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B. Recommendations

It is recamended that A.I.D. enter into a Trust Agree-
ment with the Banco Central de Costa Rica ("Trustee") for the de-
velopment, implementation and administration of a credit guaranty
moject under the Productive Credit Guaranty Program ("POGP") that
A.I.D. supports under the provisions of Section 222A of the FAA of
1874 (See Annex 1). The credit guaranty system will j.ave a capacity
to guaranty a total portfolio of loans equal to $6.0 million
equivalent; the assistance from A.I.D. will consist of a guaranty
of $3.0 million and technical direction and assistance by the
regional technical unit in charge of the technical direction of
the PCGP. (See Annex II)

It is also recarmended that AID/W initiate as early as
possible the necessary action to obtain extension of the congres-
sional authority expiring on September 30, 1978, to at least September
30, 1978, to provide an opportunity for project expansion if necessary.

C. Description of the Project

The project purpose is to develop a self-sustaining credit
guaranty mechanism which will use a guaranty fund to stimulate the
credit operations of local finarcial institutions (the "Benefi-
ciaries") to increase econamic activity in potentially productive
under-privileged socio-econamic sectors of Costa Rica. By self-
sustaining it Is meant that the credit guaranty system will be
capable of gererating enough incame to cover losses and adminis-
trative expenses within a reasonable time aftep implementation.
(See financial projections in Part III.B. Financial Analysis). The
projected output is therefore a carmercially viable cred:t guaranty
mechanign.

The proposed guaranty mechanism will facilitate the opera-
tions of commercial lenders with small farmers ard smwall business
operators, incdividually or in groups, who have insufficient colla-
teral to obtain credit under normal circumstances. Hence, the goal
to which the Project contributes is to increase opportunities for
productive and mrofitable investment by incorporating into the
credit system the above mentioned small entrepreneurs who because
of their relative poverty, hcve not been able to obtain such credit
heretofore.

The principal inputs for the realization of the Project
will be made by the Trustee, A.I.D. and the Beneficiaries of the
fund in trust. The Trustee will provide office space and equipment,



professional staff, support services, and administrative budget sup-
port before the Project becames self-sustaining. A.I.D. will estab-
lish the Guaranty Fund with a guaranty of $3.0 million, and will
provide training seminars and assistance in system design, implemen-
tation, and operations.

The guaranty of A.I.D. through the Fund will be of 75% of
each loan but, because of the statutory limit, A.I.D. will not
pay under its obligation more than 50% of the outstanding amount of
all loans mace by each participating lender during the year of each
defaulted loan. However, to benefit fram the guaranty of A.I.D.,
and make possible the payment by the Fund of all guarantied loans
defaulted, the Beneficiaries have agreed jointly and severally to
deposit into the Fund the necessary financial resourves to pay de-
faulted loans, if there arenot sufficient financial resources in
the Fund and A.I.D. has reached the 50% limit of its guaranty.

Thus, the Guaranty Fund will be the hackbone of the
guaranty system. With the inputs from A.I1.D. the Trustee and the
Beneficiaries, the Fund will be able to offer a guaranty of 75 per-
cent of every eligible loan made by the participating lenders. Under
the armangement of an A.I.D. Fund in Trust capitalized with adequate
guaranty camissions and other incame, the Fund will serve as a
cushion to prevent payments by A.I.D. and the Beneficiaries. How-
ever, at the outset, before the Fund develops its strength, the
imrediate risk in each lerder's portfolio of loans will be shared
as follows:

Percent of Risk

1. Lender 25
2. A.I.D. 50
3. Banks, collectively 25

Total Risk Coverage 100

Operationally, the guaranty will apply autamatically to
those projects found eligible and feasible by the lenders and qua-
lified participating technicians. Upon approval of this Project,
the system design will be completed and its implementation will be
carried out; guaranty operations will begin on or about January,
1979.



