disruptive atmosphere which can
 
normally be expected to accompany massive land transfers and prior
 
price policies which acted as a disincentive to domestic production
 
may be cited as two factors which contributed to poor production
 
performance in recent years. The practice of keeping the prices of
 
basic food products relatively low has been eliminated, and, recog­
nizing the need to stimulate production of staple commodities, the
 
GOP has consistently raised support prices, Major upward price
 
adjustments of foodstuffs occurred in July 1975, January 1976, June
 
1976, and March 1977, thereby restoring production incentives. 
Concerning the Agrarian Reform, the latifundia -- which impeded the 
economic utilization of available agricultural resources and labor 
-- have now been eliminated. Since the distributive phase of the 
reform is nearly completed, the disruption and uncertainties gener­
ated by the reform also have been reduced. 

Nevertheless, serious constraints remain. A
 
fundamental problem is the poor quality of land resources manifested
 
in an extreme scarcity of cultivable land. Of the country's total
 
land area of approximately 128.5 million hectares, only about 3% or
 
3.7 million hectares is under cultivation (including fallow lands),
 
while 12%, or 15.1 million hectares represents natural pasture. The
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rest of the land area includes forests, jungle, mountains and desert.
As 
a result only about 0.38 hectares of farmland are available per
rural person and 0.18 hectares per inhabitant, the lowest ratios in
all of Latin America. Harsh topographic and climatic conditions
inhibit the expansion of the amount of arable land. 
While vast
amounts of unutilized land are available in the jungle and highjungle, efforts to develop these 
areas must await the completion
of land transportation routes, and, in addition, great differences
in agro-economic potential exist among jungle regions. 
 Expansion
of land on the 
coast is very expensive, although the GOP is support­ing the development of a number of large scale coastal irrigation
projects. 
Some marginal increases in cultivable land in the sierra
can be obtained through improvements in 
irrigation facilities and
technological developments to reduce the time that land must lie
 
idle.
 

Further constraints to increased production and
income are 
imposed by low levels of technology, the low average levelof farm management skills, and scarcity of physical infrastructure.I.'arm families, particularly in the sierra and high jungle, use primi­tive agricultural techniques with the result that very little surplusis available for sale after immediate family requirements are met."actors of production in current use by most Peruvian farmers areminimal: unimpr-,ved seed from year to year, 
a depleted soil which
must be fallowc. regularly ato restore minimum fertility, and handlabor and animal power. 
Dependence on traditional farming methods
is both a function of limited technical knowledge and an 
unreliableand fragmented system of delivering agricultural inputs to the end­
user.
 

Difficult communications 
-- e.g., scarcity of
all-%ieather roads, limitations of mountainous roads whose use is
often interrupted by landslides, and the great distances that sepa­rate the widely scattered productive valleys -- contribute to a
continued, low level of production technology. Government efforts
to provide technical assistance to these farmers have been greatly
reduced in efficiency in recent years 
as the extension service has
been utilized heavily for agrarian reform activities. High operating
costs due to communications difficulties for extension services and
a general scarcity of trained extension personnel due to low salaries
and budget constraints have led to a dearth of technical assistance
 
for farmers.
 

The supply of short-term production credit
provided by the Agrarian Bank has increased significantly in recent
 years (at an estimated real rate of 23% in 1973, 
21% in 1974, and
34% in 1975) and the Bank is making concerted efforts to improve
the timeliness of its delivery. [However, 
a basic constraint to
 
increasing production (and improving marketing) is the inadequate
A supply of medium-to-long term credit for on-farm improvement, equip­
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The needs for such credit are large
ent, storage facilities, etc. 


in light of the heavy decapitalization which occurred 
in the sector
 

former landowners, in anticipation of
due to the agrarian reform; 


xpropriation, sold fixed assets and deferred ordinary maintenance.
 

Pent-up demand exists due to the fact that the expropriation process
 

is virtually completed and land titles have been validated for many
 

eligible independent farmers, enabling them to now plan their produc­

tion activities and invest in on-farm improvements. Moreover, the
 

new associative enterprises have completed their formation stage, and
 

are now entering a phase of consolidation and development, including
 

the implementation of longer-term investment programs.
 

u Final constraints are incomplete linkages within
 

,gribusiness systems and the absence of adequate physical infrastruc-


Lure for the processing and marketing of agricultural 
production.
 

rural collection centers are almost totally inadequate, making it 

necessary for producers to seek out itinerant truckers who serve the
 

areas as outlets for surplus production, or to sell in small lots to
 

hundreds of small, part-time buyers. The present system is costly,
 

owing largely to high spoilage losses and transport cost, Inadequate
 
among local buyers contrib­market information and lack of competition 

ute to pricing inefficiencies which operate to the disadvantage cf
 

the small producer and raise consumer prices as well. The lack of 

processing capacity for many commodities has prevented the expanded 

production of profitable crops and has resulted in foregone off-farm 

employment opportunities for Peru's rural population. Storage facil­

ities that would reduce losses and eliminate peaks and valleys in the
 

supply of various commodities are also lacking and represent a serious
 

constraint to production and efficiency. For other conmodities, inade­

quate agribusiness linkages inhibit the flow of quality produce from
 

small farmers to existing agro-industries. Since the Agrarian Reform,
 

agro-industries no longer engage in the cultivation process but rather
 

entirely rely on receipt of appropriate raw materials from the rural
 

sector. In some agro-industries, existing plant capacity is under­

utilized due to an inability to obtain sufficient quantities and
 

proper qualities of raw materials. Financing constraints have pro­

cluded these agribusinesses from establishing contractual relation­

ships with producers that would benefit small producers by stabiliz­

ing markets and offering credit and technical assistance and proces­

sors by stobilizing the raw material supply and improving quality.
 

A major consequence of all of the above constraints
 

is the high rate of rural underemployment and consequent low income
 

levels in the agricultural sector. The inability of the agricultural
 

sector to absorb natural population increases, the extremely high in­

habitant/land ratios, and the few off-farm employment opportunities
 

are 
factors which have contributed to the heavy outmigration from
 

rural areas to secondary and primary cities. Migration, on the other
 

hand, has been accompanied by a dichotomous problem: (i) on the one
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hand outmigration from rural areas has not proceeded rapidly enough
to alleviate population pressures on the land, and despite the heavy
flow into urban areas the high natural growth rate of the population
has had the effect of stabilizing the actual numbers of rural dwellers;

(ii) on the other hand, the receptive capacity of urban areas has
reached the saturation point in the majority of Peru's cities, and
further increases in population as a result of inmnigration, 
at this
point, only exacerbate urban unemployment, the growth 
cf satellite
 
pueblos jovenes and consequent social unrest.
 

GEAR, a special study unit created in the Ministry
of Industry and Tourism to study and implement measures to generate

employment in 
rural areas, has estimated that two-thirds of the agri­cultural labor force in Peru is underemployed. Table I shows the

income consequences of this high level of underemployment.
 

TABLE I
 

FAMILY INCOME LEVELS BY GEOGRAPHIC REGION,
 

URBAN AND RURAL
 
(in U.S. dollars)
 

Area 
 Weighted

Region Urban 
 Rv ral1 Average 

Lima Metro. $1815 
 - $1815
 
Coast 
 1061 584 876
 
Sierra 
 753 261 370
 
Jungle 
 1015 523
 

Total Area 
 861 340 
 785
 

SOURCE: 
 Preliminary Report "Agricultura y Alimentaci6n"
 

Income disparities are most notable between urban
and rural areas, the total average urban income being over two and a
half times that in rural areas. Among rural areas, the sierra is by
far the most economically depressed, with average incomes registering

less than half of those in rural jungle and coastal areas.
 

d. Agricultural Policy and GOP Actions
 

In the past year, a series of incentives has been
implemented by the GOP to stimulate agricultural production.

increase in farm prices and the 

The
 
new pricing policy have previously


been mentioned. 
 In addition, the major exchange devaluations (78%
since June 1976) have caused significant price increases for imported
grains, thereby providing a relative price advantage to local producers.
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In support of the Ministry of Food's extension
 
efforts, a new National Production System has been established by
 
law. Briefly, it seeks to revitalize the extension system and unite
 
producer groups and technicians of the Ministry of Food in a series
 
of production committees from the local to the national level. The
 
system is developing a national production plan which will influence
 
the allocation of resources, including credit and technical assistance.
 

GOP development policy places highest priority
 
on improving income distribution and integrating the country's rural
 
population into the national economy through various programs designed
 
to support and stimulate economic activities in rural areas. Consoli­
dation uf the agrarian reform, industrial decentralization, provision
 
of basic social services and economic infrastructure, the development
 
of natural resources in rural areas, the promotion of rural industries
 
and tourism all aimed at reducing unemploymnt are among priority
 
activities articulated in recent planning documents oriented toward
 
the rural areas.
 

The GOP's 1975-78 Agricultural Plan further
 
specifies priorities for agricultural development as follows: (i) 
consolidation of the Agrarian Reform with the view of improving the 
organization and administration of the established associative enter­
prises; (ii) establishment of the national production system, verti­
cally integrated from national to regional to local levels, with the 
view of better channeling available inputs to meet specific crop 
production targets; (iii) the incorporation of new lands for agri­
cultural uses through colonization and irrigation projects; and (iv) 
the improvement of the marketing system by facilitating the estab­
lishment of rural collection centers, silos, warehouses, and proces­
sing facilities to assure regular production flows and more stable
 
prices. Recent pronouncements also stress the need to maintain ade­
quate production incentives and to give priority to projects with a 
short-term production pay-off, to projects which will produce basic 
inputs and needed staples (foodstuffs) , and projects which will inte­
grate the production structure. 

e. Other Donor Activity
 

Indicative of its commitment to agricultural and
 
rural development, the GOP has invested substantial sums of internal 
and externally borrowed funds in rural infrastructure, particularly
 
roads and irrigation. Other donor support for these activities has
 
included loans from the IDB, IBRD, Germany, England, and Yugoslavia.
 

In the field of agricultural credit, both the
 
TDB and IBRD have on-going and new programs to assist in the recapi­
talization of farm production units. The IDB's Loan No. 322 for agri­
cultural credit, which was executed in June 1972 in the amount of
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$12.0 million, is 
now nearly fully disbursed. To continue its
support, the IDB hhs just authorized a new loan for agricultural
credit in the 
amount of $30.0 ,,-illion. $20.0 million of the new
IDB loan would be relent by the Agrarian Bank to an estimated 75
associative enterprises for the following purposes: 
(i) on-farm
installations for increasing production; (ii) 
the planting of
perennials; 
(iii) land preparation and on-farm irrigation; (iv)
livestock acquisition; 
and (v) the purchase of agricultural ma­chinery. 
 $10.0 million would be utilized for supervised agri­cultural credit for production purposes to the beneficiaries of
the 12 irrigation 
zones developed with the assistance of the IDBs

linea globa (loan No. 277).
 

The IBRD also is providing credit to the agri­cultural sector. 
IBRD Loan No. 933, 
in the amcunt of $25 million,
was initiated in September 1973 for financing medium and long-term
credits through the Agrarian Bank to associative enterprises and
individual farmers. 
 The 
loan is expected to be fully disbursed by
the end of 1977, and the World Bank is 
now appraisi-g a new loan
for similar purposes to help meet the large projected needs for
longer-term agricultural credit through 1980. 
The new loan would
be on the order of $30.0 million, with 
a portion earmarked for use
by the coastal sugar estates.
 

3. Strategy of thL 
 xJF t 

a. Strategy State:.
t
 

The strategy of the proposed Project is to alle­viate major barriers, including the a':ailability of medium-to long­term credit, technical assistance ;nd promotion, to the development
of agribusiness enterprises in Faru which have 
a direct linkage to
small farmers and associative enterprises Jreated under the Peruvian
 
Agrarian Reform.
 

b. Target Group Definition
 

Through the development of agribusinesses, the
Project is designed to benefit a target group of individual small
farmers and members of associative enterprises created under the
Agrarian Reform. 
The more profitable, export 
- oriented farmers
and associative enterprises producing cotton and sugar are excluded
from the target group, and agribusinesses serving this sub-sector
will not be financed. A developed agribusiness sector is expected
to create linkages which will benefit the target group by providing

services and inputs required for increased production.
 

By specifically excluding the handful of "large"
farms which exceed 
the maximum limits established by the Agrarian
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Reform, the limited number of "medium -sized" farms 
(generally those
consisting of 20 
- 50 hectares of cultivable land), and the more
profitable and commercially oriented sugar and cotton producers,
the project will focus on 
the small farmer sector in Peru which
includes some 900,000 farm families. 
Of these, approximately
240,000 
 are members of associative enterprises
created under the Agrarian Reform. 
 These farmers are distributed
throughout both the coast and sierra of Peru, with the Agrarian
Production Cooperative 
(CAP) mode of organization predominating
on the coast and the Sociedades Aricolas de Interes Social 
(SAIS)
common in the sierra. 
 Holdings of cultivable land per member of
these associative enterprises ranges from two to ten hectares.
In addition, the sierra enterprises usually possess large expanses
of marginal land suitable only for livestock grazing. 
Per capita
incomes of members of the associative enterprises range from
 
roughly $70 to $200.
 

Concerning independent small farmers, the vast majority
(approximately 500,000), 
are located in the sierra.
are minifundistas, owning and cultivating less 
The bulk of these
 

than 5 hectares. 
 Per
capita incomes average only $50. 
 An addit.onal 100,000 small indepen­dent farmers are found on 
the coast, and approximately 60,000 have
settled in the high jungle 
area to the 
east of the Peruvian Andes.
Per capita incomes of the coastal and high jungle small farmers are
higher than their sierra counterparts, averaging approximately $100.
 

In addition to low incomes, small farmers in Peru face
difficult living conditions and the quality of life is
Infrastructure works generally low.
such as electricity, potable water, and sewage
system existonly in urban centersand ruralor two housing consists ofroom units, with oneadobe wallsand earthen floors. Dietary patternsof the small farmers are 
closely allied to their family practices.
Food staples include 
tubers and cereals - items such as meat andanimal by-products are less frequently eaten, because of the tendency
to market animal foodstuffs. 
 Health status 
is low, due 
to substandard
diet and poor environmental conditions.
 

The lack of efficient agribusiness enterprises in Peru
(e.g., agricultural marketing, processing and service
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industiefdhS b6eri'id~htifie 'as'onie 6f the' onstraints to increased
small. f ilbr peoductibn'. 'Without' adeqliate: transportation, iprocessipg,
packin( ', 'tot~gbf , 6tC .' a'd appropriate agricultural inputs', .theff-atket 
for 'nall producers is 'instabl6 and insecure'., By assisting,with-,aqri­

businbs:' dev'dIopmeht, potential' benefits which could ble derived fror 
thep oject'include: provision of 'acobvenient'ahd'orderly miarket- for
 
sma!f'Tarm'product'ion; greate't 
 tability in':prices; 'reduced pdii'age,

wastge 'and loss 'assciated with unprocessed produce;!'redu6tidn,lin ;

bu'lU', tius 'faciliat-ingd'stibuti on and conributioh of '%dddd;valie;cn-servatib' 
'adconcefitration of nutritional values; andirerea~ed
 
supplies, lower costs, and improved delivery of agricultural 'input..
ae] %' togbther :thesC' benefits are expected to create the iiceitiV6s 
necessary to increase'smail farmer production and, 'therefoje,-profit­
abilit "
and inc6ie. In addition,' agribusiness can also genebeate

off.fai: emiployment opportunities inte many processing acti~ities 
are 
labor intensive." ' 

c. Rationale for Agribusiness Focus
 

In selecting an agribusiness strategy, the:Mission
 
has ben influenced by the following thr'ee factoils: 
 'i) the present

gap' between need 'and' GOP and 'other d6h6r 'ctivity oriented toward'this
 
crti ical rea; (it)the exi'stende of 'cohditions faced by A.T.D'S target 
group th'at could b6 allevi~t6d through agribusiness developmient; and
 

5
(.ii) the Projet's 'propiti'us timing, 'civen recent policy changes

which have reduced constraints to 'agribusiness development in' Peru.
 

The amount of credit channeled toward rural areas

.iid activities associated with agriculture in Peru at the present tim.
 
1s severely limited. 
The scarcity of credit available for such activ •
,i -ies represents a serious barrier to the improvement of incomes of 
t he rural poor. The needs for such credit are large, particula-ly in
 
light of the decapitalization which has occurred throughout 
 the agri-
Cultural Sector since the late 1960's 
as a result of the Agrarian:

Reform. Former land-holders severely decapitalized their holdings,
and the new associative enterprises created as 
a result of the'Agrarian

Reform generally did not have 'sufficient resources to recapitalize.

Recently, external resources such 
as the previously muntioned IBD and
 
IBRD loans for on-farm improvements have helped to alleviate some of
the problems this has created. There are, however, additional critical 
areas and linkages to' the sector, which must be developed if produc­
tivity on 
Peru's limited land base and rural incomes are to,improve.

Thi . other donors' credit programs are oriented toward on-farm invest-
Mont programs to restore and improve the production potential of 
Pe'ruvian farms, leaving the important gap of inadequate credit for
agribusJnesses (industries providing andgoods services to the sector
'and processing or marketing output of the sector) to be filled. 
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Secondly, improvements in the marketing of
products produced by A.I.D's target group clearly are needed.

Wastage, losses and spoilage of 
raw material foods grown by small
 
farmers occur due to lack of adequate facilities for storage and
processing. 
Becausc of transport costs and perishability, market­
ing of produce is sometimes feasible only in processed form. Agro­
industry is seen as an 
important mechanism to raise incomes and
promote development in rural 
areas given the ability of agro-indus­
tries to provide a stable outlet and thereby reduce marketing uncer­
tainties for raw materials. 
The promotion of investments in indus­tries which have direct linkages with the agricultural sector may
also provide new opportunities to increase rural incomes by promoting

the integration of the rural sector with key sectors of the economy.

Opportunities for increasing rural incomes 
are likely to remain

limited until stronger economic linkages are achieved between the

rural and urban sector and among complementary components of the
 
rural sector.
 

Concerning the Project's timing, the GOP has
largely completed implementation of the basic changes in the pattern
of economic development which have been designed to link economic

growth with a broader participation of the population in the country's

economic, social and political life. 
 Understandably, such basic struc­tural changes 
as the Agrarian Reform have resulted in uncertainty.

For industrial establishments serving the 
sector this un-7ertainty,

manifested in 
a hesitancy to invest in modernization programs and
 new ventures, has been compounded by industrial structural Ceforms

promulgated in recent years such as the industrial community (1970)

and social property (1974) legislation. Recently, the GOP has gone

a long way toward countering the negative features of previous pol­icies. 
At present, priority is given to increasing efficiency in
the productive systems, and extensive efforts to restore confidence
 
and dynamism in the private sector 
are being made. The industrial

community legislation was greatly modified in early 1977, with the

result that the present owners will be guaranteed managerial control
of their enterprise,. 1/ 
Social property development is still sup­
ported but no more as 
the foremost priority sector, and it is to
 

1/ The original industrial community legislation provided for the
 
transfer of a specified portion of annual profit. of private

companies to their workers in the form of shares until the workers

acquired 50% of the firm's capital, and 
a corresponding number of
 
seats on 
the Board of Directors. 
Workers also received an addi­
tional 10% of profits in cash. The effect of the new law is to

limit distribution of profits to one-third of the share capi.tal
in the form of special stocks which would still allow for Board
 
representation but would leave managerial control to the common
 
stockholders.
 