D. Sumary of Findings

The basic concept far a PCGP guaranty system has been
found appropriate far Costa Rica. Conversations with Central Bank
officers and potential participating lenders, and analyses of their
institutional strengths have indicated that there are adequate
physical and intellectual infrastructure and sufficient resources
to achieve the project purpose and contribute toward the moject
goal (See Annex III). The pronosed utilization of existing re-
sources to design and operate a guaranty system that will work
within the banking system, enhancing without disrupting normal
credit operations, constitutes a vital condition for the accept-
ance of the Project and the prompt achievement of self-sufficiency
(See Technicaland Financial Analyses in Part III). Moreover, the
probable socio-economic impact of the Project is quite significant
if viewed in relation to projects that require foreign
debt or monetization to stimulate credit internally. This feature
and the principle of cost-effectiveness at all systen levels are
perhaps the prircipal reasons for the support of the GOCR, the
banking system, and the private sector in gereral (See Economic
Analysis in Part III). Lastly, the satisfaction of the need for
stimulation of credit for "grass roots" development is quite timely
0 support otrer GOCR efforts, where A.I.D. also participates. The
Mission is currently also proposing financial assistance for same $16.8
million in the Urban Employment and Cammunity Improvement Project. There
are other approved and proposed projects for the rural sector where A.1.D.
inputs will reach some $14.0 million. All these projects have a
credit component that will be enhanced by the guaranty system.

II. Project Background and Detailed Description

A.  Background

The idea of developing a credit guaranty mechanism was proposed
by the Mission as the Urban Bmployment and Community Improvement Project was in the
conceptualization stage in early 1978. Although that project has a
soft term loan component for sub-lending operations through the bank-
ing system, it was evident that the lenders would not participate
in these operations without a mechanism to help neutralize the risk
of the proposed sub-lending operations that were new to them.

The Mission had knowledge of the PCGP and requested as-
sistance from AID/W to assess the viability of a credit guaranty
system in Costa Rica. The Technical Director of the PCGP visited
Costa Rica in the Spring of 1978, and explained the technical details
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of said system to goverrment officials and technicians from the
Central Bank and OFIPLAN. At the same time it was established that
there were many conditions that were favorable for the development
of the system, and that $3.0 million of guaranty authority, prev-
lously allocated to Honduras, were available for a POGP project in
Costa Rica.

Finally, a formal offer of the PCGP was made to the GOCR
through the Central Bank, which was accepted by the ol fice of the
President of the Republic in June of 1978. At the request of the
Mission, the Technical Director-PCGP traveled to San José to assist
the Mission and officials of the Central Bank and of the banking
system in the conceptualization of the Project for the presentation
of this paper.

Prior to the formulation of the project for Costa Rica, the
A.I.D. technical staff assisted in the formulation of projects for
Bolivia, Colombia, Honduras and Nicaragua. Some flaws in the implemen-
tation arrangements and changing conditions did not permit the
completion of the system in Honduras and have delayed implemen-
tation in Colombia and Bolivia. fThe projects in Nicaragua and Paraguay
have been implemented and lending is taking place in those countries in
both the urban and rural arcas. The significant success of the Paraguayan
project has been partly the result of the Mission's early recognition of
the need to assist the Central Bank in system implementation, which has
been provided by assistance from Washington. The same approach is being
proposed for Costa Rica with technical assistance from the recently created
Regional Technical Office for the PCGP. A new and improved model for the
Project Agreement is being proposed where the lenders are counter guarantors
of the obligations of the guaranty fund. This relieves the Central Bank
from this obligation, which was a major negative factor in Honduras and
caused considerable delay in other countries. Generally, Central Banks
do not have the authority to incur this kind of obligation, as is the case in
Costa Rica.

B. Description

The goal to which the Project contributes is to increase
opportunities for profitable and productive investment by incorpo-
rating into the institutionalized credit system small entrepreneurs
who have not previously been able to obtain such credit. Typically,
the altermatives available to such individuals are not to use
credit, or to use ron-institutional credit sources that, because of
onerous conditions, impede econamic gain and any capitalization
for econamic growth.

The Intention of the legislators, reflected in the
guaranty authority (Annex I), is to develop camrercially viable laan
guaranty mechanigsms. If this Is possible, their cemonsirated merits
will hopefully lead to their institutionalizaticn to provide conti-
nously the necessary iIncentive to credit institutions to fund
projects proposed by socially and econcmically deprived individuals.
These projects have rot been "bankable" because of a high degree of
uncertainty about their potential success. The prpose of the
Project is therefcre to cevelop an effective, self-sustaining credit
guaranty system that will retralize the read or imagined risx of
the projects propose! by potentially sroducti-e irdividuals, ror-
mally cutside of the bora“ice credit system. fconomically, these



-6 -

men and wamen constitute an invaluable resource to foster socio-
econamic development at "grass roots" levels of society. These
people are existing or new small farmers, small business operators
in food production and commercialization, and small businessmen in
the production, manufacture, or service industries, whose profitable
activities will have a direct impact on the quality of life and
econaomic opportunity in their cammnities.

The output of the Project will be a tested guaranty sys-
tem with a record that could justify its strengthening as considered
proper and necessary by the banking system of Costa Rica.

The inputs required of A.I1.D. will be a guaranty of
collection to the participating lenders through the Guaranty Fund,
which will be established and administered by the Central Bank
under a trust agreement, and technical support for mroject design,
implementation and operation of the necessary operating system.

The guaranvy of A.I.D. will be 75 percent of each loan in default
for up to 18C days, and will cost the borrower up to 5% of the
guaranteed loan. Hzwever, payments by A.I1.D. will cease when the
total of all payrents made after the Fund is exhausted, reaches
fifty percent of the loans outstandirg from the year of each loan
paid. Since the guaranty of the "und is of 75 percent of the out-
standing balance in each loan, after A.I.D. reaches its limit the
banks of the system will jointly absord the ioss until the full 75
percent of total lendirg 1s covered. As stated above, the payments
by A.I.D. will only take place after the resources of the Fund,
mainly from guaranty fees, are exhausted. This feature will reduce
the probability of these payments and will also protect the banks.

In other words, in matters of risk coverage, A.I.D. and
the banks of the system will be counter-guarantors of the obliga-
tions of the Fund. towever. to protect the inverest of A.I.D.,
assure equity and enhance the liquidity of the Fund, the lenders,
under the terms of the Trust Agreement, to benefit fram the guaranty
system will be required to make best efforts to collect loans and
to establish legal proceedings to recuperate delinquent guarantied
loans, before the guaranties are paid by the Fund. After payment
by the Fund, the lender will continue to seek payrent of the delin-
quent loan and, in the event of recovery, will pay back to the Furd
75 percent of the amount recovered, after deducting recuperation
expenses.

As to the technical assistance support, A.I.D. will pay
for pericdic training seminars spcnsored by the Technical Unit in
charge of the technical direction of the PCGP. These seminars will
be available to the staff assigned to administer the guaranty sys-
ten. The training will cover the basic technical principles of
guaranty mechanisms ard their design, organization and operations,
financial maragarent and analytical techniques to evaluate project
progress.  A.1.D. through the Technical Unit will also pay for the
services »f an expert ir banking and risk management to assist for
a period of 18 months in the final design, implementation, and
start of operations of the guaranty system.



Lastly, if after the system is in operation A.I.D. and/or
the Trustee decides to terminate the Project, the capital of the Fund
at the time of the decision will be used to discharge all the out-
standing obligations of the Fund. The remaining balarce, if any,
will be the property of A.I.D. to be used in any other development
Froject approved by the Govermment of Costa Rica.

Development of the Project will entail the organization
and adaptation of several existing institutions into future campo-
nents or subsystems of the guaranty system. These institutions have
been and will continue to operate as independat entities in their
respective functions. However, for the coordination of +heir
activities uncer the POGP system they will follow the specific guide-
lines established to facilitate the achievement of the Project's
operational objectives. The institutions that will form the sys-
tem for the PCGP in Costa Rica, and their functions are:

1. The Trustece - will develop and implement the guaranty
system with the technical assistance of A.I.D., will coordinate the
activities of the other three subsystems, and will administer the
Guaranty fund. Within its capacity, this subsystem will also provide
liquidity for lerding under the PCGP through the regular procecdures
of rediscount or threugh impreved procedures, as necessary, to
provicde incentives for the desired credit expansion. It is con-
templated that over 5C% of the guarantied loans w:ill be discountable
at the Central Bank. There are assurances from the Central Bank
that there will be sufficient resources within the banking system
to sustain the credit volume forecast in the Financial Analysis
section of this paper.

2. A.1.D. - will provide the Fund with a guaranty of
collection of up to $3.0 million, and the necessary guidance and
technical assistance for the development, implementation, and
operation of the system. Sufficient guaranties will be made available
on a vearly basis to suoport expected lendirg activities under the
Urban Employment and Comnunity Services Lecan.