TABLE I 

Constraints to Increased Agricultural Sector Productivity and Rural Prosperity
 

Constraints 


1. Inadequate 

Marketing 

Facilities 


2. Inadequate 

Processing 

Available 


3. Inadequate 

Goods and 

Services 

Input 

Industries 


4. Incomplete 

Agribusiness 

System 

Linkages 


Manifestation 


Lack of storage facilities; 

inadequate farm to market 

transportation; lack of 

packing, sorting, grading, 

equipment, and refrigeration 

facilities, etc. 


Lack of processing facilities 

for agricultural production 

and raw materials produced in 

rural sector. 


Lack of input warehouses, 

transport facilities, ma-

chinery pools, local manu-

facturers of agricultural 

tools and appropriate equip-

ment, suppliers of improved 

seeds, pesticides, and 

balanced feeds.
 

Lack of proper quality and 

quantities of raw materials 

for certain agro-industries; 

breakdown in product flows 

from producer to processor 

dating from Agrarian Reform. 


Consequences 


Lack of incentives to increase 

production of perishables (e.g. 

meat and milk) in most areas 

outside of area of influence of 

major markets; uneven product 

flows and market instability. 


Low level of value added to 

agricultural sector; insecu-

rity of markets during harvest 

season; spoilage high; low 

unit prices to producers; loss 
of by-products; lack of in­
centives to expand land under
 
production.
 

Low productivity especially in 

remote areasi inability to 

achieve economies of scale 

through service centers de-

signed to serve specific geo-

graphic areas; reliance on 

traditional technologies.
 

Bottlenecks to agro-industrial 

expansion and foregone rural 

income and employment opportu-

nities. 


Type of Sub-Projects

Envisioned
 

Rural collection centers
 
(packing, sorting, refrig­
eration units); output
 
warehouses; transportation
 
facilities; slaughter
 
houses; etc.
 

Canning industries; cream­
eries; freeze-drying
 
facilities; oil extraction
 
plants; soap factories,
 
etc.
 

Small transport coopera­
tives or companies; machin­
ery pools; local manufacture
 
of implements and distribu­
tion of agricultural inputs,
 
etc.
 

Manufactures of inputs
 
(crates, sacks)for agro­
industry; contractual arrange­
ments between processors and
 
small producers to eeliver
 
technical assistance and
 
improve product quality and
 
assure sufficient quantities.
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compete with the private sector on equal terms. 
With the elimination
 
of these basic policy constraints to agro-industrial development, a
development strategy with an agribusiness element is considered timely

and appropriate.
 

d. Constraints to be Addressed
 

Table II 
 lists four major constraints
which have been created or aggravated by agriculture sector decapi­
talization, along with the situations which have resulted from the

various constraints. 
The major constraints are: (i) inadequate market­
ing facilities; (ii) lack of agro-industrial processing facilities;

(iii) unrealiable goods and service input industries; 
and (iv) incom­
plete linkages within agribusiness systems.
 

4. Studies Undertaken to Develop Project
 

The evolution of the Project through the PID, PRP, and
interim report stages has previously been cited. 
Since the approval

of the interim report, the principal studies undertaken have included
completion of the administrative, economic, financial, and social
 
feasibility analyses by the USAID and Central Bank 
(see Part III) and
completion of a special report cn 
the Rural Development Agribusiness

Fund by GAMCO, Inc., a U.S. consulting firm.
 

GAMCO provided eleven work/weeks of technical services

principally in the following fields: 
(i) demand for project funds;

(ii) availability of credit for agribusiness purposes; and 
(iii) pro­
motional and technical assistance requirements for the Project. The
consultants worked closely with a team from the Central Bank and

conducted extensive meetings and interviews with government agencies,
individual entrepreneurs, banking institutions, manufacturers 
asso­
ciations, chambers of industry and commerce, regional development

councils, and local consulting firms and universities.
 

The consultants confirmed the existence of significant

demand for Project funds, in the form of agribusiness sub-projectswhich would alleviate constraints faced by individual small farmers
and cooperative members. Enthusiasm for the Project and interest in

participating was expressed by many intermediate credit institutions
 
(ICIS). The consultants, through a survey of 
ICIs, verified the

dearth of medium and long-term credit for agribusiness development.

Recommendations regarding pronotion and technical assistance were

made, and are reflected in subsequent sections of the Project Paper.
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5. Relationship to A.I.D. Priorities and Mission Programs
 

a. A.I.D. Priorities
 

The proposed Project falls within the USAID's
 
priorities for development assistance as most recently articulated
 
in the narrative strategy statement t-ansmitted with the FY 79 Annual
 
Budget Submission. USAID's development assistance strategy contains
 
three thrusts: (I) to improve the quality of life of the sierra poor
 
through on and off-farm employment; (ii) to accommodate rural migra­
tion by supporting the orderly, economic development of new agri­
cultural lands in the high jungle and the provision of basic services
 
and job opportunities to the urban poor, and (iii) to stimulate and
 
strengthen innovation and reform withini institutions whose programs
 
have particular relevance to the Peruvian poor. The Rural Develop­
ment Agribusiness Fund, as an effort to establish a new credit system
 
capable of alleviating identified constraints and reinvolving the
 
banking community more actively in meeting the unmet credit needs for
 
rural development, falls squarely within the third key element of
 
USAID's strategy. It also will directly complement other Mission
 
programs falling within the first two priorities, as discussed in
 
section 5.b below.
 

The Project fits well within AID's general prior­
ities as well, for the agribusiness aspects of food and nutrition
 
programs recently have received great attention and emphasis. Agri­
business activities are being stressed, for it is recognized that if
 
the well-being of lower income families is to improve, each element
 
in the entire L.D.C. food chain and agricultural system must be healthy
 
and capable of flexible growth. Small farmers need to be assured of
 
ready markets and attractive prices for increased production, and
 
system bottlenecks need to be eliminated in order to insure market
 
demand and a consequent profit-stimulated supply. }eflecting this
 
agribusiness priority emphasis, the proposed Project is similar in
 
design to several recent A.I.D. loan programs, including the follow­
ing: (i) Latin American Agribusiness Development, Central America (1971);
 
(ii) Latin American Agribusiness Development, Caribbean Area (1975);

(iii) Rural Enterprises Development, Paraguay (1976); and (iv) Regional 
Rural Agribusiness, Central America (1976). Analysis supporting these
 
projects has indicated that sub-project activities which demonstrate
 
strong linkages to rural economies based on agriculture can serve as
 
efficient channels for the delivezy of significant benefits to target
 
groups of small farmers and the rural poor. The strategy of benefiting
 
the rural poor through the development of agribusiness
 
projects is particularly tenable for Peru where, because of the Agrarian
 
Reform and virtual elimination of the latifundia, there is little
 
danger of the benefits for agribusiness development indirectly accru­
ing to an unintended recipient -- the large individual landowner.
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b. Mission Programs
 

The Project will complement both on-going and

planned Mission programs supporting Peruvian agricultural develop­
ment, all of which strive toward the attainment of the common sectoral

goal of increased production, incomes, and employment opportunities

for the rural poor. 
The bulk of the Mission's prograamF are oriented
 
toward alleviating technological and management constraints faced by

small farmers and associative enterprises in the produr~tion process.
These projects include Sierra Water and Land Use, Corn and Soy Produc­
tion on Small Farms, Treated Sewerage, Fresh Water Fisheries, the

CENCIRA training project, and the proposed FY 78 Small Farmer Produc­
tion Technology loan. 
 The proposed Project will complement these
 
activities byg(focusing 
on other elements within the agribusiness

system, addressing the constraints of inadequate facilities for the

processing and marketing of agricultural production.) Such constraints
 
are already severe and likely to worsen once GOP production programs

including those supported by A.I.D. as well as the other donors' credit 
programs begin to result in an 
increased production pay-off.
 

The Project will be particularly supportive of
two proposed I'Y 78 projects, Ap )ropriate Rural Technologies and Sub-
Tropical Lands Development. The former is envisaged as a grant pilot

program to develop institutional arrangements for carrying-out appro­
priate technology programs and to develop and field test a limited
 
number of specific rural technologies suited to A.I.D's target group.

The credit system established under the Project could serve as an
important financing source for the widespread manufacture of tech­
nologies (e.g. simple tools and agricultural implements) which are
 
proven to be feasible under the grant program. 
 Similarly, agro-indus­
trial investment opportunities have been identified in the Tarapoto

region, the principal center of the Sub-Tropical Lands Development

project area. These potential sub-projects appear as logical candi­
dates for financing 
under the Rural Development Agribusiness Fund and,if realized, could serve as an important stimulus to regional develop­
ment in concert with the Sub-Tropical Lands project components. 

One on-going Mission program which provides limited
funding for activities similar in nature to those contemplated under

-the proposed Project is A.I.D. Loan 527-T-058, Agricultural Cooperative

Federations (Centrals) Development. 
 The thrust of that program will

be strengthening the organizational, fn-ncial, and institutional bases
 
of up to 20 Centrals, and improving the integration of member asso­ciative enterprises into the second level federations and the services
 
offered by the Centrals. 
USAID views the two projects as complementary

rather than duplicative for the following reasons:
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(i) The universe of small farmers and associative
 
enterprises in Peru is much greater than that to be benefited under
 
loan 058. The 20 participating Centrals will represent approximately
 
160 associative enterprises or roughly 50,000 farm families as compared
 
to an estimated 1,000,000 small farm families in Peru;
 

(ii) While Centrals can offer important scale eco­
nomies to member associative enterprises enablinq them to purchase
 
inputs in bulk and engage in primary processing activities, they
 
should not be considered a substitute for all elements in the agri­
business system. Sophisticated processing activities as well as the
 
manufacture of inputs are not likely to be feasible for implementation
 
by Centrals, and the backward and forward linkages to and from the
 
Central clearly need to be strengthened; and
 

(iii) Additionally, it is already apparent that the 
agro-industrial primary processing sub-projects to be identified in 
development plans for the 20 participating Centrals under loan 058
 
will require financing far in excess of funding aveilabilities under
 
that program. The development plans will have to prioritize agro­
industrial sub-projects and loan 058 will be able to fund only the
 
most needy and profitable sub-projects for each Central. There is
 
no reason why other feasible and bankable sub-projects identified in
 
the development plans could not be funded under the Rural Development
 
Agribusiness Fund.
 

The proposed Project will also complement the
 
Industrial Bank's Rural Enterprises Fund supported by A.I.D. Loan 
527-W-057. The rural enterprises project is designed to facilitate 
the availability of credit and technical assistance in selected regions 
to those enterprises and organizations which have not previously re­
ceived or had normal access to credit on reasonable terms and condi­
tions. It provides funding for sub-projects in industry, services, 
and commerce with an emphasis on employment generation, value added, 
and consistency with regional development procjra is. The Rural Enter­
prises Fund is not specifically linked to agriculture, and the vast 
majority of sub-loans extended to date have been relatively small
 
(i.e. less than $25,000).
 

The Rural Enterprises Fund and proposed Rural
 
Development Agribusiness Fund thus differ with regard to philosophy
 
and target sumb-borrowers. The Agribusiness Fund will stress linkages
 
to and from the agricultural sector, and in this manner seek to benefit
 
the rural poor. Individual sub-projects will be relatively large,
 
averaging on the order of $250,000. Technical assistance to sub­
borrowers will be less critical than in direct lending to small entre­
preneurs. The lRural Enterprises Fund will continue its orientation,
 
on the other hand, of providing credit to small sub-borrowers in
 
deprived geographic regions who have not qualified and been able to
 
receive credit from alternative sources.
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In the course of promoting the Rural Enterprises

Fund, the Industrial Bank has identified numerous agro-industrial

investment opportunities and financed under the Fund a limited number

of agribusiness activities. 
USAID, the Central Bank, and Industrial
 
Bank have discussed at length the question of potential overlap and
have concluded that no duplication of effort exists. 
Once the Agri­
business Fund becomes operational, the Industrial Bank will channel

the larger agribusiness projects it develop3 to the Central Bank for

refinancing. 
 This will allow the Rural Enterprises Fund to concen­
trate on the requirements of small rural industries and trade which
 
are not directly linked to agriculture, but which will generate jobs
as 
a partial solution to the limited employment opportunities for
 
sierra inhabitants.
 

B. Detailed Description
 

A logical framework for the Project is attached as Annex V.
 

1. Project Goal/Purposes
 

The goal of the Project is: to increase food prouuc­
tdon, employment and incomes of the rural poor, and improve nutrition.
 
The Project will contribute to this goal by promoting investments in
agribusinesses in such a manner as 
to maximize their impact oil the
rural poor. These investments will help to alleviate such constraints 
to increa3ed small fanner income as limited product markets, the gen­
eral lack of markets for agricultural inputs, and the dearth of agri­cultural-related service eaterprises. A sub-goal 
has been added to

the log frame as 
follows: to alleviate identified typical karm level
 
constraints to increased small farm income through the expansion of
markets for small farmer products and the provision of agricultural
 
goods and services.
 

The purpose of the Project is twofold: (i) to establish

in the Central Bank an effective facility for rediscounting loans made
 
by financial institutions to sub-borrowers which process or market
agricultural products 
or piovide complementary goods and services to
 
the agricultural sector; 
and (ii) to establish a -program of promotion
and development of such agribusinesses, including appropriate tech­
nical assistance, which will maximize beneffits to small farmers and 
the rural poor.
 

2. Project Elements
 

The Borrower and Executina Agency w.ill be the Central
 
Reserve Bank of Peru. 
 The Project will establish a rediscount mecha­
nism to finance agribusiness sub--projects meeting eligibility criteria
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through the banking system. The Project's target group of small
 
farmers and associative enterprises created under the Agrarian

Reform will benefit as 
a result of sub-loans made to agribusinesses
 
providing marketing, processing; or goods and services to the target
 
group. The Project aims at increasing target group income, insti­
tutionalizing a new credit channel, stimulating bank participation

in ,.gribusinessdevelopment lending, and achieving a greater out­
reach to rural areas by incorporating existing banking infrastructure
 
as 
suppliers of credit for rural development.
 

The proposed Project will thus involve the development of:
 
(i) a rediscount mecha:1ism within the Central Bank of Peru for refi­
nancing loans made by participating financial intermediaries to
 
eligible agribusinesses; 
and (ii) a program for the identifi­
cation, promotion, financing and provision of technical assistance
 
to such eligible enterprises.
 

a. Rediscount Fund
 

(1) Magnitude and Scope
 

The Rediscount Fund will consist of a total
 
initial capitalization of $19,600,000, of which $14,700,000 will
 
be A.I.D. loan funds and $4,900,000 will be provided by the Central
 
Bank. These financial resources will support the development of
 
industries which demonstrate significant direct backward of forward
 
linkages to the target group of individual small farmers and members
 
of associative enterprises through the provision of goods and services
 
and the expansion of markets. Additional resources from Peruvian
 
sources to support these agribusinesses will be provided by partici­
pating financial institutions ($2,200,000) and sub-borrowers
 
($3,800,000).
 

Agribusiness activities which may be financed
 
under the program can be divided into four categories, all of which
 
will contribute to eliminating identified constraints which exist
 
in the flow of produce from farm to market:
 

i) Agribusinesses (including fruit and vegetable
 
processing plants, balanced feed plants, canneries, freeze-drying

facilities, etc.) which process raw materials grown by small producers
 
and associative enterprises;
 

ii) Agribusinesses (such as refrigerated storage

facilities, warehouses, transportation, etc.) which assist in the
 
marketing of small farmer and associative enterprise agricultural
 
products;
 

iii) Agribusinesses which provide goods and
 
services which contribute to improved small farm and associative
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enterprise agricultural production, for in:,tance suppliers of inputs
and improved technologies (tools, farm machinery, pumps, vegetable
crates, pesticides, improved seeds) 
as well as complementary services.
Service enterprises would include distributors and/or repair facili­ties for the above-listed inputs, input marketing services, 
construc­tion services for low-cost silos and irrigation facilities, and rental
services for farm machinery and land-clearing equipment; 
and
 

iv) Agribusinesses which create linkages to the
target group, through the provision of technical assistance, credit,
and contractual arrangements for the direct purchase of products

from the target group.
 

Briefly, the new credit system will function in
the following manner. 
Through an operations manual directed to the
banking system, the Central Bank will advise financial institutions
of the procedures and criteria for lending under the Program with
particular reference to impact identification requirements (see Section
2.a.2) below), 
and other eligibility conditions. 
 Simultaneously, the
Central Bank will carry out an active promotion campaign to 
familiarize
intermediate credit institutions 
(ICI ) 
and potential sub-borrowers
with the Fund and its objectives. A sub-borrower wishing to develop
or expand an 
eligible agribusiness activity would present an applica­tion to the intermediate bank of his or he, 
choice. The ICI, with the
advice of the Central Bank if necessary, would 
screen the initial
application to determine its likely impact on the target group. 
Based
on this preliminary analysis, a decision would be reached whether to
undertake a more detailed study of the 
sub-project. 
Upon completion
of feasibility study, the ICI would appraise the sub-project, make
the credit judgment, and assume the 
credit risk. 
 Upon acceptance by
the ICI, the sub-loan would be presented to the Central Bank for refi­nancing. 
The Central Bank would check the proposal for conformity
with the established criteria, and would authocize the transfer of
funds 
to the ICI 
for approved sub-projects. 
All collection responsi­bilities will rest with the intermediate banks.
 

(2) Selection and Screening Criteria
 

In order for a sub-project to be eligible for
financing, potential sub-borrowers must demonstrate not only the finan­cial feasibility of the project, but in addition the link between the
proposed activity and the designated agricultural sector target group.
Selection criteria and a sub-project screening system have been devel­oped to ensure that the sub-projects chosen for Rural Development
Agribusiness Fund financing not only conform to normal feasibility
creiteria, but also respond to A.I.D's priority concern of maximizing

benefits to the rural poor.
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The first step in the screening of sub-projects
 
will be the completion of an liitial Impact Determination (IID) form.
 
Annex VII H'xhibit A contains a model IID form, and as a condition
 
precedent to the disbursement of sub-loan funds, the Central Bank
 
will develop as part of its Credit Manual a finalized fornat and
 
will determine a cut-off score below which sub-projects will be
 
automatically rejected even though there may be demonstrable finan­
cial feasibility. / The IID will be designed to provide basic infor­
mation on the nature of the proposed activity and its anticipated
 
impact on target group farmers. It will allow the ICI and the Bank
 
to make a preliminary assessment of sub-project impact on alleviating
 
one or more of the constraints which currently inhibit the income and
 
productive potential or rural producers. While certain basic infor­
mation on the expected financing will be contained in the IID, its
 
major role will be to provide a basis upon which a ".1o" or"no-go"
 
decision is made with regard to subsequent sub-project appraisal by
 
the ICI, including financial and economic feasibility.
 

Ten different factors will be taken into consid­
eration in the Initial Impact Determination. The major ones are
 
summarized below.
 

First, sub-projects will only be considered if
 
they alleviate 
one 	of the four previously identified constraints to
 
improving rural incomes (marketing of produce, processing of produc­
tion, provision of input goods and services, and provision of agri­
business linkages).
 

Second, sub-pro3ects will be expected to provide

benefits to the target group of small farmers and associative enter­
p*rises througn -t least one of the following means:
 

I/ 	The model IID format (Annex VII) contains a maximum point score
 
of 100. While it would be theoretically possible for a sub­
project to reach 100, it is extremely unlikely since the proposed

activity would have to be one in which both for.ard and backward
 
linkages were anticipated and high impact registered in every
 
category. The Mission simulated IID applications on a number of
 
the identified sub-projects, and found that the majority of 
seem­
ingly attractive agribusinesses received total point scores between
 
55 and 75. While further analysis on the weighting of variables
 
will be necessary, it appears probable that a minimum cut-off score
 
on the order of 55 would ensure that sub-projects meet AID and GOP
 
target group impact criteria.
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(a) Provide a market outlet and more stable
 

prices for agricultural products;
 

(b) Increase productivity of farm laborers
 
and provide more on-farm jobs;
 

(c) Provide incentives to produce higher value
 

crops;
 

(d) Provide incentives to expand land under
 
cultivation;
 

(e) Expand availability of agricultural inputs
 
at reasonable costs;
 

(f) Introduce new, more productive technology;
 

(g) Reduce on-farm spoilage of production;
 

(h) Provide management and technical assistance
 
services and/or credit to the target group.
 

The expected impact of the sub-project on small farmer income as a
 
result of the above will be estimated and recorded.
 

Third, the location of the plant or operation
 
will be taken into consideration in judging rural development impact.
 
The location of the operation should be in an area where substantial
 
members of the small farmer target group are located. If not, it
 
should be very clear to the participating bank, that for other reasons,
 
the sub-project will benefit such areas regardless of the locatio, of
 
its installations. On the presumption that rural sector linkages are
 
likely to be stronger in smaller market towns and to support the GOP's
 
goal of industrial decentralization, added weight will be given to
 
feasible sub-projects located in smaller urban settings. However, no
 
cities will necessarily be excluded, since agribusinesses will tend
 
to flourish in larger urban areas which provide adequate infrastructure
 
for power and transportation logistical requirements, labor pool avail­
ability and entrepreneurial talent.
 

Fourth, the average size of the participating
 

farmer (in terms of cultivable hectares for individual landowner3
 
and cultivable hectares/member for associative enterprises) and the
 
total number of participating farmers will be recorded. Added weight
 
will be assigned to those sub-projects benefiting the smallest of
 
Peru's small farmers and those which benefit the largest number of
 

small farm families.
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Fifth, employment generation will be an 
important
factor to be evaluated, both with regard to off-farm and on-farm job
creation. 
The investment cost to create these jobs will be judged,
with added weights and priority for labor intensive sub-projects.
 

Finally, additional measures of a sub-project's
importance will be its ability to contribute to the overall economic
improvement of the country or region. 
Both the value added effect of
sub-projects (through processing of locally-produced raw materials)
and foreign exchange impact of sub-projects (either through stimula­tion of exports or import substitution) will be estimated at the time

of IID preparation.
 

If the IID is approved and the decision made to
proceed to the second step, the subsequent feasibility study will be
required to contain documentation that the data submitted in 
the lIDis indeed correct. The Central 
carrying out 

Bank will provide guidelines forfeasibility studies to be followed by ICIs and technicalassistance consulting firms. 
 In addition to technical, economic, andfinancial feasibility, a section of the feasibility studies will be
devoted to beneficiary impact. A Project Impact Assessment (PIA) form,a model for which is attached in Annex VII, Exhibit B, will be com­pleted for all sub-projects prior to approval and disbursement of
funds by the Rural Development Agribusiness Fund.
prepared by either the 
The PIA will beICI, contracted consultants performing feasi­bility studies, 
or by the Central Bank's Special Unit by extracting
information from the ICI's request for financing and supporting data.
The PIA will document actual conditions of the target group to be
served or benefited by the sub-project, and make projections of antici­pated changes. 
 lt will serve 
to fulfill the Central Bank's reporting
requirement to A.I.D., and will provide a basis for subsequent evalua­tion of the sub-project's progress in meeting projected conditions.
 

The Project Committee believes the design of the
above screening system will ensure maximum practical flow of benefits
to the tazget qroup and is responsive to DAEC guidance 
on development
of impact criteria in the foilowing ways:
 

i) The guidelines are sufficiently precise with
regard to types of benefits desired to enable all concerned entities
'the Central Bank, ICIs 
 and investors) 
to determine eligibility.
 

ii) The criteria 
are believed sufficiently rigoi­ous to ensure that only those proposals which generate sabstantive
flows of benefits to the target group through linkages with agribusi­ness will be found eligible for Fund financing.
 

iii) The methodology provides for the recording
of anticipated impact to facilitate subsequent evaluations and verifi­cation of tha extent to which benefit linkages are being maintained.
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The above screening system and eligibility
criteria appear to be adequate for the objectives set forth.
system will be evaluated during the 
The
 

course 
of Project implementa­tion to determine whether modifications in the system and criteria
 
are necessary.
 

(3) Sub-lending Terms and Conditions
 

In addition to impact determination guidelines,
the Credit Manual to be prepared by the Central Bank and distributed
to potential ICI's will specify sub-lending parameters. 
These are
 
summarized below:
 

- Interest Rates. 
Rates charged to end users
will initially be 
set at 16%, the current average rate for comparable
credit from alternative sources. 
The rediscount rate charged ICI's
will be 9%. 
 Periodic adjustments in the interest rate and spread
will be permitted depending on inflationary trends and changes in over­
all Central Bank interest rate policy.
 

- Terms. 

be 

The maximum term for sub-loans will
10 years with grace periods of not to exceed 2 years. 
 Sub-loans
will not be made for a term of less than one year. Within these
limitations, sub-lending terms will be set on 
a case-by-case basis.
 

-
 Percentage of Rediscountability. 
The Central
lank will refinance 90% of ICI sub-loans meeting eligibility criteria,
with 10% to be contributed from the ICI's 
own resources.
 

- Commodity Restrictions. Agribusinesses con­nected with sugar or cotton production will be excluded for 
reasons
 
of desired target group impact.
 

- Sub-loan Uses. 
 Eligible uses 
of Fund resources
will include construction, the acquisition of capital goods, working
capital requirements, and technical assistance. 
 If a sub-loan is to
be utilized strictly for working capital purposes 
-- as in the case
of a company's making loans to farmers to induce croppinq pattern
shifts into crops which will be processed at the enterprise level
then it must be shown that the needs are for more than one 
year 1/and therefore not eligible for conventional commercial bank financing.No more than 25% of the Fund will be utilized fol'such medium-term
working capitel sub-loans. The Fund also will finance feasibility
 

I/ See model sub-project Cadenas San Fernando, Annex X for a descrip­tion of the type of working capital which could be financed. Inthis case the company will make working capital loans to farmers
to induce production of asparagus, a production shift which requires

medium-term financing.
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studies for sub-projects meeting initial impact determination require­
ments. 
The costs of such studies will be repaid by the investor,
 
regardless of whether the sub-project is approved for subsequent
 
financing.
 

- Sub-Borrower Equity Contributions. The Credit
 
Manual will not require specific equity contributions by the end-use
 
sub-borrowers, as the participatino ICIs all impose similar stand­
ards which will apply. In the case of expansions or sub-loans to
 
existing enterprises, the ICI determination is based on the debt
 
bearing capacity of the sub-borrower. For new sub-projects, the
 
ICIs stated that they will generally require a minimum 30% contribu­
.tion of invescurs.
 

- Sub-loan Size Restrictions. The maximum sub­
loan size and maximum amount to be outstanding to any one sub-borrower
 
will be $750,000. The demand analysis revealed that several sub­
projects will require financing at that order of magnitude.
 

b. Promotion
 

The Central Bank recognizes that promotional activities
 
to publicize the program and actively involve ICIs will be critical
 
elements for the successful implementation of the Project. To be sure,
 
the design, coordination, and follow-up of promotional campaigns will
 
be the most important tasks of the Special Unit which will be created
 
witlin the Central Bank to administer the Fund. The major components
 
of the promotional efforts can be divided into three categories: media
 
release, publications and direct contacts.
 

1. Mechanics of Promotion Campaign
 

Once the Loan Agreement has been signed, an imme­
diate campaign of media releases (radio, TV, and newsprint) will be
 
undertaken by the Central Bank to announce the objectives of the
 
program and availability of financial resources. This will be fol l­
ed by the publication of pamphlets, brochures, and a Credit Manual
 
which will be ready for USAID's review and approval as a condition
 
precedent to disbursement shortly following the signing of the Agree­
ment. (The Central Bank will be responsible for the preparation and
 
publication of these documents). Figure No. 1 illustrates the major
 
flows of information contemplated among the relevant sectors.
 

The media release campaign will be initiated
 
from the Central Bank's office in Lima as well as its various regional
 
branches, so as to obtain as much geographic coverage as possible.
 
The Credit Manual will be the basic working tool between the Central
 
Bank and the ICIs. As noted, it will specify the eligibility criteria
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and impact determination guidelines that must accompany sub-loan
 
applications. In addition, brochures and pamphlets will be published
 
by the Central Bank to notify the public of program specifics and
 
will be widely disseminated to existing agribusinesses, kncwn poten­
tial investors, Regional Development Councils, local Chambers of
 
Industry and Commerce, consulting firms, and such concerned Ministries
 
as the Ministry of Industry and Tourism and the Ministry of Food. The
 
Central Bank will also make the pamphlets and bliochures available to
 
ICI's for further distribution. Their contents will specify the majoi
 
features of the new credit line with special emphasis on spelling out
 
program objectives, types of eligible enterprises. sub-loan terms and
 
conditions, and impact requirements. The names of participating ICIs
 
will also be included.
 

The media release and publication activities will
 
be followed by direct contacts by the Central Bank with the ICIs. and
 
potential entrepreneurs. The mechanics of these direct contacts will
 
be patterned after the methodology employed by the Central Bank in
 
assessing the demand for Project sub-loans - round table seminars in
 
selected geographic regions with the simultaneous attendance of ICI's,
 
concerned public sector entities, industry associations, and agri­
business representatives. These seminars will be undertaken
 
by the Central .ank with the goal of reaching at least the branch
 
manager level of all ICIs which are likely to participate. Follow­
up seminars will undoubtedly be necessary as operational experience
 
is obtained and will serve as a means of disseminating the results
 
of Project evaluation.
 

2. Promotion by ICIs
 

Most of the principal ICIs likely to participate
 
under the Project already have departments which promote their credit
 
lines and other banking services available to the public, and the
 
additional promotion efforts requircd by the Project can be incorpo­
rated easily into their responsibilities. ICI promotion efforts with
 
potential sub-borrowers will begin once the Central Bank's promotional
 
seminars have been completed and the brochures and pamphlets have been
 
distributed. Promotion by word of mouth is likely to be a common
 
technique employed by the ICIs. A helpful start in this respect
 
will be the joint participation of the ICIs and potential sub-bor­
rowers at the Central Bank's promotion seminars.
 

3. Sources of Funds for Promotion Campaigns
 

The promotional efforts as now conceived will place
 
a major emphasis on direct contacts among the Central Bank's Special
 
Unit, its regional offices, participating ICIs, relevant institutions,
 
and the public. The heavy initial promotion requirements will require
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a specific Central Bank counterpart allocation, and the Central
 
Bank has agreed to finance these promotion activities with their
 
own funds. The source of promotion funds, once Fund sub-lending 
is institutionalized, will be a portion of the interest spread
 
accruing to the Central Bank. Similarly, the ICI8 will have to 
cover their promotional costs from the interest spread which they re­
tain. Project analysis and discussions with ICLS indicate that the 
spread contemplated will be adequate to cover such costs and still
 
provide incentives for ICI participation.
 

c. Technical Assistance
 

A project of this nature calls for techn. %l assistance
 
at various levels as described below.
 

(1) Central Bank Level 

The Special Unit to be established within the 
Central Bank is expected to consist of five individuals, supported 
by existing bank infrastructure including the five regional branches 
of the Central Bank. 

The creation of a Special Unit at the Central 
Bank level will require some technical assistance inputs including
 
short termadvisory services related to administering the Rural
 
Development Agribusiness Fund, promotional techniques, training of
 
personnel, and evaluation. A total of 16 work months of U. S. or
 
other Code 941 professional expertise is expected to be required
 
over a four year period. Such advisors will assist the Special
 
Unit institutionalize the Fund's operations and will assist in
 
establishing the evaluation methodology. The evaluation system
 
will include a methodology for periodic data gathering and reporting
 
on use of sub-loan funds as well as sampling to determine end-of­
sub-project status. This system will provide information on the
 
degree to which sub-projects alleviate constraints faced by the 
rural poor, improve incomes, and create employment opportunities. 

The Code 941 technical assistance will be 
supplmented by approximately 8 work months of technical services from
 
Peruvian sources. Advisors will assist in carrying-out the evalua­
tion methodology, i.e. sampling at the sub-project level, and other 
day-to-day implementaticn matters such as design of promotional
 
materials.
 

Also, to aid in the institutionalization of the
 

Pural Duvelopment Agribusiness Fund, limited funding will be provided
 
for short-term training of Special Unit personnel in agribusiness
 
and re&iscount operation topics. A total of 10 work months of training
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in the U.S. or other Latin hmerican countries with similar programs

is anticipated.
 

Finally, limited funding will be provided for
vehicles 
to assist the Special Unit in its promotional activities
 
and sub-project analysis functions. 
 The vehicles will be attached
to Central Bank Regional Offices for purposes of sub-project identi­
fication,rpromotion, development, and inspection.
 

Total A.I.D. financing for the above inputs to
aid the Central Bank establish the Fund and Special Unit is an
estimated $200,000. 
 The Central Bank has requested this assistance

and no problems 
are foreseen which would impede the effective utiliza­tion of the proposed technical assistance. Firm sources, apart from
the likely breakdown between Code 941 and Peruvian sources, for the
technical services have not been identified. However, no difficul­ties are anticipated in locating qualified individuals or firms to
 
provide the required assistance, and the contracting of professional
services will be effected in accordance with standard A.I.D. procure­
ment procedures.
 

(2) ICIs Level
 

Technical assistance to participating ICIs will
be necessary since agribusiness financing will be 
a relatively new
activity for some of the institutions and the data collection effort
with regard to beneficiary impact will be greater than what is normally
required for project analysis. 1he ICIs surveyed 
are strong in
financial analysis, and this capability should be rcadily transferable
 
to 
the analysis of agribusiness sub-projects. However, assistance will
be necessary in the areas of longer-term project economic analysis and
the Project's specific impact analysis requirements to demonstrate
 
the benefits which will accrue to 
the rural poor.
 

Project design will provide for this assistance
 
through special courses which will be organized by the Central Bank
with the assistance of contracted consultants to ICI loan
train 

officers 
nd branch managers in project evaluation techniques and
impact analysis requirements. The philosophy of the 
Rural Development
1gribusiness Pund and the utilization of the 
Initial Impact Determina­
tion and 
Project Impact Assessment forms will be explained at these
seminars. 
 The goal will be to conduct seminars in each of Peru's
23 departments and thereby reach the branch manager level of allparticipating ICl's. Short-term advisors probably from local
universities or consulting firms will assist the Qntral Bank in
carrying-out these training programs. 
 The cost of contracting con­sultants to assist the Bank will be financed by the A.I.D. Loan in
an amount not to exceed $100,000. Total 
 ',.I.D.financed technical
 
assistance is therefore 
an estimated $300,000.
 



- 28 -

In addition, ICIs may need to contract special
 

expertise on occasion to assist in evaluating technological
 
feasibility and overall merits of sub-loan applications. ICIs
 
will absorb the costs of such technical assistance with a portion
 
of the interest spread retained by the ICI.
 

(3) Sub-borrowers
 

For sub-borrowers, technical assistance will be
 
required for the preparation of studies to support sub-loan applica­
tions. The Central Bank's Special Unit will maintain a listing of
 
qualified local consulting firms with the capacity to undertake
 
feasibility studies and impact justification analyses. Upon approval
 
of the Initial Impact Determination, the Central Bank will advise
 
the ICI and sub-borrowers of the data requirements of the Project
 
Impact Assessment, and make available the listing of qualified
 
consultants. Sub-borrowers will have the necessar studies
, 

completed, and may choose to borrow funds from the Pural Development
 
Agribusiness Fund for this purpose. Up to 4% of the Rural Develop­
ment Agribusiness Fund's resources or approximately $800,000, will
 
be available for such technical assistance. the cost of which will
 
be passed on to benefited sub-borrowers.
 

There are a large number of functioning private
 
consultant firms in Peru with various degrees of experience and
 
technical capability. Annex VIII lists over 100 firms, all of which
 
are maintained on COFIDE's registry of quality, professional, and
 
experienced consulting firms. The fimns included in Annex VIII are
 
those with experience in agricultural and industrial topics. Potential 
investors wishing to undertake agribusiness sub-projects will thus 
have an ample selection of firms from which to choose for the elab­
oration of feasibility and impact studies, and possible continuing 
cG,,sultation aft.,r the establishment and initial operation of their 
sub-projets. Aiile all of the private consulting firms have their 
main office in Lima, this centralization is not expected to create 
major difficulties. All of the firms have the capability of moving
 
teams out to sub-project areas to collect data and do all prelimi.iry
 
work prior to the actual preparation of the feasibility studies.
 

Apart from feasibility studies and impact analyses,
 
the other technical assistance needs of sub-borrowers will be assessed
 
by the participating ICI in the course of its review of an application
 
for a sub-loan. In many instances, the ICI will have oeen an active
 
participant in the sub-project development process and will have
 
identified such needs at that stage, thus assuring that sub-loan
 
design will cover them. With the sub-borrower, the ICI will also
 
assess the possible sources of such assistance.
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It is not possible to determine witl any degree
of accuracy how much technical assistance sub-borrowers will require.
In the case of the less sophisticated entrepreneurs, particularly
cooperatives, technical assistance in administrative, management and
production matters will be important. 
Based on the limited experience
of those banks (Industrial Bank, COFIDE, Agrarian Bank) that have worked
with these entities, an estimated 15% of total sub-project cost may be
needed for technical assistance. Such assistance should be considered
supervisory in nature and its delivery should be a risk reduction
element from the point of view of the participating ICI. On the other
hand, in the case of existing agribusiness which develop sub-projects
serving the rural poor, technical assistance requirements of the agri­businesses will be of lesser impaortance. Some assistance is likely in
production and technology fields. 
 Technical assistance to sub-borrowers
will be included as part of total sub-project cost and will L_ 
sub­mitted in that foii 
to the Central Bank when financing is requested.
 

A final technical 
assistance need for sub-borrowers
relates to the lack of awareness of many potential investor 
ot ail of
the complex procedures and bureaucratic approvals required to initiate
a new enterprise and obtain financing. 
Many doclunents of control and
registration have to be completed, with appropriate clearances fromseveral GOP Ministries. To sub-borrowzers located in smaller market
towns and cities, such procedures are cumbersome 
 and time-consuming.Two solutions to this bottleneck are proposed. First, the CentralBatk's Special Unit will maintain a checklist of required procedureswith a description of necessary steps and clearances. Secondly, theLima-based Sociedad de Industrias maintains a special department
dedicated to this type of activity, and the Bank's Special Unit will
be able to direct Fund applicants facing difficulties to this depart­
ment. 