3. Participating Credit Institutions - there are in
Costa Rica 4 commercial banks operating threugh over 70 of fices
in the country. These instituticns, as participating lenders
under the system, will screen potential private borrowers and
will grant credit ‘or the irplementation of eligible subprojects.
The proposed participating lenders are acceptadle to particip.te
in the POGP because they are institutions with an acceptable
record of success in their credit operaticns and because over 60%
of their total capitalization comes from the private sector. The
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institutions have requested admittance to the system, and will agree
as parties to the trust agreement to operate in accordance with its
policies and procedures; as established by the Administrator and A.I.D.

There are also some 28 finance companies that oould
join the system after its merits are demonstrated with the initial
collaboration of the National Banking System.

4. Participating Technicians - there are available for
the first year of operations sufficient technicians to generate
at least 45 subprojects. For projects in agriculture there are
over 51 extension agencies from the Ministry of Agriculture dispersed
throughout the country. For projects in the urban areas,
the Ministry of Ecoromy's Office of Small Industry and Artisanry
(DGATPIA) has been in existence for approximately two years. Under
the proposed Urban Environment Project, DGATPIA's institutional
capacity wiil be boosted in 36 months by adding 36 field analysists
to their present sta‘f. Among many other things, the institution
will have the capacity tc prepare more than 35 financial and technical
feasibility reports and assist up to 970 firms obtain credit. lMore-
over, independent technicians will be invited to join the System to
develop projects and provide follow-up assistance under contracts
with the borrowers. It is expected that independent consultants will
join the syster as the Project proves to be a good source of Income.
Lastly, all the technicians currently in the payroll of the partici-
pating lenders will begin to focus their attention on those projects

proposed by target group applicants.

The principal activities of all the participating
technicians will be the conceptualization of subprojects and the
forrulation of financial proposals. The interested professionals
and para-professionals will be classified in accordance with their
practical experierce. Those qualified and interested in participating
will be trained in the use of the Project's handbocks of policy and
procedures, which will be prepared to guide and maintain minimam
standards of quality. The technicians' recormencations will be based
on the technical, ecorcmic, and financial viability of the subproject.
The technicians' services will be free to the borrower, or included
as part of each subproject cost.

In cases where the cost of technical assistance is ch'araéd to
the subproject, the cost i retained by the lender from the proceeds of
the loan. Ten percent is then credited to the technical assistance account
of the guaranty fund and ninety percent is paid to the participating tech-
nician. The ten percent is accumulated to finance the cost of studies of
proposed subprojects where financial assistance is not recommended. As it
1s shown on page 26, the cost of pre-investment technical assistance is
expected to average SV of the credit: 90V of this amount will be disbursed
for technical assistance and 10\ for lost technical assistance.

C. Borrower, subproject and Loan Eligibility

Because recipients of sub-loans under the Urb
an Employment loan
wi)..l also havc_accgss to guaranties under the PCGP, these firms ::;st meet
eligibility criteria specified in the Urban Employment and Community

Improvement Project Paper, i.e., they must have:



(a) fixed capital assets of less than $30,000;
(t) capital per job ratios of less than $4,000;
(c) no access to other institutional credit;

(d) technically and financially sound use for
the credit; and

(e) an owner who works full time in its operations.
The maximum loans to an individual firm will be $15,000.

Eligibility criteria for the remainder of the
Guaranty Fund is broader. It has been established for owners or groups who:

(a) are capable of managing and devoting all their time
to a subproiect;

(b) 1in the case of farmers, individuaily or in group,
own and work less than 20 has. of land per person

and proposed total subproject capitalization is no
more than $5,000 equivalent per worker.

(c) in the case of small industry and commercial enter-
Prises the proposed Lulal capitalization of the pro-

Ject is less than $10,000 equivalent per worker,
including owners.

(d) are willing and able to contract debt; and

(e) are unable to obtain institutional credit on reasonable
terms.

Criteria (a) through (c) are meant to focus the project assistance
on individuals and groups who previously had been largely excluced from
convenient institutional credit, frequently because of lack of sufficient
collateral. They, along with their employees, are believed to b included in
the poorest two-thirds of the population. They generally do rot understand
how they can use credit, and if they do, they typically obtain it from money
lenders who often also buy the commodities the borrowers produce at orices the
money lencers themselves establish. Interest rates cn lcans from srivate
money lenders are typically several times the 6 to 14 percent the eligible
borrowers will be paying under this Project. This group of borrowers is also
camposed of people who have had little or no access to technical ass:stance
and are generally in need of it.