3. Anticipated Results - End-of-Project Status 

By providing the above Project elements the follow­ing outputs are anticipated: i) at least $19.6 million of investments
financed by the Rural Development Agribusiness Fund over the Project's
life; ii) approximately 9 
- 12 ICI's participating in agribusiness

lending under the program; iii) sub-lending directives 
(the Credit
Manual) distributcd and periodically revised; iv) promotional seminars
held in all of Peru's departments reaching ICI branch office managers;
and v) a project promotion and evaluation system established. Suchoutputs are necessary to achieve the Project's purpose of establish­ing an effective permanent rtediscounting facility and a.program of
promotion and development of agribusinesses which benefit the ruralpoor. 
At the end of the Project we would expect that all Project
funds will have been placed in sub-projects meeting eligibility
criteria, the Fund will be institutionalized with a demonstrated
capacity to maintain its level of refinancing, the real capital value
of the Fund will be equal to at least $19.6 million, and the Fund
will continue as an 
effective and functioning system to identify,

promote, and finance eligible sub-projects.
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III. 
 PROJECT ANALYSIS
 

A. Administrative Feasibility
 

1. Impelementing Agency 
- Central Bank 

a. Rationale for Selection
 

The proposed Borrower and Implementing Agency for
the Project is the Central Bank of Peru. 
 The primary reason 
for
selecting the Central Bank is the Mission's conviction that within
Peru institutional channels capable of delivering benefits to the
rural poor need to be established and/or strengthened.
common thread This is a 
in the rural 

within many of USAID's on-going aiwl proposed programssector. Concern for adequate institutionalmust be of mechanismsforemost imporLance in A.I.D. 's efforts to facilitateflow of benefits to the rural poor. the
Now that other donors have increasedtheir lending for Peruvian agriculture, A.I.D. should not overlook the
potential adverse effects of overloading the handful of traditional
institutions which prese-ntl, serve the sector.the vast The Centralnetwork of the Peruvian banking system 

Bank views 
as a major potentialconduit for stimulating agricultural development.
as a catalyst behind this concept and create an 

A.I.D. can serve
 
atmosphere for develop­ment by: i) seeing that the existing physical infrastr-cture and humanresources are oriented toward solutions to problems faced by the rural
poor; ii) seeing that resources including funds for longer-term lending,
promotion and technical assistance are made available and that the
proper incentives for their utilization are established; and iii) seeing
that the GOP analyzes on a continuous basis the implications of overall
credit policies affecting both the magnitude and sectoral allocations of
credit.
 

The universe of potential ICI's which :ight partici­pate under the Project includes 26 financial institutions consisting of
two state development banks, eleven commercial banks including foreign
banks, six regional banks, the state development corporation, and six
empresas financieras. 
 (See Annex VI for a complete description of
Peru's financial system.)

Bank's 

These will be the targets of the Centralpromotion campaign. Based on Central Bankwith these entities, we 
and Mission discussionsbelieve we can reasonably expect nine twelvetoof these to participate in agribusiness lending under the Project by
the third year 


Annex V). In 
(this is reflected as an output in the Logical Framework,
our view, the participation of 
as many as 
nine inter­mediaries would fully justify the Project's design along the lines of
a rediscount or refinancing facility.
three or four ICIs Indeed, one could argue that as few as
participating and developing agribusiness projects which
 



- 31 ­

benefit the rural poor would indicate success in opening new channels
and spreading the administrative workload among institutins. 
In any
event, the Project Committee has concluded that a refinancing facility
which utilizes existing infrastructure as 
an outreach mechanism has
validity for agribusiness sub-lending. The Central Bank is the only
institution in Peru which is geared-up for and has experience in re­discount operations; it therefore is the logi.cal implementing agent

for the Project.
 

An argument advanced against involving LDC Central
Banks in development is that special credit lines are outside their
expertise and that such banks should 
concern themselves only with

implementing overall monetary policy. 
The Central Bank of Peru refutes
the view that the Rural Development Agribusiness Fund is beyornd their
purview. They cite as 
one of their basic objectives to promote credit
availability and sectoral allocations of credit to insure economic
qrowth, income increases, and a high level of employment. They are very
interested in financing development and in seeing that the sectoral
allocations of credit are 
supportive of the GOP's overall development

strategy. 
At present. that strategy, as articulated in recent planning
documents, gives priority attention to consolidating the gains of the

Agrarian Reform, to increasing production, to arresting the growth of
food imports, to integrating the production and marketing systems, and
to stimulating regional development and decentralization. The Central
Bank therefore believes it has a key role to play in influencing barning
system allocations of credit toward priority sectors, and they are
enthusiastic over the prospects of Participating in a program to en­
courage agribusiness development.
 

The Central Bank also points out that it is already
involved with activities similar to 
those contemplated under the Project.

The Project is administratively attractive in that the Central Bank has
ample applicable experience with other rediscount operations and long­established relationships with the banking system. 
For example, the
administrative feasibility of the rediscounting mechanism has been
demonstrated in the successful operations of the Central Bank's on-going

Selective Credit Program. 
The program was established in the Central
Bank in 1971 in an 
effort to promote credit decentralization and regional
development by refinancing projects approved by the 
state associated
and regional develupment banks. 
The program is for short-term loans
only (generally 180 days). 
 The establishment of the Rural Development

Agribusiness Fund is thus consistent with present Cen.ral Bank activity
and the Bank's self-view of its role and responsibility toward Peruvian
 
development.
 

Furthermore, the Central Bank is 
a prestigious institu­tion that consistently attracts experienced, high caliber, well-trained
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and versatile personnel. This, coupled with the important role the
 

Bank plays in overall GOP policy formulation and the strong interest in
 

the Project by the Bank's highest officials, lead us to believe that the
 

Bank will be able to successfully assimilate the activities of the Rural
 

Development Agribusiness Fund within its organization. A.I.D. has had
 

previous favorable experience with the Central Bank, and the Bank is
 

familiar with A.I.D. loan implementation requirements. For example,
 

the Bank acquired such experience in serving as the fiduciary for the
 

CRECE Fund established under A.I.D. Loan No.527-L-053 which was de­

signed to assist small enterprises located in the Earthquake Disaster
 

The Central Bank capably fulfilled its responsibilities under
Area. 

the program.
 

The Central Bank is also the logical implementing
 

agency because of its unique position at the center of the financial
 

system, with responsibilities for strengthening banking institutions.
 

It is therefore the best vehicle for organizing the delivery of tech­

in project evaluation and
nical assistance and training to ICIs 


impact analysis techniques. The Central Bank does not carry out
 

direct lending, and its impartial reputation should facilitate its
 
state and private
promotional and technical assistance activities among 


banks and potential entrepreneurs.
 

the absence of
The Central Bank is keenly aware of 


agribusiness development programs of the type proposed and the critical
 
stressing
need for such programs. While new GOP planning documents are 


the need for agribusiness development /, such development has been
 
impeded by the ill-defined responsibilities for promoting and administer­

ing agribusiness activities. Agribusiness falls under various sectors'
 

jurisdiction, and there has been a tendency for numerouj institutions
 

to 	separately investigate and develop agro-industrial projects with
 

little or no coordination. The Ministry of Industry and Tourism,
 

Ministry of Food, and Ministry of Agriculture are all somewhat involved
 

in agribusiness sub-project study and development, but many sub-projects
 

with completed feasibility studies tend to die because longer-term
 

credit is not available for financing. The Rural Development Agri­

business Fund could become the focal point for the GOP's new agribusiness
 

emphasis. The promotional activities of the Central Bank could serve
 

to tie together the activities and unify the strategies of diverse
 

entities concerned with agribusiness development.
 

1/ 	The GOP's draft plan "Tupac Amaru" for the period 1977-1980
 

gives particular importance to agro-industrial development and
 

metal working industries supporting agriculture.
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b. Description, Organization, and Staffing
 

From its position as the center of the Peruvian
 

banking system, the Central Bank makes and implements GOP monetary
 

policy, promotes credit availability and allocations to insure economic
 

growth, and regulates operations of all banks in Peru. It has at its
 

disposal a wide array of monetary policy instruments to control credit
 

expansion and to channel commercial bank credit toward specific economic
 

sectors. These instruments include rediscount operations, legal reserve
 

set interest rate ceilings on loans and
requirements, the power to 

Section III.B. discusses the
deposits, and selective credit controls. 


The Bank's Organic
utilization of these instruments in recent years. 


Law provides for the contracting of external debt and the establishment
 

of special promotion funds for administration by the Bank.
 

The chief official of the Central Bank is the President
 

of the Board, but the policy making power rests with the full membership
 

of the Board of Directors, composed of high-ranking officials of the
 

Ministry of Economy and Finance and representatives from the major state­

managed banks and the private sector. Responsibility for implementing
 

Bank policy rests with the Genera]. Manager, five Managers, and three
 

Deputy Managers, all highly-qualified professionals having considerable
 

banking experience.
 

organizationally the Central Bank is divided into the
 

following five major divisions: i) Credit and Financial Regulation;
 

ii) Treasury and Accounting; iii) Administration; iv) Economic Studies;
 

and v) Foreign Operations. The principal office is located in Lima,
 
As the
with branches in Piura, Trujillo, Arequipa, Cuzco, and Iquitos. 


Credit and Financial. Regulation Division is responsible for administering
 

the Bank's other credit lines and rediscount activities, the Central Bank
 

has indicated its intention to create a special office with full-time
 

personnel within this Division for the purpose of carrying out the
 

Figure 2 depicts the Central Bank's organization, with an
Project. 

emphasis on the Credit and Financial Regulation Division.
 

This Division is further divided at present into two
 

Money and Credit and Internal Operations. The Money and
departments -


Credit Department is responsible for programming and analyzing the
 

credit programs of the Central Bank and the activities of the financial
 

an efficient team of economists, financial
system, and is staffed with 


analysts, and banking specialists. The Internal Operations Department
 

administers and accounts for the flow of funds from the Central Bank
 

to financial institutions under the Central Bank's various credit
 

The department is capably staffed with professionals with
activities. 

much experience in credit operations.
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In total, the Credit and Financial Regulations

Division contains 51 professional employees, allocated as 
follows:
 

A&ministra- Economic
 
Department 
Eccnomists Lawyers Accountants tors Technicians Technicians
 

Directorate 1 1 ­ - -

Money and
 
Credit 13 
 - 2 ­ 7 8
 

Internal
 
Operations 3 1 1 
 1 2 11 

17 2 3 
 1 9 19
 

The existing capacity of this Division will provide support to the Special

Implementation Unit charged with carrying out the Project.
 

c. Special Implementation Unit
 

The Central Bank recognizes that the Project will require

capable full-time personnel assigned to promote and implement the program.

The new unit will report directly to the manager of the Credit and Financial
 
Regulation Division, to assure that the Project receives the necessary

attention from the Central Bank's top officials. The Special Unit most
 
likely will consist of a multi-disciplinary group of five professionals

and one 
secretary with the following areas of expertise: i) Director-

Economist; ii) Assistant Director-Economist; iii)Promotion Specialist-

Agricultural Engineer; iv) Financial Analyst; v) Administrative Officer;

and vi) Clerical-Secretarial. In addition, there will be a Central Bank
 
official serving as the Fund's promotor in each of the Bank's five

regional offices, to serve as 
a link between the regions and the Special

Unit. The principal functions of the Special Unit will include the
 
following:
 

i) Promotion. As previously described, the Unit will

actively publicize the program through the design and development of
 
pamphlets and brochures and the use of mass media. 
 Travel to all areas
 
in Peru will be undertaken on a regular basis to initiate and maintain
 
contact with existing agribusinesses, interested investors, and ICIs.
 

ii) Service. 
The Unit will provide assistance to

potential users of the Fund, particularly to explain to applicants the
 
necessary steps 
to be completed for obtaining a sub-loan. The Unit will

advise investors of possible sources of technical assistance, particular­
ly for the preparation of feasibility studies.
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iii) Training Sponsorship. 
The 	Unit will be responsible
for organizing seminars for ICI branch managers. 
Topics to be addressed
at these seminars will include sub-project eligibility requirements, impac
identification formats, and sub-project promotion techniques.
 

iv) 	Control. 
Control will be exercised by the Unit
to check impact identification formats, 
to analyze, where necessary,
applications and feasibility studies, to check on the progress of out­standing applications pending ICI approval, and to evaluate sub-project
results. Enterprises financed under the Project will be visited roughly
one year following sub-project approval to verify the impact of the sub­
projects.
 

v) Administrative. 
The 	Unit will maintain records
on expected sub-project impacts, in the form of the Project Impact
Assessment, as well as 
account for sub-project disbursements, commitments,
and Fund availabilities. Administrative functions will also include
personnel control, scheduling of trips, management of the budget of the
Special Unit as 
well as keeping the Central Bank and the Mission informed
of the activities and progress of the Fund.
 

The Special Unit's greatest responsibility will be to
serve as a liaison between the various project participants, linking
investors to public sector promotion activities, linking investors to
consultants, and linking investors to financial institutions. Clearly,
the Unit's success will largely depend on the quality of personnel
assigned to the program and the support for the program by Bank executives.
On both counts there is no basis for concern as the Bank personnel are of
high caliber, well trained, and versatile. Top officials of the Bank place
high priority on the Project, and throughout the phase of Project develop­ment the Central Bank has assigned highly qualified and competent staff
to work on Project design and analysis. Continued support and the
staffing of the Special Unit with dedicated and qualified staff is
 
anticipated.
 

d. 	Conclusions Regarding Central Bank's Administrative
 
Capacity
 

In conclusion, the Mission believes the Central Bank
possesses the capacity to successfully execute the Project. 
 It has
carried out development credit activities with no noticeable impairment
to or erosion of the performance of its traditional functions. 
The
addition of the Rural Development Agribusiness Fund to its activities
will not create a major resource drain away from the Central Bank's
financial and economic management duties. 
The 	Bank has a keen interest
in financing agribusiness development in support of
development strategy. the GOP's overall
A.I.D.'s support of the Agribusiness Fund will
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help create an atmosphere for development not likely to otherwise exist
 
by establishing a new institutional channel capable of benefiting
 
the 	rural poor. A.I.D., 
which has financed similar programs elsewhere,
 
can 	orient the Central Bank toward building eligibility criteria and
 
impact analysis requirements into the operations of the Agribusiness

Fund so that selected sub-projects genuinely alleviate constraints
 
faced by the rural poor.
 

2. 	Secondary Agencies - Participating Intermediate Credit
 
Institutions (ICIs)
 

a. 
Description and Expected Participation
 

Annex VI provides a complete description of Peru's
 
financial system. The potential ICIs 
 which may participate under the
 
Project may be categorized as follows: i) the state development banks;
 
ii) the commercial banks; 
and iii) non-bank financial intermediaries
 
including financieras (investment companies) and the state development
 
corporation (COFIDE).
 

There are five state development banks in Peru cf which
 
only two are expected to participate under the Project: the Agrarian Bank
 
and the Industrial Bank. The Agrarian Bank is the largest supplier of
 
credit to the agricultural sector, offering lines of credit to farmers
 
for the purchase of annual production inputs , the expansion and improve­
ment of farming and livestock enterprises, the purchase of on-farm capital

equipment, forestry development, and the marketing or processing of agri­
cultural products. Its authorized clientele include the associative
 
enterprises (service and production cooperatives, SAIS, Centrals, etc.)

and individual landowners. The Agrarian Bank's Organic Law permits it
 
to lend for agribusiness activities (i.e. agro-industrial processing or
 
services) only when such activities are being undertaken by the producers
 
or associative enterprises, including Centrals, the agricultural

cooperative federations. Agro-industry sub-lending to these groups
 
accounts for less than one percent of Agrarian Bank annual lending

activity. 
The Agrarian Bank is likely to develop some agro-industrial
 
or service sub-projects meeting eligibility criteria. 
As noted, potential

sub-projects are being identified and studied under A.I.D. Loan 527-T-058
 
for Centrals far in excess of fundings availabilities under that program.
 
However, apart from potential Centrals sub-projects, the Project

Committee does not foresee the Agrarian Bank participating to a major

degree under the Rural Development Agribusiness Fund in the near term.
 
This view is held given the Agrarian Bank's almost exclusive concentra­
tion on providing production credit and on-farm credit related to the
 
production process and the fact that the Agrarian Bank will be heavily

occupied developing, analyzing and effectively implementing the following:

i) A.I.D. loan 527-T-058, Central Development, in the amount of $7.0 million
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with an equivalent counterpart contribution; ii) the new IDB loan in
 

the amount of $30.0 million with an additional $20.0 million counter­
part contribution; iii) the credit fund under A.I.D. loan 527-T-059,
 

Sierra Irrigation, in the amount of $3.0 million ($1.0 million A.I.D.
 
loan and $2.0 million counterpart); iv) completing IBRD loan 933, in the
 

amount of $25.0 million; v) a probable new IBRD loan on the order of
 

$30.0 million, with additional counterpart requirements; and vi) a credit
 
fund to b! es-tablished under the proposed A.I.D. Sub-Tropical Lands
 

Development Project.
 

The Industrial Bank offers credit to a wide range of
 

industrial borrowers, including agribusinesses involved in the marketing,
 
conservation, and processing of agricultural products. The bank lends
 

to individuals, cooperatives, reformed private sector enterprises (i.e.
 
those with industrial communities), small and medium private sector
 
industries, and social property enterprises. The Industrial Bank has
 

experiencedand competent staff capable of promoting and appraising
 
development credits for industry and is expected to be a major partici­
pant under the Rural Development Agribusiness Fund.
 

The commercial banks when considered as a whole
 
constitute the most important financial internediary in Peru, and the
 

main institutional source of ,dustrial finance. The commercial banking
 

system includes seven banks which have their main office in the Lima/
 

Callao area (three of which are the so-called "associated banks"), six
 

regional banks which have a separate legal basis, two private development
 

banks, one savings bank, and the branches of four foreign banks. Of
 

these twenty ICIS ten are likely Project participants - the three
 

associated banks, the six regional banks, and the Banco de Credito, the
 

largest private commercial bank in Peru. The associated banks are those
 

in which the GOP has acquired a majority interest and are the Banco
 

Popular del Peru, Banco Internacional del Peru, and the Banco Continental
 

del Peru. There is no distinction between the private national commercial
 

banks and the associated banks in regard to legal reserve requirements
 
and credit regulations. The regional banks include the Banco Regional
 

del Norte, Banco Nor-Peru, Banco de los Andes, the Banco-Sur Medio, the
 

Banco Sur del Peru, and the Banco Amazonico. In an effort to promote
 

balanced growth throughout the different regions of the country, the
 

regional banks receive tax benefits and other incentives to stimulate
 

investment in the regions where they are authorized to operate.
 

Banking policies of the commercial banks are similar. 
In general, they extend credit to all economic sectors and to borrowers 
who may be individuals or groups, reformed or traditional. Historically,
 

the commercial banks have tended to make loans and credits of a relatively
 

short-term nature. Industrialists also frequently have financed their
 
longer-term investment requirements by rolling over short-term commercia.
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bank credit. 
Lending to industrial clients has grown significantly over

the years from 27% of their outstanding portfolio in 1968 to 38% in 1975.
 
Their credits are all in locai. currency and their liabilities are
 
composed of various types of deposits, e.g., demand deposits, savings

deposits, and tern deposits. 
 The ten commercial banks cited above all
 
have expressed enthusiasm for participating under the Rural Development
 
Agribusiness Fund.
 

Finally, the Central Bank will also attempt to promote

utilization of the Fund by the 
seven financieras and COFIDE, which are
 
non-banking financial intermediaries. While the financieras do provide

medium and long-term credit for investment purposes, they have not as
 
yet engaged in significant developmental operations, i.e. identifying

projects, undertaking the related studies, and fomenting; the development

of new enterprises. 
 Little credit has been extended to the agro­
industrial field. While financieras are potential users of the Rural
 
Development Agribusiness Fund, the [roject Committee does not anticipate
 
significant participation in the near-term.
 