Subproject eligibility has been established in accordance with
known principles of risk management to enhance the potential impact of the
Project through broad risk diversification.

Eligible subprojects will be those,

(f) found technically, financially, and econamically feasible
by participating technicians; /7//‘
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(g) providing more than 50 percent of the borrower's income; and

(h) located in rural areas or in depressed urban areas.

Loans eligible for the guaranty of the Project will be those made:

(1) not exceeding $25,000 equivalent for subprojects owned by
one individual person and not exceeding $50,000 equivalent
for subprojects owned by groups of mchv;duals /815,000 for

the Fund component covering small industrv loans in the
San Jose Metiopolitan area);

(j) for a cne-time guaranty fee that shall not exceed
five percent of the subloan;

(k) at terms no longer than ten years, at a legal
interest rate;

(1) to finance fixed and/or current assets; and

(m) to refinance debt only in cases justified tech-
nically and financially and if that debt was
pPreviously under the guaranty or was contracted .
in harsh terms not considered beneficial to the
subproject.

The eligibility criteria areexpected to conform with
the return on investment necessary to secure an income that will
assure improvement in the sociceconomic status of subproject sponsor(s).
Subprojects with net returns of 30 percent or rore are quite possible
in Costa Rica. Such returns will be attractive enough to motivate
the use of credit.

The five percent limit to the guaranty cormission is
intenced to prevent an Inordinate burden on the subproject and to
pose a challenge in the administration of the Project. If the
capitalization of the Fund can be easily achieved with the initial
guaranty ocormission, the commission can be lowered to favor the
borrower but without putting in jeopardy the financial soundness
and effectiveness of the guaranty system.

Changes and exceptions to the above criteria will
be made by the Admirdstrator and A.I.D. as, the Project progresses,
to reflect better the intent of the leglslatlon, to assure the
positive impact of the Project, or when the merits of specific
subproiects require such action.

D. Administration

To achieve the purpose of the Project, the Central Bank
will create an administrative unit. The unit will be staffed
with a project director, a financial-administrative analyst with
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training in finance and economics, and a secretary. The unit will
function at the Central Bank under an administrative board where
all the banks and the Central Bank will be represented. The work
content of each position will be defined based on the policies and
procedures established to carry out the administration of the
Project. These will encompass the following activities:

1. Research and Planning

a. Periodic analyses to determine:

1. priorities of satisfaction
of credit needs;

ii., availability of physical and
hunan resources;

1ii. legal framework for utilization
of resources;

iv. applicability of current monetary
policy and/or need for modifications;
and

v. availability, or need for creation or
modification of systems to mobilize
financial resources.

b. Periodic review of project objectives and achieve-
ments and cefinition of measurable criteria for:

1. total volume of loans by lending institution;

ii. distridbution of credit through rural and
urban areas; .

iii. geographic distribution of project coverage;

iv. number and capacity of participating lending
institutions;

v. resource mobilization goals through redis-
counts and other sources;

vi. levels of capitalization of the Guaranty Fund;

vii. nurmber and capacity of available sources of
technical assistance;

viii. operations plan for the guaranty system;
ix. operating budget for the guaranty system;
X. pricing policy and guaranty comission; and

xi. technical assistance fees.
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With respect to ii above, the yearly planning exercise
will take into consideration the lending programs of

the participating banks in the urban and rural areas,
and will place particular attention to lending programs
planned under the Urban Employment and Community Services
Project for the allocation of the guarantying capacity
of the Fund in the forthcoming year.

C. Studies of special system features and recommendations

to improve their effectiveness and efficiency with
emphasgis on:

i. policy;

ii. organizational structures;
1ii. methods and procedures; and
vi, combinations of the above.

Design and Implementation

a. Development and updating of:
1. commmnications and information systems;
11, administrative and financial models; and
iii. hanavooks containing operating policy
and procedures approved by the Admin-
istrator and A.I.D.

b. Selection, incorporation, training, and coordina-
tion of:

1. technical assistance entities;
i1i, financial institutions; and

iii. support subsystems within and without the
Central Bank.

Operations and Control

a. Maintenance of the central register of:
i. loans granted and borrowers;
11. technical assistance operations;

111, arrearages, delinquency periods, and
defaults;

iv. doubtful recuperations;

V. audits;
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vi, payments of guaranties and of technical
assistance;

vii. other borrower's assets encumbered;
viii. participating institutions; and

ix. accounting and administrative data.
b. Execution and preparation of:
i. payments;
ii. oollections;
iv. audits;
V. corrective actions;
vi. financial statements of the Fund; and
vii. operations reparts.
c. Monitoring of:
1. trends in approvals and dishursements;

11. utilization of the resources of
guarantied loans;

1ii. actual performance of subprojects
per their original projections;

iv. loan amortizations and delinquencies;

v. management of assets received after
payment of guaranties; and

vi. lenders' operations and portfolio
status reports.

Evaluation >nd Information

a. Statistical analyses of:
1. credit volumes;
ii. productivity of borrowers;
1ii. profitability of borrowers, lenders,
technicians, and other participants in
the system;

iv. benefits to the national government ;

Al
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v. borrower's incomes;
vi. living standards; and

vii. any other identifiable effect of the
guaranty system.

b. Editing and dissemination of information through:
i. publication of special studies; and
ii. publication of the YEAR BOOK - PCGP
E. Operation of the System

The administrative unit will gmde the system's operations
through established means of cammmnications: opmat.lons handbooks ,
training sessions, and field evaluations. The system's operavions
can be synthesized in three major functions:

1. (redit and Technical Assistance - the system will
support credit for productive activities 1n agmcultm'e agmbusmess,
and small industry and commercial activities providing economic
opportunltyand needed services for communitydevelopment . The thrust
of the project will be to stimulate productive activities. Lenders
and technicians will screen potential borrowers. Identification of
a potential borrower by a lender will result in a referral of the
applicant to a participating technician paid by the Administrator or
the Borrower, as explained below. The technician will study the
technical and financial merits of the pruject in accordance with
establisned eligibility criteria and will recommend for or against

funding.

The technical and financial studies of a subproject
will establish the minimum required capitalization. With a positive
recammendation, the lender will be free to grant the credit under the
guaranty, within the established portfolio limit of the lencer, after
verification of the eligibility of applicant and subproject. It must be
stressed, however, that the lender is not obligated to grant the
credit even with a positive recormendation from a participating
technician. The loans macde will be eligible for rediscount at the
Central Bank at favorable loan percentage terms, and interest rates.

Barrowers will also be entitled to follow-up technical
assistance during the first year of a subproject, which may be
charged to the loan. Such follow-up technical assistance may be
made a condition of the loan agreement when it is deemed necessary
by technicians carrying out the preinvestment analysis and/or by
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thecomnermalbankextendmgtheloan After the first year of
operation, it is assumed that a subpm]ect will generate sufficient
cash flow to allow the firm to pay for its own technical assistance.

Both preinvestment and follow up technical assistance
will be financed by the lender as part the loan when the assistance
is not available without charge. In case the loan is not approved
after a preinvestment survey, the cost of making the survey will be
paid by the Administrator out of a 10% differential between the cost
of the services paid to the technicians making the survey and the
price charged to the subproject. The Lencer's operaticns handbook
will list all the available technicians by specialization, location,
and fees. This directary will be expanded as the project develops.

2. Guarantied loan Amortization and Performance
Information - the granting of a guarantied loan by any participating
Tender will irmediately be reported to the Administrator. A new
file will be opened on each loan, and information will be updated
monthly, mainly after delinquency reports. In this way the Admin-
istrator will gather current in:ormation about the total por'tfoho
under the guaranty and about the magnitucde of the balances in
arrears. This will also facilitate the monitoring of the lencer's
operations, the determination of loan eligibility for the guaranty,
the needs for subproject and/or portfolio audits, and the lender's
eligibility for payment of any guarantied loan.

The main purpose ot the informationsystem 1is the
proper functioning of the portfolio control mechanism. Inordinate
increases of arrearages must be promptly identified to slww or
suspend the lending operations of those lenders likely to shcw
losses close to the guaranty commission (to be initially established
at S percent). In addition to the lencer's reports, the Central
Bank will also receive technicians' reports as they provide assistance
to the subproject curing operations. A lender's ceviatiocn from the
Project's procedural guidelines in granting any loan will render
the guaranty invalid and the obligation of the Fund terminated.