COFIDE, the state development corporation, was
 
established in 1971 to stimulate and promote Peruvian entrepreneurial

activity, coordinate and guarantee the financing of state enterprises,

mobilize resources for priority investment projects, and expand the
 
domestic capital market. 
From the time it began operations in 1971
 
through 1976, COFIDE financed forty agro-industrial projects which in
 
monetary terms represented 1.6% of total credittheir operations over 
the period. Large scale basic industries such as petroleum, mining,
and energy have received the bulk of COFIDE's financing. Also, roughly
60% of COFIDE's loans have been directed to state enterprises. With 
this orientation likely to continue, COFIDE should not he viewee as a
major conduit for the financing of agribusinesses which must show direct 
linkages and benetits for the rural poor. 
 However, COFIDE's Technical 
Division does have a lumited number of agro-industrial sub-projects under
study which could qualify for Rural Development Agribusiness Fund 
financing. The Central Bank's Special Unit will maintain close contact
with COFIDE to encourage the financing of eligible sub-projects, either
 
by COFIDE or another financial intermediaty.
 

b. Coverage
 

The potential participating ICIs maintain a vast
 
-
network of branch offices throughout the aountry, a demonstrated in
 

Table III. In total, there are 
688 branch offices if which 333 are
 
located outside of Lima. 
 All 23 of Peru's depart 2nts are served by

this banking infrastructure. 
The Banco de Cred-L o has the largest

number of offices (203), followed by the Banco Popular (161), 
Inter­
nacional (105), Continental 
(66), Agrarian Bank (59) and Industrial
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Bank (21). 
 The coverage of the financial system is considered adequate
to assure that agribusiness applicants will have little difficulty in
establishing initial contact with the financial institutions of their
choice. 
The autonomy of the ICI branch offices to approve sub-loans
varies greatly from case to case. 
For some ICIs, the branch offices
will only serve to identify sub-project possibilities, and to discuss
Fund criteria with interested investors. 
In these cases, the subsequent
appraisal and approval of sub-projects will be exercised by the ICI
central offices. 
 Given the manageable number of sub-projects expected
to be financed by any one ICI, this is 
not expected to be a deterent
to the timely utilization of Project funds. 
The Central Bank's
Special Unit, however, will need to keep abreast of the 
status of
the processing of sub-projects which have met initial impact criteria
with the aim of minimizing delays in the ICIs 
review of aplications.
 

c. 
Staffing Implications
 

A review of the potential ICIs indicated that they
all possess the necessary installed capacity to analyze sub-borrowers,
credit worthiness, to assess financial viability of sub-projects, to
draft legal documents pertaining to the sub-lending process, and to
disburse, account for, and recuperate sub-loan funds. 
 Ic.wever, with
the exception of the larger banks, most of the ICIs 
do not maintain
technical staff 
(e.g. engineers, industrial specialists) to assist
with the evaluation of sub-project proposals. 
 In discussing this issuethe ICIs, it was concludedwith that the full-time contracting ofpersonnel to fulfill this function would not be warranted. Rather,
the ICIs 
believed that this gap could be best filled by the contracting
of technical personnel on a short-term, as needed basis. 
The ICIs
would seek an outside technical opinion regarding technical feasibility
upon the presentation of a feasibility study by an investor. 
Most
of the ICIs 
surveyed have utilized this system previously. An ample
supply of consultants capable of providing this service to the ICIs

is indicated in Annex VIII.
 

The costs to the ICI of obtaining such opinions will
be small, and easily absorbed within the interest spread retained by the
ICI. Indeed the marginal costs to the ICIs 
to participate under the
program will be negligible, when compared with the magnitude of
administrative costs necessary to manage their current operations.
Since each participating ICI will be handling a limited number of sub­projects, the Project is not expected to create further demands 
on
ICI staff and resources which could not be accommodated by existing

installed capacity.
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d. Conclusions Regarding Capacity
 

Of Peru's total financial system, sufficient institu­
tions have been found to possess the necessary interest in acribusir.ess
 
lending, in terms of willingness and ability to promote and finance sub­

projects which are consistent with the Project's purpose. The geographic
 
distribution of these institutions is widespread. The ICIs generally
 
will be able to rely on existing capacity to participate under the
 
program, and, as described elsewhere, the financial incentives necessary
 
to induce utilization of this capacity are considered to be adequate.
 

The Project Committee concludes that the designated ICIs will be able
 

to capably carry out their role in implementing the Project.
 

B. GOP Policy Analysis and Implications for the Project
 

1. An Overview
 

The monetary policy instruments in Peru which have the
 
most impact upon the supply of money and volume of credit are legal
 
reserve requirements and the volume of Central Bank credits, i.e.,
 
rediscounts and direct credits. Selective credit controls and statutory
 

interest rate maximums are policy instruments of lesser importance in
 
controlling the supply of money and volume of credit, but they are
 

important in determining the allocation as well as the cost of credit.
 

The period 1962-1969 was one of relative inactivity in
 
the use of monetary policy instruments. Although the Central Bank re­
gulated all interest rates and impo-ed legal reserve requirements on
 
domestic and foreign deposits, they were changed infrequently. There
 

were no portfolio requirements on commercial banks or other financial
 
intermediaries. The supply of money was controlled mainly by movements
 
in the Central Bank's credit to the public sector and its rediscounts
 
with the banking system.
 

Beginning in 1969 governmental policies in the area of
 

credit allocation became more explicit and refined. Up to 1969 there
 

were few specific policies apart from those which defined the scope of
 

various financial intermediaries and, in particular, the credit
 

activities of the state development banks. In regard to commercial
 

banks, in the period 1969-1976 legal reserve requirements were employed
 

simultaneously as an instrument of control over the supply of money and
 

as an instrument to channel funds to other financial institutions. In
 

addition, specific loan portfolio requirements were applied to commercial
 

banks.
 

During the period 1962-1975, interest rates remained
 

relatively rigid in regard to credits and savings deposits. On the
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lending side, from 1968 on there was a tendency toward increasing
diversity in the rates applied to credits of particular types and
purposes, particularly by the state development banks. 
Since mid­1976 there have been two increases in the structure of interest rates.
These increases affected the liabilities and assets of all financial
 
intermediaries.
 

The following sections summarize current GOP credit
policies and implications for the Project. 
 In some cases, the Project
Committee has concluded that some policy changes should be considered
in order to facilitate the attainment of the Project purposes.
 

2. Legal Restrictions
 

Presently, commercial banks in Peru axe prohibited by law
from lending at terms 
in excess of one year. 
While commercial banks
can circumvent this by rolling over credits to effect medium-term
financing, the restrictions have discouraged commercial banks from
attempting developmental lending and appraisal of longer-term projects.
The decree establishing the 
Rural Development Agribusiness Fund will
specifically authorize all participating ICIs 
to engage in medium and
long-term lending for agribusiness sub-projects.
 

3. Reserve Requirements
 

Until November 1976, 
legal reserve requirements applied
to commercial banks were relatively complicated, consisting in minimum,
basic, and marginal requirements on deposit liabilities without regard
to the type of liability and a complicated set of regulations whereby
a sizeable portion of 
reserves could 5e invested in securities of the
state development banks. 
The GOP made sweeping changes in commercial
banks legal reserve requirements in The period November 1976 
- March
1977. 
The effect of these changes was to redirect the flow of reserves
from commercial banks to the Central Bank rather than theto staredevelopment banks. The new system (see Annex VI) lessis complexmore in accord with the use of reserve requirements 
and 

s an instrumentof effective monetary policy to control the voluime 
of money. The
Central Bank does not appear to be anxious at present to experimentfurther with reserve requirements, and further 
changes in the policy
area are not considered desirable at this time.
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4. Interest Rate Policy
 

As noted, from 1962-1975 interest rates remained relative­
ly rigid in Peru with regard to credits and savings deposits. Through­
out this period the maximum interest charge allowed to commercial banks
 
or loans and overdrafts was 12 percent per annum plus a 1 percent
 
commission. Interest rates on savings deposits (typically 5 percent)
 
and time deposits (typically 7 percent) remained fixed throughout the
 
1962-1975 period.
 

Important changes were made in interest rate levels in
 
1976 and 1977. The Central Bank was empowered to make changes in a
 
broad array of interest rates on loans and deposits by means of Decree
 
Law 21504 (May 25, 1976).L/ Annex VI, Table IV indicates the basic
 
interest rates paid on the major types of deposits and fixed-yield
 
securities issued by Peruvian financial intermediaries as of June 30,

1976, as of July 1, 1976 and as of March 1, 1977, and Annex VI, Table V
 
indicates the basic interest charges on the major types of credits
 
extended by Peruvian financial intermediaries at these same dates.
 

The basic interest charge on short-term credits was raised
 
from 12.0 percent per annum to 17.5 percent per annum. The basic charges

for medium and long-term credits were also increased, but the magnitude

of increase and absolute rates of interest vary greatly depending upon
 
the financial institution, upon the purpose of the credit and, in some
 
instances, upon borrower characteristics.
 

The relative rigidity in the structure of interest rates
 
during the period 1962-1975 was maintained in the face of substantial
 
fluctuations in the rate of inflation, and furthermore interest rates
 
were low in comparison with an average annual inflation rate of
 
approximately 10 percent. Low real interest rates could exist because
 

1/ Decree Law 21504 modified Article 59 of the basic charter of the
 
Central Bank giving that institution the power to increase interest
 
rates up to maximum set by the Executive Power by means of a Supreme
 
Decree emitted by the Ministry of Economy and Finance. Previously
 
the charter stated that the Central Bank could not authorize interest
 
rates which exceeded the maximum established by general and specific
 
laws.
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profits relate principally to the spread on the funds loaned by
 
fin.,ncial intermediaries rather than to absolute interest rates, which
 
.nay be positive or negative in real terms (i.e. the interest rate less
 
the rate of inflation).
 

In any event, the Government of Peru has become convinced
 
that higher interest rates are necessary to prevent large-scale
 
disintermedlation and has increased interest rates twice in the past
 
year. While it would not be rea)i.stic to expect the Government to
 
enact positive interest rates in real terms immediately, the recent
 
changes mark a major shift in policy. The Government has indicated
 
that it does have the longer-range goal of moving toward positive real
 
interest rates, a goal that may be obtaine by successive reductions
 
in the rate of inflation and/or further increases in institutional
 
interest rates.
 

The Mission believes that the Loan could be utilized
 
to reinforce the Central Bank's demonstrated concern for an adequate
 
interest rate structure through the negotiation (and inclusion within
 
the Loan Agreement) of the following:
 

a. 	A confirmation of the GOP's longer term goal of
 
moving to positive interest rate levels in real
 
terms;
 

b. 	An agreement to establish for the Rural Development
 
Agribusiness Fund interest rates in line with the
 
rates available in Peru for comparable types of
 
credit; and
 

c. 	An agreement to adjust interest rates for the Rural
 
Development Agribusiness Fund whenever necessary to
 
maintain parity with comparable credit lines.
 

Based on the above, the Project Committee foresees an
 
initial interest rate level for Project sub-loans greater than the
 
rates originally contemplated in the PID and PRP. Interest rates are
 
further discussed in section III.C., Financial Analysis.
 

5. 	Indexing
 

The indexing of interest rates on medium-term loans to a
 
rate of inflation is at present a practice that is not employed or permitted
 
on any credits made by Peruvian financial intermediaries. The GOP has
 
adopted strong measures to contain inflation and wishes to avoid any
 
formal indexing which could institutionalize or perpetuate inflation.
 
However, the lack of indexing does not signify that interest rates have
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been stable. As noted, above, during the past year two significant
 
upward adjustments were made in interest rates on all types of deposits
 
and credits. It is significant that interest charges on outstanding
 
loans (including medium-term loans) were increased as well as the
 
interest changes applicable to new or potential loans. (There are
 
some exceptions to this rule, e.g. some outstanding credits of the
 
Housing Bank). Apart from a possible theoretical basis for indexing
 
we see no reason in favor of indexing the principal and interest
 
charges on one credit line when all the other credit lines are not
 
so indexed and compelling reasons why indexing should not be applied
 
to one credit line in isolation from all others. However, interest
 
charges on loans from the Rural Development Agribusiness Fund should
 
be adjusted (both in regard to outstanding and potential loans) when
 
there is a generalized increase or decrease in interest charges.
 
These adjustments should be relatively automatic and triggered by
 
general re-adjustments of interest charges on the assets and liabilities
 
of Peruvian financial intermediaries. By applying interest rate changes
 
to outstanding loans, a variant of inflation correction is built into
 
the program.
 

6. Portfolio Coefficients
 

Loan portfolio requirements for commercial banks were
 
instituted in 1969 and the present requirement is that the Lima-based
 
commercial banks must allocate at least 60 percent of the total increase
 
in credit (over a 1969 base) to first-priority and second-priority
 
industries, or alternatively, must purchase Public Investment Bonds by
 
the amount of the total deficiency. First priority industries are
 
basic industries such as steel, non ferrous metals, chemicals,fertilizers,
 
cement, paper, and essential capital goods; second priority industries
 
are manufacturers of essential consumer goods for use in productive
 
activities. Agribusinesses fall within the first and second categories
 
and are thus an eligible recipient for the purposes of meeting the 60
 
percent requirement. The previously cited increase in industrial lend­
ing by commercial banks appears to have been partially due to the effect
 
of the portfolio guidelines.
 

As a stimulus to ICI participation under the Project, the
 
following policy measure will be incorporated in the Loan Agreement to
 
facilitate the attainment of the Project's purpose.
 

Projects developed by commercial banks under the Rural
 
Development Agribusiness Fund will be counted toward meeting the loan
 
portfolio requirements even though the project financing will not be
 
principally based on utilization of commercial bank resources.
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7. ICI Counterpart
 

The Central Bank accepts the principle that, from the
 
point of view of making more resources available, it is desirable for
 
ICIs having access to the Fund to provide counterpart funds to the
 
sub-projects they submit to the Central Bank for Fund financing. This
 
can be accomplished by limiting the percentage of a sub-loan eligible
 
for rediscount to some percentage less than 100 percent of the amount
 
lent. However, the Central Bank points out that currently the lending
 
system faces severe liquidity problems and that an overly stringent
 
contribution requirement would be counterproductive to achieving the
 
Project's purpose if ICIs refrain from participating for lack of
 
resources. Since agribusiness lending will be a new activity for many
 
ICIs and given the present liquidity problem, the Central Bank
 
prefers to initiate the program with a high rediscount rate - 90%, with
 
10% to be contributed by the participating ICI. This represents a
 
change from the 100% refinancing proposed by the Central Bank during
 
PRP preparation. Based on discussions with ICIs and the Bank's
 
knowledge and analysis of overall liquidity, the Central Bank is
 
convinced that 10% is the maximum contribution that can be expected
 
of ICIs at the present time. The rediscount percentage is further
 
discussed in the Financial Analysis section.
 

In establishing the Rural Development Agribusiness Fund
 
the Central Bank will need to continuously analyze the adequacy of the
 
various incentives available, including rediscount percentage and
 
interest rate spreads, to achieve the desired level of ICI participa­
tion. Through Project evaluations, a framework will be established
 
for periodically assessing these variables. Such evaluations may lead
 
to recommendations for upward or downward adjustments in the ICI
 
counterpart contribution requirements.
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C. FINANCIAL ANALYSIS 

1. Financial Plan
 

In the following Table, we have summarized the sources and appli­
cations of all cash resources 

establishment 
 that will be mobilized by the
of the Rural Development Agribusiness 
Fund.
 

TABLE IV
Sources and Applications 
of Resources Generated by the Project
 
(Million of US$)
 

Central 


AID Sub-

SOURCES


Bank 
 ICI 
 Borrower
 
Foreign 
 Local 
 Local 
 Local
-aplication Local
 
Exchange Currencv Currency Currency Currency Total


Resources 


generated
for sub-loans 

4.4 
 10.3 
 4.9 
 2.2 
 3.8
Technical 25.6
 

assistance 

.2


Administration, .1 
 _
 

motion 
 pro­& evaluation 

-

4.6 
 10.4 
 5.0 
 2.1 
 3.8 
 26.0
 

The first line of the above table shows
rediscounted 

that the first round of
 

loans will result in the financing of various agri­
business enterprises with a combined value of $25.6 million. 

this amount, the sub-borrowers Of15% may be expected to put up a minimum
 

or $3.8 million of their own funds.
paper on 
 We have used 15%
the assumption that approximately for this
will be new ventures requiring 50% of the sub-projects

the sub-borrower 
 a 30% cash or in-kind investment bythe remaining 

(i.e. normal ICI debt/equity requirements)sub-projects 
 and
equity will -'et 
will be expansions where the existingthe ICIs requirements-the agribusiness sub-projects, The remaining portion of$21.8 millioi-
 ($25.6 million - $3.8a ratio of 90:10. 

million), will be financed by the Fund and the participating 
ICIs 
on
in this section.) 
(The basis of the 90:10 ratio is discussed later
Thus the Rural Development Agribusiness Fund will
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provide $19.6 million and the ICIs will put up the local cunncy
equivalent of $2.2 million. 
It is estimated that 30% of the A.I.D.
Loan contribution to the Fund will be required to cover 'the foreign

exchange costs of imported commodities.
 

The technical assistance component will cost an estimated $0.3
million of which $0.2 million will be used to cover the foreign ex­change costs of short-term consultants, seminars, publications, etc.
The Central Bank will provide during the initial 12-18 months of
the Project the local currency equivalent of $0.1 million to cover
administration, promotion and evaluation costs of the Special Unit
set up within the Central Bank. 
By the time these funds are exhausted,
the Rural Development Agribusiness Fund will be generating sufficient
cash flows to cover 
these costs.
 

AID and the Central Bank will maintain sufficient funds in Agri­business Fund theto cover estimated disbursements for a 90-day period.All deposits to the Fund will include disbursements from both AID
and the Central Bank on a ratio of 3:1 respectively.
 

The mechanics of disbursements by the Central Bank from the Fund are
 
as follows:
 

1) The ICI completes and submits to the Central Bank documentation
for 100% of sub-projectcosts for previously approved sub-projects.
 

2) The Central Bank approves or rejects the documentation. 
If it
accepts, the Central Bank will disburse to the ICI 
 90% of those
sub-project costs requiring financing.
 

3) Subsequently, the Central Bank will submit to AID evidence ofdisbursements to the ICIs and AID will reimburse the RuralDevelopment Agribusiness Fund concurrently with the Central Bank on the predetermined 3:1 ratio.
 

2. Budget Analysis for Special Unit
 

Table V summarizes the annual costs of administration, promotion and
evaluation for the Central Bank's Special Unit. 
We consider the
budgeted costs of the Special Unit to be minimum costs since the Unit
will operate within the existing Central Bank organizational structure.
The Central Bank presently handles rediscount operations and the Fund
consequently represents something which can be easily absorbed by the

Bank.
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TABLE V
 

RJRAL DEVELOPMENT AGRIBUSINESS FUND
 

Condensed Proposed Operation Budget - Central Bank
 
(US$ 000)
 

Cost
 
Categories 1 2 3 4 5 6 
 7 8 9 10
 

1. Salaries 	 28 30 33 37 
 41 44 49 54 59 65
 

2. Operating Expenses 8 
 8 9 10 11 12 13 15 16 18
 

3. 	Fixed one time
 
expenses 9 ­ - - -

4. Travel Costs 9 10 11 12 14 15 17 18 20 22
 

5. Promotion 	 15 15 - ­ - - - - - -

6. Evaluation - ­ 40 - - ­ - - - 60 

7. 	Representation
 
expenses 
 1 2 2 2 2 2 2 3 3 3
 

8. Unforeseen expenses 2 2 2 2 2 3 3 3 4 4
 

TOTAL 72 67 97 
 63 70 76 84 
 93 102 172
 

Note: All cost categories through years two to ten are assumed to increase
 

by 10% per year for inflation.
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The Special Unit appears to be adequately staffed by the following
 
personnel: Director - Economist; Assistant Director - Economist;
 
Secretary; Promotion Specialist - Agricultural Engineer; Financial
 
Analyst; Administrative Officer; and Drivers (2).
 

The budget provides the local currency equivalent of $15,000 per year
 
for promotional activities during the first two years of operation of
 
the Fund. At the end of the third year, a provision for the local
 
currency equivalent of $40,000 will cover the cost of an extensive
 
evaluation of sub-projects. Additionally, the Central Bank has set
 
aside another $60,000 for a second evaluation during the tenth year
 
of the Fund's operation.
 

As mentioned previously, the Central Bank will provide the equivalent
 
of $0.1 million to cover the costs listed in Table V. This will be
 
sufficient for approximately 12-18 months. As these funds are exhausted,
 
cash generations from the reflows will be utilized to cover the expen­
ses of administering the Rural Devebpment Agribusiness Fund. Should
 
there be an delay in the receipt of adequate reflows under the Fund,
 
the Central Bank would continue to make available from other sources
 
adequate funds and resources to admirister the Project.
 



- 52 ­

3. 
Cash Flow Analysis and Fund Projections
 

A ten-year cash flow projection of the Agribusiness Fund is shown
in Table VI. 
 The various assumptions used to prepare this projec­tion are explained as 
footnotes in the Table. 
 The projection is
denominated in dollars since the Central Bank will be required to
maintain the local currency equivalent of the dollar value of the
 
Fund.
 

The projection shows that by using a six-year maturity for sub-loans
the Fund will be able to maintain tha high level of sub-loan activi­ty even after the original injecticn of if.s from AID and the Central
Bank have been disbursed. 
 In addition, thL 
Fund will be self sus­taining by generating sufficient interest income each year to 
cover
all debt servicing (interest and principal repayments) of the AID Loan
as well as 
the Fund's overhead costs.

credit risk on 

Since the ICIs will assume the
all sub-loans no decapitalization of the Fund is anti­cipated. 
 It is interesting to note that the projection anticipates 18sub-loans in the first year of operation and then for theyears the annual number of 
next nine 

new sub-loans fluctuatesexcept for the between 30 and 37,fifth year when the number drops to 26. The reason forthe drop in the fifth year is that this is the first year that the
fund must operate solely on reflows and the reflows in the fifth year
are not adequate to maintain such a high level of activity. 
 It can
also be noted that there is a slight drop in the level of new sub­loans in the eighth year, the first year that the Fund will begin to
 cover principal repayments to AID.
 

The lending targets projected appear reasonable given the extent of
potential demand for such financing already identified and the use of
the ICIs with their numenus offices as 
the outreach system for stimu­lating additional sub-project demand and assuming effective implemen­tation of the promotional element of the program by the Central Bank.
 

4. 
Interest Rate and Rediscount Mechanisms Analysis
 

The maximum interest rate charged on funds loaned by participating
financial irtitutions will be 16%, with no additional commission
charges. The rediscount rate charged ICIs by the Central Bank will
be 9% on the 
total amount rediscounted. 
However, eligible sub-loans
will be rediscounted by the Central Bank for only 90% of the sub-loan
amount, and the remaining 10% will come 
from the ICIs loanable funds.
The interest earned on the sub-loans will be divided in such a manner
as to result in an effective interest rate earned by the Central Bank
and the ICIs of 8.1% and 7.9% respectively. Table VII
illustrates the effective interest rates accruing to the ICI and the
 
Central Bank:
 



TABLE VI 

RURAL DEVELOPMENT AGRIHSINESS FUND 
CASH FLOW PROJECTION AND ESTIMATED FUNDING LEVEL 

(U.S. $000) 

1 2 3 4 5 6 7 8 9 10 

Beginning Balance - 104 94 101 102 206 40 221 222 143 

I. Receipts 
- Sub-loans 
A.I.D. Loan 
Central Bank 

- Technical Assistance A.I.D. Loan 
- Administration, Promotion and 
Evaluation by Central Bank 

- Collections 
a) Principal 
b) Interest 

Total Receipts 

3000 
1000 
100 

72 

-
135 

4307 

4500 
1500 
100 

28 

400 
558 
7086 

4500 
1500 

50 

1340 
1114 
8504 

2700 
900 , 
50 

2670 
1694 
8014 

4250 
2034 
6284 

5711 
2124 
7835 

6607 
2258 
8865 

7212 
2419 
9631 

7527 
2413 
9940 

7462 
2490 
9952 

II. Disbursements 
- Sub-loans made 
- Interest on A.I.D. Loan 

- A.I.D. Tech. Assist.Expend. 
- Central Bank Administration, 

Promotion and Eva.Exp. 
- Principal Amortz. A.I.D.Loan 
Total Disbursements 

4000 
31 

100 

72 

4203 

6800 
129 

100 

67 

7096 

8100 
250 

50 

97 

8497 

7600 
300 

50 

63 

8013 

5810 
300 

70 

6180 

7625 
300 

76 

8001 

8300 
300 

84 

8684 

7950 
433 

93 
1154 

9630 

8350 
413 

102 
1154 

10019 

8350 
394 

172 
1154 

10070 

W 

III. Cash Balance 104 94 101 102 206 40 221 222 143 25 

Outstanding Portfolio 4000 10400 17160 22090 23650 25564 27257 27995 28818 29706 

Annual Sub-Loans Extended 18 30 36 34 26 34 37 35 37 37 
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TABLE VI (Cont'd)
 

ASSUMPTIONS:
 

1) Total resources provided by AID $14.7 million and
 
Central Bank $4.9 million = $19.6 million.
 

2) Average sub-loan size $250,000. Amount rediscounted
 
$225,000. 

3) Average terms: 6 years, 1 year grace period. 

4) Interest rate: 16% to end-user, 8.1% return to 

Central Bank and 7.9% to ICIs. 

5) 	Slow payment: 20% of the sub-borrowers will make
 
principal repayments one year after due date. Since
 
ICIs will assume the credit risk, they will be
 
required to make good all repayments more than one
 
year delinquent.
 

6) 	Interest rate paid to AID: 2% during 7 years of grace
 
period and 3% thereafter.
 

7) 	Reflows from original disbursements rechannelled to
 
new sub-loans and to cover operational costs and debt
 
service on AID Loan.
 

8) 	Sub-borrowers' repayment schedules computed on the
 
basis of equal annual principal payments.
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TABLE VII
 

EFFECTIVE INTEREST EARNINGS ON LOAN AMOUNT
 

Effective Rate of 
Interest Earned on 

Amount Loan Amount 

Sub-Loan Amount $ 1,000 

Portion of Sub-Loan Amount 
provided by ICI - 10% 
 100
 

Portion of Sub-Loan Amount
 
provided by Fund - 90% 
 900
 

Interest Payable during first year
 
by end user (16% x $1,000) 160 
 16.0%
 

Interest Earned by Central Bank
 
($900 x 9%) 
 81 8.1%
 

Interest Earned by ICI on its
 
own funds ($100 x 16%) 
 16 1.6%
 

Interest Earned by ICI on redis­
cclinted portiorn ($900 x 7%) 
 63 6.3%
 

Total Interest Earned by ICI 
 79 7.9%
 

It is clear from the above example that the ICI earns the full 16% on the
 
10% of the sub-loan which it provides from its own loanable funds. 
At the
 
same time the ICI will charge 16% 
on the portion of the sub-loan to be re­
discounted by the Fund, and of this 16% 
the Central Bank will receive 9%
 
or an effective rate of return of 8.1% 
(900 x 9%) on the full amount of
 
the sub-loan. 
The balance (900 x 7%) will be retained by the ICI.
 

It should be noted that the 16% charged the end-user is somewhat lower than

the short-term credit rate of 17.5% 
(with an additional 2% commission)

currently being charged by commercial banks. However, the 16% annual rate
 
to end-users is reasonable when compared to the basic interest charges on

medium and long-term credits granted for developmental purposes by the In­
dustrial Bank, COFIDE, the Agrarian Bank and the Housing Bank.
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Regarding the allocation of interest between the ICIs and the Central Bank,

it is critical to the 
success of the Project that the ICIs receive an ade­
qiate financial incentive to ensure their full support. 
On the one hand,
 
we look to the vast nationwide network of ICI offices, which are already .n

place, to locate potential sub-borrowers and work with them to put together

rediscountable loans, and accordingly we must not underestimate the impor­
tance of the ICI's support. 
On the other hand, we cannot forget that this
 
represents a newer, more risky area of operations for the ICIs than they

have traditionally been involved with in Peru. 
Considering these factors
 
and an analysis of the current earnings of selected Lima-based ICIs and
 
regional ICIs, we 
have concluded that the interest rate structure outlined
 
above will provide adequate and reasonable incentives, without windfall
 
profits.
 

As shown in Table VIII, the Lima-based ICIs have an average before tax net

earnings of 2.8%. 
 Banco Popular with 4.5% has the highest before tax net
 
earnings, and Banco Comercial and Banco de Lima have the lowest rate at

1.6%. 
 In order to arrive at a figure for earnings from the Fund's sub-loans

which can be compared to the 
2.8%, we have made the following calculation:
 

Effective gross rate of interest
 
earned by ICI on 
the full sub-loan 7.9%
 

Less: 

Cost of capital on portion of funds
 
provided by ICI (10% x 4.1%)* 
 .4
 

Administrative costs (estimate
 
provided USAID by Central Bank) 
 .5
 

Effective Before Tax Net Earnings 
 7.0%
 

From the above calculation, we find that the Lima-based ICIs under the Fund

will be earning about 2.5 times 
(7% i 2.8%) their average before tax net
 
earnings on regular operations, although this ranges from a low of 1.5
 
times for Banco Popular (7% T 4.5%) to a high of 4.4 for Banco Comercial
 
and Banco Lima (7% - 1.6%).
 

A similar calculation for those regional ICIs listed in Table IX 
 reveals
 
that the average net earnings before taxes 
are 3.6% compared to an average

before tax net earnings of 6.5% on Agribusiness Fund loans. 
 (The difference

between the 7% Fund return for Lima-based ICIs and the 6.5% for regional

banks is due to higher costs of capital and overhead experienced by the

regional banks.) 
 This results in the regional banks earning about 1.8 times

(6.5% -r 3.6%) their average before tax net earnings on the Fund's sub-loans.
 

* 4.1% represents the average cost of capital shown in Table VIII. 



TABLE VIIU 

RURAL DEVELOPMENT AGRIBUSINESS FUND 
DETERMINATION OF COST OF CAPITAL AND NET EARNINGS OF LIMA-BASED COMRCIAL BANS­

(Absolute Figures in Billion Foles) 

Banco de 
Crddito 

Banco Inter-
nacional 

Banco 
Popular 

Banco 

Wiese 
Banco 

Comercial 
Banco 

Continental 
Banco de 

Lima Total 

Deposits1) Demand Deposits 
2) Time Deposits 
3) Savings Deposits 

12.24 
2.54 
5.98 

5.32 
0.91 
1.48 

10.87 
1.34 
2.29 

3.77 
0.45 
1.17 

2.14 
0.23 
1.20 

5.86 
0.49 
1.46 

2.09 
0.62 
0.63 

42.29 
6.58 

14.21 
Total Deposits (A) 20.76 7.71 14.50 5.39 3.57 7.81 3.34 63.08 

Interest Payments 
1) Demand Deposits2) Time Deposits (14.5%) 
3) Savings Depozits (11.5%) 

D0.36 
0.69 

0.13 
0.17 

0.19 
0.26 

0.07 
0.14 

0.03 
0.14 

0.07 
0.17 

0.09 
0.07 

0.94 
1.64 

Total Interest Payments 

Cost of Capital 

Loanable Funds 

(B) 

(BtA) 

(C) 

1.05 

5.1% 

12.40 

0.30 

3.9% 

4.50 

0.45 

3.1% 

9.40 

0.21 

3.9% 

3.20 

0.17 

4.8% 

2.00 

0.24 

3.1% 

4.50 

0.16 

4.8% 

1.90 

2.58 

4.1% 

37.90 

(5) 

Intereston Loanable Funds(1
9
.5% x C) 2.42 0.88 1.83 0.62 0.39 0.88 0.37 7.39 

Interest Earned on(5.5%) Reserves 
0.38 0.15 0.23 0.10 0.07 0.15 0.06 1.14 

Total Interest Earned (D) 2.80 1.03 2.06 0.72 0.46 1.03 0.43 8.53 
Net Interest Earned (D-B)=(E) 1.75 0.73 1.61 0.51 0.29 0.79 0.27 5.9, 
Gross Earnings (EIA)=(F) 

Net Earnings (F less operational costs) 

8.4% 

1.7% 

9.4% 

2.7% 

11.i. 

4.5% 

9.4% 

2.7% 

8.3% 

1.6% 

10.0% 

3.4% 

8.4% 

1.6% 

9.3% 

2.8% 

( ) 

(sq) 

Note: 
 Compiled from data as of November 1976 submitted by Superintendency of Banks and Insurance Companies - Bulletin, February 1977.
 

Reserve Requirements:
 

Demand Deposits 46%
 
Time Deposits 31% 
Savings Deposits 31% 
Reserves in Vault 17%
 

(A) = Simple average

(2W) = Weighted average using total deposits as weights.
 



RURAL DEVELOP.MENT AGRIBUSINESS FUND 

DETEPMINATION OF COST OF CAPITAL AND NTT EARNINGS OF REGIONAL 

(Absolute Figures in Million Soles) 

Banco Regional Banco Banco Sur Medio Bancodel Norte 
 Nor Peri 
 y Callao Los Andes 


1) Demand Deposits 
425 
 542
2) Time Deposits 586 354 


3) Savings 256 189 481 
 433
79 
 156 
 180 
 73 

Total Deposits 


(A) 
 760 
 887 
 1 
 68
 
Interest aaynents
 
2) Time Deposits (15%) 
 28
3) Savings (11.5%) 28 72 
 65
9 
 18 
 21 
 8 


Total Interest Payments (B) 
 37 
 46 
 93 
 73 

Cost of Capital 
 (B)t(A) 
 4.9% 
 5.2% 
 7.4% 
 8.5% 

Loanable Funds 
 (C) 
 641 741 1,072 748 

Interest Earned on 
Loanable Funds 
(19.5%) 
 124 
 144 
 209 
 146 


Interest Earned on Reserves
 
(12%) 


12 
 14 
 17--0 

Total Interest Earned 
 (D) 
 136 
 158 
 226 
 157 


Net Interest Earned 
 (D-B)=(E) 
 99 
 112 
 133 
 84 

Gross Earnings 
 (E)I(A)=(F) 
 12.9% 
 12.6% 
 10.7% 
 9.7% 

Net Earnings 
 (F less operational costs) 4.4%
4.7% 
 2.5% 
 i._-


Note: 
 Compiled from data as of November 1976 submitted by Superintendency of Banks and Insurance Companies 


Reserve Requirements:
 

Demand Deposits 23% 
Time Deposits and Savings 6% 
Reserves in Vault 17.5%
 

(R) = Lmple Average
(ixW) = V 
ighted average using total deposits as weights.
 

TABLE IX
 

Total 

2,745
 
1,844
 

740
 

265
 
85
 

350
 

6.5% (R)
 

4,539
 

-

903
 

980
 

630
 

11.9% (5j)
 

3.6% (f)
 

BANKS 

Banco 
Aaz6nico 


345 

263 

160 


39 

18 


57 


7.4% 


663 


149 


159 


102 


13.2% 


5.0% 


Banco Sur 
del Pert 


4 

222 

92 


33 

11 


44 


5.4% 


674 


131 


37
 

144 


100 


12.4% 


4.2% 


- Bulletin, February 1977. 
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Within the individual regional banks shown in Table IX Banco Amaz6nico 
will earn only 1.3 tines (6.5% - 5%) their average before tax net earnings 
whereas Banco de Los Andes would earn 4.3 times (6.5% - 1.5%) their 
average net earnings. 

Based on the analysis in the preceding paragraphs, it is clear that the ICIs
 
will receive a higher rate of return from sub-loan funds than Lneir rate
 
of net earnings (before taxes) for 1976. However, it must be remembered
 
that the projected effective before-tax net earnings of 7.0% and 6.5% repre­
sent earnings without considering any write-offs for bad debts. Since long
 
and medium term financing does represent a more risky area of banking opera­
tions for Peruvian banks, only experience will be able to guide us in pro­
jecting write-offs. At the same time, long and medium term financing will 
require a shift from the traditional conservative Peruvian banking patterns
 
of short-term loans to a more innovative and imaginative banking mentality.
 
Not all ICIs will be willing or able to make this shift and those that do
 
will require an adequate financial incentive. For these reasons we do not
 
consider the proposed interest rates too high.
 

One final point that should be discussed in regard to interest rates is 
the differential between what Lima-based ICIs would earn and what the 
regional ICIs would earn. As mentioned previously, the seven Lima-based 
]Cis listed in Table VIII would receive an estimated effective before tax 
net earnings rate of 7.0% which is 2.5 times their average before tax net 
earnings. This compares to the six regional ICIs listed in Table IX that 
would receive an estimated effective before tax net earnings rate of 6.5%, 
which is 1.8 times their average before tax net earnings. 

In regard to these differences, our first observation is that they are not
 
significant enough to warrant implementing a separate interest rate struc­
ture for the Lima based and regional ICIs. Both the Mission and the Central
 
Bank believe that the difference is small enough so that it will not have a
 
negative impact on the project. Secondly, we are not concerned that the
 
Lima-based ICIs appear to make out slightly better than the regional ICIs
 
since, by virtue of their size, the Lima-based ICIs are in a position to
 
have a more important impact on the success or failure of the project. As
 
can be seen in Table VIIT, the seven Lima-based ICIs have total deposits
 
of S/. 63.08 billion or an average of about S/. 9 billion per bank compared
 
tD the six regional banks with total deposits of S/. 5.33 billio, an
 
a,erage of S/.0.9 billion. This example is indicative of the comparative
 
resources, both financial and organizational, that the two types of ICIs
 
will be able to mobilize for implementing the projecr. Thirdly, it is
 
interesting to compare, in absolute terms, the potential earnings from
 
Fund sub-loans to the ICIs.
 