Uncer this function it has been established that the
Administrator shall submit to USAID a quarterly report with infor-
mation about the operations of the Project, the financial situation
of the Fund, total A.I.D. exposure uxer the guaranty, and lenders',
borrowers', and technicians' perforwmance as reflected in the port-
folio status at the end of the quarter.

) 3. Guaranty Payments and Other Payments - the
last important function covers the actual payments of the obliga-
tions contracted by the subsystems that constitute the loan
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guaranty system. In order of importance, the first obligation
is contracted by the Fund which agrees to pay 75 percent of the
outstandmg balance of a locan made by a participating lender

in accordance with the guidelines g:.ven to the lender by the
Central Bank. Payment by the Fund will take place after no more
than 180 days of dehnquency, if the lender has initiated legal
action against the delinquent borrower. In the event that the
Fund's resources are not sufficient A.I.D. will start its pay-
ments as explained earlier. If A.I.D.'s payments reach the limit
of 50 percent of a lender's portfolio, the part1c1patmg credit
institutions will continue to pay until the entire portfolio

is covered.

The guaranty camission will be paid once by the
borrower to the lender, who will credit it to the account of
the Administrator. 'I‘he comission will be S percent of the
credit, which is expected to be sufficient to cover losses and
admuustmtlve expenses (see financial projcctlons in Part III
below). Adequacy of the guaranty comuission will be related to
the competence of the staff managing the gmmnty system. Specif-
1cally, theymst accurately assess the risk of the lending opera-
tions, organize a reliable technical assistance systen, and monitor
portfolio delinquency rates to take timely corrective action and
to insure prudence by the participating lenders.

lastly, the par'tlmpatmg lenders who received guaranty
payments from the Fund will continue to seek payment of the
defaulted loans, and in the event of recuperation, will pay back to
the Fund 75 percent of the amount recovered less the cost of

recuperating.

All the activities under the above four functions will
be monitored by the Administrator to assure the effectiveness and
reliability of the system. Monitoring of the project by USAID
will be carried out by the Capital Developne.nt Of fice with the
assistance of the regional technical unit in charge of the technical
direction of the PCGP.

F. Project Issues

Project success depends upon crucial interrelated
elements:

1. Efficient and effective administration of the
Project, in accordance with the administrative cycle outlined
under "Administration", to be able to, a) develop a reliable risk
neutralization system to instill ccnfldonce and obtain lenders'
participation; b) develop an effective technical assistance sub-
system to identify a sufficient nurber of bankable investment

9
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oppartunities, and develop subproject proposals.

The experience gained so far in the de51gm and
mlmentanm of other guaranty systems was useful in the concep-
tualization of the system for Costa Rica. The Mission expects
that the utilization of the trust concept with the paruc;panm
of the trust beneficiaries, with their own interest at risk, in
the administration of the fund, will enhance the quality of the
management and maintain their interest in continuous improvement
of the system. Specifically, with the Central Bank as the trustee
but with the lenders bearing an increasing firancial burden, in
the case of poor management, we expect a genenally stronger
interest in the quality of the administration of the system. The
technical assistance subsystem will also have many incentives to
perform well. Increasing incomes and professional pride are the
two principal possible motivators.

2. Lenders with sufficient recognition of the potential
profitability of their banking operations with the guaranty
system, and sufficient interest and commitment to seek the success
of the project through utilization of the guaranty system.

The participation and assistance of the technical
unit staff will be a positive factor in the dissemination of
information from other projects under the POGP and in the continous
motivation and training of all the participants in the operations
of the Costa Rican system.

USAID does not believe there are any serious issues per

se in this Project but presents the above thoughts to focus attention

on the areas of possible weakness if the necessary technical direction

and support from the technical unit are not available in a timely
and efficient fashion.

N
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III. Project Analyses

A. Technical Analysis

The Project's purpose beccmes the primary technical goal of
the Project which is to implement, operate and refine the Costa Rican
PGP model. In general, the model is intended to neutralize eoconami-
cally the risk inherent in the operations of the participating lenders.
The need for this system arises fram the lenders' belief that the ap-
propriate interest rate for loans to individuals outside the credit
system becomes prohibitive or cannot be ascertained because of the un-
certainty about the success of the subproject. In other words, the
high degree of uncertainty usually translates into infinite risk in the
mind of the lender. To illustrate,

COST + RISK = PRICE
wWhere,

COST is the opportunity cost, the administrative cost, and the
price the lender must pay for funds, either to the Central Bank or to
the depositors.