The maximum potential earnings Lima-based IQIs would realize from Fund
 
sub-loans amounts to only an estimated 7.4% of their 1976 earnings, as
 
shown in the following calculation:
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(000 millions of Soles)
 

Actual 1976 net earnings before-tax for
 

7 Lima-based ICIs 1,100*
 

Total funds from ICIs and Fund available
 

for sub-loans ($21.8 million x 80.88) 1,763
 

Net maximum p)otential before-tax earnings
 
(7% x 1,763) 123
 

Assume that Lima-based ICIs make 2/3 of
 

sub-loans from Fund 82
 

Percentage of Fund earnings compared to
 

actual earnings (82 T 1,100) 7.4%
 

On 	 the other hand, the regional banks could earn an estimated maximum 
of 41 million soles (123 million - 82 million), assuming their utiliza­
tion of one-third of the Fund's resources. This represents a significant
 

76% of the 1976 net before-tax earnings of the six regional banks. Thus 
although the incentive is less for regional banks on an individual loan 
bof7,is, since they are much smaller than the average Lima-based ICI, the
 
Fund sub-loans could have a very significant positive impact on their total 
earnings, making Agribusiness Fund participation an atractive banking
 

possibility.
 

in summary, we consider the suggested interest rate structure adequate to
 

elicit the support of Peruvian ICIs for this new and more risky type of
 

bank operation. At the same time we do not believe that the suggested
 
interest rates will provide the ICis with windfall profits. While the Lima­

based ICIs appear to earn more on sub-loans than do the regional ICis, the
 
difference is not considered significant.
 

n reviewing the Cash Flow Projections in Table VI, it is clear that any
 
revenues in excess of the Special Unit costs and the debt servicing to AID
 

would accrue to the Fund for recapitalization purposes and to aid in main­
taining the Fund's value. Future changes in the interest rate charged to 
end-users would trigger a corresponding adjustment in the percentage avail­
able for recapitalization. However, the key element in maintaining the value 
of the Fund will be a clause in the Loan Agreement requiring the Central Bank 
to make an annual contribution of soles to the Fund to maintain the total 
value of the Fund in terms of U.S. dollars. This would be accomplished 

* 	 Information prox ided by Superintendency of Banks and Insurance 

Companies - Bulletin - March 1977. 
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through an 
additional Central Bank contribution to the Fund, on an annual
 
basis, for at least the grace period of the AID Loan. 
 The Central Bank's
 
commitment to maintain the Fund's dollar value is 
a significant indication
 
of their degree of support for the institutionalization of a funding channdl
 
for agribusiness development.
 

5. Rationale for 90% Rediscount 

The Project calls for Central Bank rediscounting of 90% Df total sub-loan 
amounts, with 10% coming from the ICI through which the sub-loan is made.
 

As a result of the high and sustained inflation affecting the Peruvian 
economy during the last four years (a minimum of 24% annually as recog­
nized by official GOP entities) as well as an unrealistically low interest
 
rate structure which existed during the period from 1970 to 1975, 
Peru

underwent a crisis period of financial disintermediation and corresponding

liquidity crisis. 
 Low interest rates combined with high inflation led to
 
a sharp reduction in savings. GOP statistics indicate that domestic family

savings, in nominal terms, dropped from a level of S/. 6.2 billion in 1970 
to minus S/. 1.9 billion in 1974. The 1974 figure indicates that Peruvianfamilies decapitalized by this amount during the year, making it more 
difficult to bridge the gap between domestic investment and savings, a
 
gap which in 1975 amounted to S/.65.6 billion, or 11.5% of GDP.
 

Financial disintermediation has been an additional catalyst to inflation,

since investors have had to compete for scarce funds. Table X shows real
 
banking financial resources in Peru for the period 1971 to 1975. 
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TABLE X
 
REAL BANKING 
 FINANCIAL RESOURCES IN PERU 1/(billions of Soles in terms of 1968 Soles)
 

1971 
 1972 
 1973 
 1974 
 1975
1) Currency & Demand Deposits 
 27.7 
 30.2 

2) 

31.5 33.6
33.2

Time Deposits & Savings 
 12.1 


3) 
12.7 11.7 10.9
12.9 


Near Monies 

7.7 
 9.6 
 10.7 
 11.2
TOTAL LIQrIDI~y 

11.3 


47.5 
 52.5 
 55.1 
 56.2

%= 
Total Liquidity 

55.7
 
x 100 
 21.8 22.8 22.7 
 21.7 20.7
 

Gross Domestic
 
Product 
(GDP)
 

1/ Monthly averages in real 
terms using the deflator index
implicit in the GDP.
 
Real blnling liquidity as a percentage of gross domestic product shows a
 
negative trend since 1973 when the inflation rate reached unusual levels
 
in Peru. 
There are 
'n'Ications that this negative trend has continued in
 
1976 and 1977. Commercial banks have had to meet domestic demand
sub-loans basically with sale of foreign exchange and with additional
 
external obligations. 

for 
The Government of Peru has recognized the need to 

stop financia' disintermediation 

and important changes were made in
 

interest rate levels in May 1976 and February 1977. 
 The objective of the
 
new interest rate policy of the GOP is to move toward Positive real interest
 rates in the near 
future. 
 First steps have bean made in adjusting
interest rates to more realistic rates.
 

on 

The present situation in Peru has led to a pronounced lack of liquidity


the part of the ICIs. 
aridThe Mission the Central Bankunder present circumstances 10% is the maximum amount which the ICIs
 

could currently handle. 
 To require a higher percentage could seriously
 

feel that 

jeopardize the movement of sub-loan funIs.
 
During the first evaluation, six months after initial Fund disbursement,
 
the Mission will review the liquidity position of the ICIs, to deter­
mine whether .0% continues to be an 
appropriate amount. 
The current
 
economic situation in Peru is sufficiently unclear to warrant conjecture

as 
to whether it will improve significantly in the next year, in which
 
case ICI concribution 
to sub-lending could be increased, 
or whether
 
the tight money situation will deterio.-aze 
even further, in which case
 
the Ici 10% requirement would be dropped altogether until the situation
improves.
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U. ECONOMIC ANALYSIS
 

1. Economic Overview: The Impact of Agribusiness
 

In Peru, as in a large proportion of the world, the economic linkages
 
among agricultural production, industrialization and consumption have
 
not been developed to the point where the interdependence of the
 
tlree has reached even a moderate degree of efficiency. This has been
 
primarily because 
the first phases of industrialization have been
 
heavily concentrated on the production of consumer durables. 
 In the
 
case of Peru, the first stage of import substitution industrialization
 
began early in the decade of the 1950's, when there was heavy invest­
ment in such areas as textiles, iron and steel, cement, electrical
 
appliances, and first stage processing of mineral production; given the

limited overall financial resurce base, the development of agribusinesses

serving as 
forward and backward linkages to the actual production pro­
cess fell far behind industrial capacity in other 
areas. For example,
 
over 95% of Peru's mineral production is now exported in some sort of
 
processed form (concentrates, refined or metal products), whereas it
 
is estimated that less than 10% of agricultural production (other than
 
export crops such as sugar, cotton, and coffee) receives any addi­
tional processing or treatment between farm and consumer. 
What has
emerged, on the oter hand, is a complicated series of intermediate 
interventions, comprising commercial and financial transactions, which 
add little, if any, actual value to the final product. These have,
rather, increased inefficiencies in the system, by distorting prices
both to farmer and consumer, manipulating supply and demand conditions,
and in many cases have createc disincentives to additional on-farm 
production. 

The importance of developing and reinforcing agribusiness structures
 
in countries such as 
Peru stems from their value as 
a link between
 
production and consumption of foods. 
Whereas population increase as
 
well as a generally improving standard of living puts tremendous
 
pressure on the agricultural sector to increase production, the 
sector
 
has not responded sufficiently, thus increasing demand for imports and

adding to the already heavy pressure on the balance of payments current
 
account.
 

In general, small farmers in Peru make their economic (including

planting, harvesting and marketing) decisions within an overall system

characterized by a high degree of uncertainty, largely occasioned by

inadequate knowledge of markets. 
 In the majority of cases, not

knowing actual market conditions for a variety of produce, the farmer

will produce what the commercial intermediaries tell him is his optimal

production 
at the moment of harvest, whether by foresight or chance,

the market conditions may be far less favorable than the farmer was
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originally led to believe. Especially in tJhe case of perishables,
 
the farmer has no alternative but to sell at whatever price he is
 
offered, frequently at a less or such a minimal profit that there
 
is no incentive to increase production (or the quality of production)
 
during the next planting season.
 

While the individual farmer frequently does not have the technical or
 
economic know-how to determine market conditions, the agribusiness
 
enterprise --whether it be 
a private company, cooperative or other
 
form of associative enterprise-- must have this information, since
 
it is the fundamental factor for financial success. 
Armed with such
 
information, the enterprise is a logical and effective way of trans­
lating consumer preferences and demands to the farmer. Because the
 
enterprise depends upon the farmer to provide it with inputs -- or 
purchase its services or market his production-- it must operate in 
such a way that the farmer receiveq real and measurable benefits as
 
a result of dealing with this particular enterprise rather than ano­
ther or simply returning to dealing with the traditional commercial
 
intermediary.
 

Once the basis of mutual dependence is established, the atmosphere of
 
uncertainty in which the majority of farmers currently operate is
 
reduced; there are incentives to produce more and higher quality crops,
 
to diversify production according to consumer preferences as passed
 
down through the enterprise, and, as economic benefits are felt, to
 
bring new or marginal lands into production. As the enterprise reaches
 
new markets and expands production, it must simultaneously pass on
 
benefits to the farmers it serves 
in order to stimulate increased
 
production at the farm level and/or increased participation of new
 
farm units.
 

Theoretically, the enterprise will operate at optimal equilibrium when
 
demand for its output exceeds supply capacity and all possible farm
 
units capable of participating are thus engaged. While this would be
 
the ideal, any point on the continuum between the present situation
 
and optimal equilibrium would represent an economic improvement to
 
participating farmers.
 

The proposed Project will promote a structural integration between
 
producer and agribusiness activities, designed not only to bring about
 
change in the agricultural production system, but to increase the value
 
added at each stage throughout the system, providing on-farm incentives,
 
production economies of scale, reduction of spoilage, and finally pro­
ducing an end product which presents a higher quality product at lower
 
cost to consumers.
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2. Demand
 

The following techniques have been utilized to verify the existence of
demand for Project funds; 
 i) a survey of potential participating ICIs;
(ii) field survey work by a team from the Central Bank; (iii) a review
of potential sub-projects being promoted by sectorial insitutions
(Ministry of Industry and Tourism, Ministry of Food); and (iv) field
survey work by the USAID and contracted consultants (GAMCO) to confirm

the Central Bank's demand projections. 

The discussions with potential ICIs and the Central Bank resulted in thedecision to orient the Project's focus toward an agribusiness emphasis.
Most ICIs visited were enthusiastic over prospects for developing andfinancing agribusiness sub-projects, and all agreed that such financingwas sorely needed. However, the ICIs were more hesitant to commit them­selves to participating in direct sub-lending to small farmers and therural poor. Most concluded that the of two typesnature the of lending--direct lending to small farmers for capitalization to expand production
and lending to agribusiness serving small farmers-- differed greatly with
regard to necessary financial incentives, guarantees, and sub-borrower
technical assistance to off-set risk. 
 USAID concluded that the original
Project design contemplated in the PRP was overly ambitious in attempting
to lenefit small producers both directly as sub-borrowers and indirectly
as ultimate beneficiaries. 
 When it became apparent that other donors
were actively addressing the problems of on-farm capitalization credit,
tISAID and the Central Bank chose to direct the Project toward agriiusiness

sub-lending.
 

Following these discussions, a Central Bank study group was organized to
undertake field surveys to assess potential demand. 
The group focussed
its efforts on 
identifying sub-projects which would alleviate at least
one of the following constraints: 
 inadequate marketing facilities, in­sufficient processing facilities, inadequate goods and service industries
serving rural areas, and incomplete agribusiness system linkages.
conditions were chosen for study as 
These
 

they are contributors to the following
sectoral problems: 
 i) a slowdown in the rate of growth of agriculture
sector productivity; 
(ii) scarce employment opportunities; and (iii) low
income levels among small farmers working individually-owi d plots and
associative enterprises created as 
a result of the Agrarian Reform.
 

The Central Bank teav.and GAMCO travelled to selected areas 
(including
Cuzco, Puno, Arequipa, Trujillo, Piura) to investigate investment possi­bilities. 
Contacts were made with local banking institutions, public
sector entities such as the Ministry of Industry, Ministry of Food, and
Ministry of Agriculture, local development committees, and local indus­trialists. 
Round table seminars were held with representatives from these
entities to discuss the objetives and principles of the Rural Development
Agribusiness Fund, operational requirements for its utilization, and area
sub-projects now under study which would meet the Fund's eligibility
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criteria. 
From these sessions, 90 potential sub-projects 
were iden­tified.
 

The 90 identified sub-projects represent a projected demand of over
$34,000,000 in agribusiness activities which meet the criteria of
alleviating one of theor more four constraintsstudy group. identified by the
From these initial contacts, demand appears
generally high, with the to bestrongest projected demandprocessing facilities. in the category ofApproximately 30% 
of the 
total amount corres­ponds to associative enterprise agribusiness sub-projects, with the
balance being developed by private sector groups or entities.
 
The Central Bank 
- GAMCO demand surveys arQ based
sample of prospective on a very limitedclients and areas/Hfluld!;idered an therefore notall-inclusive be con­list of potentialHowever, agribusiness sub-projects.
the sub-projects identified, in conjunction with the enthusiasm
shown for the program in the areas visited, convinced the Centraland USAID that the BankRural Development Agribusiness Fund could play an
important role in stimulating sector development benefiting
and insure that the 
 small farmers
proposed resources 
for the Fund will be utilized
within a reasonable time period.
 

A breakdown of sub-projects according to degree of readiness for imple­mentation purposes is 
shown in Annex IX, Exhibits A, B, and C.
A lists 22 sub-projects (totalling $6.4 
Exhibit 

millionwhich are in investment funds)currently ready for implementation and which could be financed
during the 
first year of Fund operations. 
All of these sub-projects have

completed feasibility studies, firm credit worthy entrepreneurs, but, as

yet, no assured source of financing. 
About 60% of these sub-projects 
are
 

target group and
 

for expansion of existing agribusiness which serve the
thus qualify for Fund financing. 

Exhibit B presentshunt. 26 sub-projects requiring about $8.7 million in invest-
These sub-projects 
are at/pre-feasibility 
stage and have been iden­tified in conversations with entrepreneurs. 
While most of*;ub-projects would not be implemented in the first year of the Fund, since
 

the Exhibit B
 
they lack full feasibility studies, it is probable that they could be

Financed within two years of the Fund's initiation if further study shows
them to be within the purview of Project purposes.
 
Finally, Exhibit C of the Annexof over $19.0 

lists 42 projects representingmillion. investmentThese sub-projects areat the pre-feasibility being promoted and developedstage by private entrepreneurs various public enti­
ties such as the Ministries of Food, Agriculture, and Industry, COFIDEwell as cooperatives and social property enterprises. 

as 
third category sub-projects is 

The financing oflikely to occur during the second to third
year after funds are available. 
In both categories B and C sub-loans for

Final feasibility studies could be made in the early stages of Loan imple­mientation.
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The 90 identified sub-projects were also analyzed from the point of view
 
of projected impact on each of the four constraints which were identified 
as major causes of low agriculture sector productivity and income. Table 

X1presents a breakdown of results. The bulk of identified projects (57%) 
relate to agribusiness processing, with 21% responding to marketing cons­
traints and 18% to alleviating the current inadequacy of inputs to the 
agricultural sctr-or. Two potential investments, totalling $1.5 million 
(4%), were ideiiui.ied as sub-projects primarily directed towards improving 
agribusiness linkages. 

The Project Committee believes that the field surveys of sub-projects have 
identified only a fraction of available agribusiness sub-projects which 
have potential for improving small farmer income. It is expected that as 
the Special Unit and Regional Offices of the Central Bank begin active 
promotion of agribusiness sub-lending, many more sul)-projects meeting 
eligibility criteria will be identified and developed. The lists in Annex
 
IX, however, provide points of reference and a basis for conclusion that
 
the proposed magnitude of the Rural Development Agrib]usiness Fund is rea­
sonable, and that the AID loan and Central Bank counterpart resources will 
be disbursed in a timely manner to eligible sub-projects.
 

3. Economic Impact Analysis 

a) Impact on Investments
 

The proposed loan of $15.0 million plus a Central Bank counterpart 
contribution of $5.0 pillion less: (i) $300,000 for technical assist­
ance under the AID Loan and (ii) $100,000 for administration, promo­
tion and evaluation under the Central Bank counterpart funding, will 

yield a capital resource fund for rediscounting loans of $19.6 million. 

The Fund will be rediscounted to the commercial banks at the rate of 
90 %, yielding a total loan amount of Fund plus commercial bank input 

of $21.8 million. Assuming that on the average sub-borrowers contrib­

ute an additional 15%, private investor participation would be approx­
imately $3.8 million, yielding a total of $25.6 million of capital 

directed toward the small farm agro-industrial sector on first disburse­
ment of the Fund. Assuming that the Fund will roll over 3.6 times in
 
the first 10 years of the Project, the total investment direct­
ed toward the sector over the next ten years would be $92 .0 million 
($25.6 million x 3.6). 

b) Impact on Gross Domestic Product (GDP)
 

Agricultural sector contribution to GDP has demonstrated a declining
 
trend over the past decade, dropping from approximately 16% in 1966
 
to an estimated 12% in 1976 (based on preliminary figures). Further
 
disaggregation of productivity trends indicates that while there have
 
been moderate increases registered in production of export crops
 
(sugar, cotton, coffee, etc.) as a result of favorable external markets,
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TABLE XI
 

Potelitial Ajribusiness Projects in Seleted Reclions 

Constraints and Location 	 Number ofType 	 Sub-Projects Amount
 

I. 	 Inadequate Marketing

Facilities
 

A. Southern Sierra 
 Storage Mobile Fruit 
 2 $ 317,000
 
Collection
B. Cajamarca 
 Storage, Transport 
 2 555,000
C. Cuzco 
 Storage, Transport 
 3 760,000
D. Satipo and Tarapoto 
 Fruit Canning, Collection 3 
 1,570,000

Center
E. Tarma and Caftete Collection Center 
 2 1,500,000F. Junin 
 Collection Center 
 1 500,000
G. North Coast Collection Center Canning 
 2 1,250,000
I. Iquitos 
 Collection Center 
 1 700,000
 

Sub-Total 
 16 $ 7,152,000
 
II. 	Insufficient Process­

ing Facilities
 

A. North Coast Poultry,Fruit Processing 
 10 3,435,000

B. Cuzco and Madre Quinua,Flour,Swine,Poultry,


de Dios 
 Grain,Fruits,Cocoa 
 18 5,584,000
C. Puno 
 Meat,Quinua,Flour 
 6 2,640,000
D. Arequipa and Ica 
 Cheese,Fruits,Cereals 
 8 3,413,000
E. Cajamarca 
 Grain 
 1 25,000
F. Tarapoto and Satipo Manioc,Fruit, Swine 
 9 3,450,000
G. Caftete 
 Lupino (oil and Protein) 
 1 300,000
H. Tacna 
 Fruit Paste and Puree 
 1 750,000
 
Sub-Total 
 54 $19,597,000
 

III. 	Inadequate Input
 
(Goods and Services)
 

A. Arequipa 	 Irrigation Equipment Feed Mill 
2 1,290,000
B. North Coast Wind Mill Manufacturing 7 2,191,000

Feed Mill


C. Cuzco and Puno 
 Crop Service Centers,Feed
 
Mills 
 5 1,080,000
D. Junin and Cajamarca Farm Implements,Feed Mill 
 2 520,000
E. Chimbote 
 Farm 	Machinery 
 1 500,000
F. Tarapoto 
 Feed 	Mill 
 1 510,000
 

Sub-Total 
 18 $ 6,091,000
 
IV. 	 Inadequate Agribusiness
 

Linkages
 

A. North Coast 
 Asparagus 
 1 750,000
B. Junin 
 Fruit Juice 
 1 800,000
 
Sub-Total 
 2 $ 1,550,000
 

TOTALS 
 90 $34,390,000
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thu overdL I I J)oduct:ion of food crops has at-tua I Iy decreased. The reasons for declining food crop production include a com ination
of factors: 
 i) unfavorable climatic conditions, such as drought
in the central sierra and flooding on the north coast; (ii) a
sporadic, and frequently contradictory, pricing/subsidy policy on
the part of the GOP which, until recently, offered few guarantees orincentives 
to small producers and crepted disequilibria between input
requirements and expected financial return; (iii) a lack 'of medium­term credit to small and medium producers for the purchase of neces­
sary equipment or 
financing of basic infrastructure improvement 
(e.g.
replacement of worn-out pumps or 
relining of tertiary irrigation

canals); and 
(iv) lack of stable markets for production.
 