RISK is the probability of losing the loan. With the general
tendency of the cammercial banker to cover 100 percent of the risk
through the requirement of sufficient collateral, in operations with new
borrowers, the lack of sufficient mortgageable assets makes the operation
impossible.

PRICE is the interest rate plus camissions paid by the
borrower. This becomes a major constraint because the interest rate
cannot exceed legal limits and anything above the return of the sub-
project after covering production expenses and salaries, is not accepta-
ble by the borrower.

Therefore, the role of the guaranty system is to minimize the
"infinite" or indeterminate risk of the lender and provide a profit
incentive within the terms of existing rediscount rates and legal inter-
est rate structure. This is intended to allow the lender a net retumn
equal to his opportunity cost. As to the self-sufficiency of the Guaran-
ty Fund, it will depend on the accuracy with which the potential risk is
quantified adequately to price the guaranty, and on the reliability of
the technical assistance sub-system in the development and se.ection of
profitable subprojects. For example, assuning no overhead cost, the
Rund will be self-sufficient if the losses can be controlled and stabi-
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lized below the accumulated income to the fund, primarily from the five
percent guaranty commission planned. Examination of the past per-
formances of the probable participating lenders indicates that they have
sustained losses below one percent of their portfolio and that the

planned guaranty commission is reasonable to defend the fund. Since the
new lending will take place with different types of borrowers and projects,
a guaranty commission of five percent should safely cover losses and
administrative expenses.

While the risk of the lender is thus neutralized by the Fund,
the management of the guaranty system must find ways to neutralize the
risk assumed by the Fund. This will be achieved through several measures
designed into the guaranty system. One is the requirement of prein-
vestment technical assistance. This will tend to homogenize the quality
of the subprojects by establishing their technical and financial feasi-
bility, and operationally reduce the eligibility criteria to simple
foreseeable debt-service incdexes of, say, 4 to 1 (i.e., the net cash
generating capacity, before financial expenses, must be equal to four
times the amount required to service the debt). Second, the preinvestment
technical study of a subproject will focus on its viability as an eco-
nomic unit and will assess total capital requirements. Thus, a sub-
project will represent a fully conceptualized, self-help economic unit
for which a financial proposal is formilated. This will prevent the
common cursory analyses of working capital needs to "put out a fire"
without full assessment of total short and long-term capital requirements.
Third, "follow-up" technical assistance during the first year of a loan
will assure that the borrower makes effective use of the credit. Fourth,
because of the required self-help type of economic unit, strong emphasis
will be on determining the individual borrower's motivation and potential
as a productive new credit user within the bonafide credit system.
Finally, the monitoring system will continously provide information on
portfolio management, to be able to identify unacceptable arrearages and
stop lerding operations before conditions deteriorate beyond bearable
limits.

The procedure described above will assist in the development
of reliable actuarial data to expand the guaranty system operations.
This will require a high degree of competence of the administrative unit
which must maintain the balance of the financial equation explained in
the next section.

In the long run, self-sufficiency hopefully will result in
capitalization of the Fund. With this and greater availability of
actuarial data, the liability incurred by the Fund could be expanded
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prudently. For example, with the probability of 3 percent losses
established at 80 percent, $4 million equivalent in Fund resources could
safely guaranty a portfolio as high as $12 million equivalent, because
the Fund's resource level will be over ten-times the maximum amount
required to cover probable losses.

The Project requires the application of risk management princi-
ples to a loan guaranty system. This application is new in Costa Rica,
but the technology exists within the banking system to carry it out. In
terms of cost-effectiveness, the guaranty system is expected to develop
into one of the best ways to economically stimulate credit for productive
activities at the lowest sociceconamic levels. A.I.D. will provide a
fund and a guaranty of $3.0 million, which will not require foreign debt
to support a portfolio of $6.0 million equivalent. The financial pro-
jections show that A.I.D. may never have to pay any losses if the system
management achieves the planned operational objectives.

The technical support from A.I.D. and the subsidy of the Central
Bank are relatively small expenditures compared with those of others projects
designed to achieve comparable sublending at similar socioeconomic levels.

Finally, the interest of the Central