The development of a viable agribusiness sector, which would providea more complete system of forward and backward linkages to the actual
production stage of agriculture, will serve as a stimulus to increased

on-farm production by offering financial incentives to farmers. 
While
any estimate of the magnitude of production increases which could be
attained as a result of the Project would be purely conjectural at this
stage, the effect of the Fund's activities should contribute signi­ficantly towards reversing actual productivity declines, thereby stem­ming the diminishing contribution of the agriculture sector to GDP.
 

While there are no reliable estimates on marginal capital output ratios
for the small farmer oriented agribusiness sector in Peru, experience

in Latin America has shown this ratio to be generally on the magnitude
of 1.5:1 (.67). Applying this to the present Project, we arrive at an
aggregate figure of $61.0 
 million, over a ten-year period, whichrepresents incremental output at the level of the agribusiness activity
alone (92.0 million x .67). 

If we 
further assume that there is a ratio of 2:1 between incremental
output at the agribusiness level and the value of farm level production,**

nearly $125 million in incremental farm output would be added to GDP
 
over ten years.
 

c) Impact on Balance of Payments 

The impact of the Project on Peru's balance of payments situation will
be two-fold: (i) 
an absolute increase in the value of agricultural
exports; 
and (ii) a slowdown in the rising percentage of imports going

towards food products.
 

The combined effect is expected to result in some improvement in the
 

See, for example, the Project Papers for LAAD, Regional Agribusiness

Development 
(AID-DLC/P-2127) and Paraguay, Rural Enterprises (AID-DLC/P-2180).


A* 
2:1 is an extremely low ratio, based on the projected impact of sub-projects
 
analyzed.
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negative current account balance of payments situation which has 
plagued Peru in recent years. 
 In 1976 the deficit on the agricul­
tural trade account was $33 million, a figure which is expected to
 
rise substantially over the next few years unless agricultural
 
sector stagnation can be reversed.
 

a) Employment Generation
 

The Project is expected to have moderate impact on employment genera­
tion at the agribusiness sector level or 
factory ie. The financial
 
analysis section demonstrates that there will be approximately 144
 
sub-projects implemented during the first five years cf the Project

(Cash Flow Projections, Table VI). It is expected that there will be
 
an average of 40 to 60 persons directly employed at each of these stib­
projects, resulting in aboat 7,200 new jobs at the enterprise level.
 

The major impact, however, of employment generation will be accomplished
 
at the farm level where on-farm laborers will gain employment as a result
 
of the demand for increased agricultural production. This will be a
 
result from both the greater overall agricultural input demand stimula­
tion and crop specific demand stimulation for such crops as tomatoes
 
and asparagus which require intensive cultivation. If a conservative
 
factor of two to one is chosen as the ratio of farm to factory laborers
 
required by the identified sub-projects then the increase in on-farm 
laborers will be approximately 14,400 persons. This gives a total
 
potential of over 20,000 new employment possibilities as a result of
 
the Project.
 

4. Model Sub-Projects
 

Annex X presents analysis of three model sub-projects, to demonstrate the
 
impact that agribusiness projects 
are capable of having on the agricultural

fector. In each case, the sub-project was also analyzed by USAID using the
 
formula set out in the Initial Impact Determination (results are given in
 
;ection E on each sub-project profile).
 

The three sub-projects presented are considered to be representative of
 
those which are 
likely to be financed under the Rural Development Agribusi­
ness Fund. They are thus illustrative of the types of benefits expected to
 
accrue to both the small farmer target group as well as agribusiness enter­
preneurs.
 

The three sub projects are: (i) Frutas del Pais S. A.: sub-project for 
financing mobile fruit processing plants in the sierra; (ii) Cadenas San 
Lernando: sub-project for financing working capital to asparagus produ­
cers on the north coast; and (iii) Rural Marketing Center: an integrated 
marketing complex located ini the sierra and high jungle.
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E. Social Analysis
 

1. Risk Aversion and Economic Behavior
 

The proposed Project is seen as an 
essential link in a
series of GOP and other donor interventions in the agricultural sector
designed to: (i) improve falling rates of productivity; (ii) attractmuch-needed new capital to the sector; 
(iii) create new jobs (both on­farm and off-farm) with linkages to the sector; 
and '4v) increase real

income at the level of the Peruvian small farmer.
 

At the present time perhaps the key socioloqical factor
affecting small farmer economic behavior is avoidance of risk. 
General­ly, farmers are too 
small and too undercapitalized to operate with any
significant economies of scale or create, 
or even manipulate, the forward
and backward linkages to their own production. They buy inputs at the
prices dictated by commercial firms marketingor intermediaries, ai- selltheir produce on 
the same basis. 
 Over time, within a given region,
farmers come 
to know more or less what the market for a few specific
crops will be, 
and having determined this, they are reluctant to shift
production patterns into "unknown" crops. 
 This frequently dictates 
a
situation where low cash crops with correspondingly low risk become the
stable production pattern within a specific region. 

To break with the present production pattern requires
not only incentives assuch increased availability of credit and tech­nical assistance, but a lowering of t1he risk associated with the intro­duction of new crops. 
At the present time, there 
are few incentives to
small farmers to diversify production or to shift productive patternsfrom traditional cash crops which have stable markets, but frequently
provide little income, to higher-priced crops which are generally mar­keted 
 through non-traditional channels, since they require either

further processing or refinement prior to reaching final consumer
markets. 
At the same time, due to inadequate marketing and processinj
facilities, scarcity of medium-term working capital to allow for pro­duction shifts, and lack of technical assistance to the farmer, there is
 a high degree of risk associated ;ith production change.
 

GOP experiences in trying to convince small farmers ixi
shift from traditionar crops 
( root crops and easily marketed grains)into higher income crops such as 
soya or those crops which would serve
as basic inputs into vegetable oil manufacturing or oi.her industrial
ventures have met with little success. 
 Officiai production plans pre­pared at the regional offices of the Mlinistries of Agricultur 
and Food
have had disappointing results, as 
farmers claim that there has not been
made available either the financial or 
the technical know-how resources
.to effect the production shifts, and that either the marketing mechanisms
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Expected 

Impact of 

Sub-Project: a. The sub-project will allow for an immediate 15% 

expansion of the rice production in the zone. 

b. 	 Assuming that the second grade rice production is
 

reduced by half, the economic benefit per farm
 

unit (10 hectares) would be S/.75,075 ($938 US)
 

per 	year.
 

3. 	Chocolate Confectionaries Plant
 

Entity : 	Chocolates La Iberica- Arequipa
 

Investment : 	$400,000
 

Objective : 	To double the present production of chocolate based
 

confectionaries (266,000 kg/year).
 

Background : 	La Iberica is a well established firm marketing its
 

products all over Peru. La Iberica products are
 

known for their superior quality, and demand current­

ly greatly exceeds supply.
 

Expected
 

Impact of
 

Sub-Project: The expected impact of this sub-project would be to
 

double the present number of small farmers that
 

provide raw materials for the factory. This trans­

lates into an additional 200 small farmers receiving
 

an additional US$280,000 in gross sales for their
 

agricultural products.
 

4. 	Fruit Preservcs Processing Plant
 

Entity 	 Alimentos Cerro Colorado.-Arequipa
 

Investme;.c : 	$160,000
 

Objective : 	To increase the production of peaches, papaya and da­

mascus preserved in syrup, and to increase the pro­

duction of jellies derived from the same three products.
 

a small successful firm
Background : 	Alimentos Cerro Colorado is 


managed by a single entrepreneur and his family.
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Expected
 
Impact of
 

Sub-Project: The sub-project proposes to double the present volume
 
of raw materials purchased from fruit farmers and
 

would return about US$42,000 to the local agricul­

tural sector.
 

5. 	Balance Feed Mill
 

Entity : 	Fongalsur Association-Arequipa
 

Investment : 	$540,000
 

Objective : 	To install two feed mills to serve FONGALSUR members
 

in two different locations. This would be the first
 

stage of a sub-project that aims at putting four feed
 

mills into operation within the next three years.
 

Background : 	FONGALSUR (Fondo de Fomento para Ganaderia Lechera 

del Sur) is a service cooperative with 5.782 members. 

About 85% of the members are small farmers with two 

or three milk cows producing an average of 30 liters
 

per day.
 

Expected
 

Impact of
 

Sub-Project: a. As cattle feed presently comes from Lima and other
 

areas, the instE.llation of these feed mils would
 

result in a reduction of up to 15% in feed prices
 

to FONGALSUR member farmers.
 

b. 	These same FONGALSUR members would be providing
 

over fifCy percent of the raw materials needed
 

by the mills.
 

c. 	The quality of the feed would be uniform and con­
trolled by FONGALSUR technicians, and should re­

sult in increased milk production. Feed represents
 

53% of the cost of producing milk by the farimers.
 

A large percentage of the milk consumed in Peru
 

is presently imported.
 

6. 	Processing of Quinua Flour and Chocolate paste
 

Entity : 	Industrias Alimenticias Cuzco S.A.. - Cuzco
 

Investment : 	$400,000
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Objective : 	To increase the production if four different types of
 
Quinua Flour and chocolate paste produts.
 

Background : 	The firm is presently the only one in Peru that pro­
cesses quinua, a native cereal that has more protein
 
than wheat. Peru presently imports large quantities
 
of wheat, and quinua, which is grown hy small sierra
 
farmers, represents an attractive partial substitute.
 

Expected
 
Impact of
 
Sub-Project: 
 a. 	The expansion would mean that an additional 100
 

small farmers would be brought into supply rela­
tionships with the firm.
 

b. 	Presently the firm purchases raw materials from
 
intermediaries. Under the expansion the firm
 
plans to deal directly with small farmers or
 
cooperatives, thereby eliminating the inter­
diaries' 15% margin.
 

7. Chocolate 	Confectionaries Plant 

EIntity : 	 Ismael Moscoso - Cuzco 

investment : 	$187,000
 

Objective : 	 To produce chocolate paste with production rising from 
13,800 Kg to 41,400 Kg in four years.
 

Background : 	Mr. Moscoso is an experienced small businessman
 
familiar with all phases of the operation.
 

Expected
 
Impact of 
Sub-Project: 	 a. It is expected that an additional 45 small farm
 

units will be 	 involved in supplying the plant. 

b. 	The 45 sierra and high jungle small farmers are
 
located in the Valle de Quill)amba and Mr. Moscoso 
plans to pay at least 5% over present prices to
 
the farmers in order to ensure a stable supply and
 
encourage increased production.
 

8. 	Cocoa Products Processing Plant
 

Entity : 	Mr. Efrain Vergara - Cuzco
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Investment 
 $107,000 to diversify present chocolate paste pro­
duction to 
cocoa butter and chocolate candy.
 

Background 
 Mr. Vergara's firm is a small processing plant that
 
has had three years of experience in processing cocoa
 
beans.
 

Expected
 
Impact of
 
Sub-Project: 
 The planned expansion would process an 
additional
 

20,700 kilos of cocoa beans which would require pro­
duction from about 25 additional small farmers.
 

9. Pork Processing Plant
 

Entity : 
Mr. Jose W. Rozas - Cuzco 

Investment : 
First stage $180,000
 

Objective : 
To develop the first stage of a pork processing com­
plex which includes the establishment of a breeding

center and facilities for the fattening of 
sows.
 

Background : 
Mr. Rozas has co'siderable experience with pork

processing and presently has sufficient collateral for
 
the proposed investment. 
The firm would sell the
 
small pigs 
to farmers for fattening and during the
 
second stage (2 to 3 years later) it would repurchase

the pigs and process them into sausage and other
 
products.
 

Expected
 
Impact of
 
Sub-Project: a. 
The sub-project will provide additional 
sources of


on-farm income to local sierra small farmers.
 

b. 
During the sub-project's first stage, the firm
 
would purchase a minimum of 600 tons of corn to
 
feed the sows. 
 This would require the production

inputs of approximately 75 
to 80 small corn
 
farmers in the highlands. 

10. Balanced Feed Mill
 

Entity : Cooperative Santa Elena - Trujillo
 

Investment : $105,000
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Objective : To prepare balanced feed for poultry, swine and dairy
 
cattle. The feed would be purchased by the coopera­
tive's members.
 

Background : 	The cooperative has 90 regular members and 64 asso­
ciated members.
 

Expected 
Impact of
 
Sub-Project: 	 The feed mill will stimulate demand for lcc.l farmers
 

to provide the raw inputs necessary for the balanced
 
feed.
 

11. Balanced 	Feed Mill
 

Entity 	 Mr. Gaston Tweddle - Trujillo
 

Investment : 	$135,000
 

Objective 	 To prepare balanced feed for poultry, swine and dairy
 
cattle. The feed would be purchased by cooperative
 
members.
 

Background 	 This new firm would be located 50 Km from the city of 
Trujillo where there is a high concentration of small 
farms. The plant would produce feed for poultry and
 
swine at a rate of 180 tons per month.
 

Expected 
Impact of 
Sub-Project: a. Small farmers in the area will provide corn to the 

factory and it is expected that the sub-project 
would affect approximately 65 small farm units per 
year.
 

b. It is expected that farmers would receive a 5% 
price increase for the corn due to the logistical
 
advantage of the plant location, allowing it to
 
pay higher prices.
 

12. Poultry Balanced Feed Mill
 

Entity : 	 Mr. Jose Felix de la Fuente - Trujillo 

Investment : 	$455,000
 

Objective : 	 To construct and operate a plant which would produce 
50 tons of feed per day for area poultry production. 
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Background : 	 The plant would utilize raw inputs from local area
 
small farmers 	(e.g.,corn and alfalfa) to market
 
balanced feed 	to local chicken producers.
 

Expected 
Impact of 
Sub-Project: The raw inputs required by the mill would necessitate 

purchasing corn and alfalfa from approximately 480
 
local small farmers.
 

13. Feed Mill
 

Entity : 	Mr. Fernando Schroeder - Pacasmayo
 

Investment : 	$300,000
 

Objective : 	To construct and operate a plant which would produce
 
70 tons of feed per day for area poultry production.
 

Background : 	The nearest feed mill plant for poultry is located
 
about 500 Km from Pacasmayo. This plant would provide
 
at least 80% of the feed required by farmers in the
 
area.
 

Expected
 
Impact of
 
Sub-Project: a. The daily corn input requirements of the plant
 

would consume the corn production of about 730
 
small farms per year.
 

D. 	The logistical advantage of the plant would prob­
ably result in a reduction of up to 15% in the
 
price of the feed.
 

14. Poultry Processing Plants
 

Entity 	 Mr. Jose B. Jugo - Trujillo
 

Investment 	 $40,000
 

Objective : 	 To process 1,200 chickens per hour 

Expected

.Impactof
 

Sub-Project: 	Probable increases in prices paid to farmers for
 
chicken production (up to 15%) due to the cost reduc­
tion in shipping processed versus live chickens to
 
the 	main market in Lima.
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15. Sheep Skins Tannery
 

Entity : 	Mr. Carlos Villanueva - Trujillo
 

Investment : 	$70,000
 

Objective : 	To process 1500 hides per week.
 

cowhides
Background : 	Mr. Villanueva has made shoe soles out of 


for several years. His market has been decreasing
 

because of the competition from synthethic materials. 

nowever, there is still a large market for sheep hides. 

Expected 
Impact cf 
Sub-Project: The firm would purchase the sheep hides from sierra 

cooperatives. Presently these cooperatives can only
 

sell wool at good prices because no one has yet in­

dustrialized the use of the hides. 
 The firm therefore
 

would be providing a new market for the skins, allow­

ing the cooperatives comprised of small farmers to
 

increase their gross value and income.
 

16. Fruit Juice Processing Plant
 

Entity 	 INDALSA - Junin 

Investment : 	$800,000
 

Objective 	 To provide medium-term working capital ($500,000) and
 

technical assistance for the purpose of increasing
 

fruit production by small farmers. In addition,
 

INDALSA plans to invest in cold storage units ($300,000)
 

in the production areas to reduce spoilage.
 

Background 	 INDALSA is a well established firm that is presently
 
operating at 35% of instclled capacity due to the
 

lack of available raw materials. Lack of credit,
 

spoilage, and transport problems have caused this in­

adequate raw materials supply problem.
 

Expected
 
Impact of
 
Sub-Project: a. The sub-project is likely to stimulate demand for
 

increased raw 	fruit production by local small
 

farmers.
 

b. Spoilage and waste should be reduced due to the
 

investment in the cold storage units.
 



ANNEX XI
 

Page 9 of 10
 

c. 	The technical assistance program should increase
 

fruit yield and quality, thereby benefiting both
 

the entrepreneur and small fruit farmers.
 

17. Manioc Flour Mill
 

Entity : Mr. Carlos Mantero - Tingo Maria
 

Investment : $60,000
 

To increase present production capacity of 
manioc
 

Objective : 

to 550 tons per month.
 

Background : Mr. Mantero is presently processing 110 tons 
of
 

manioc per month.
 

Expected
 
Impact of
 
Sub-Project: The incremental 440 tons of manioc required by the
 

the 	production of approximate­expansion will consume 

ly 85 small farmers (average size of 4 hectares).
 

18. Production of Farm Implements
 

Entity : TAPROLAM - Junin 

Investment : $500,000
 

To manufacture and market minor agricultural equipment
Objective : 

and tools.
 

TAPROLAM presently produces heavy equipment used in
Background : 

The 	sub-project
agricultural and mining sectors. 


would be an expansion of their product lines into
 

minor agricultural implements for small farmers.
 

Expected
 
Impact of
 

The sub-project will increase the availability and
Sub-project: a. 

reduce the cost of minor agricultural implements
 

to small farmers.
 

b. 	The use of minor agricultural implements by small
 

farmers will increase their agricultural production.
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19. 	Mobile Fruit Processing
 

Entity Frutos del Pais, S.A.
 

This sub-project: is discussed in further detail in the Model Sub-


Projects Section.
 

20. 	 Asparagus Production
 

Entity Cadenas San Fernando, S.A.
 

This sub-project is discussed in further detail in the Model Sub-


Projects Section.
 

21. 	 Balanced Feed Mill
 

Entity 	 Agricultural Production Cooperative, Ramon Castilla
 

- Cuzco
 

Investment : 	$135,000
 

While a feasibility study has been completed, it was not available
 

at USAID at the time this was written.
 

22. 	 Balanced Feed Mill
 

Entity Agricultural Production Cooperative -Lambayeque
 

Investment $121,000
 

While a feasibility study has been completed, it was not available
 

at USAID at the time this was written.
 




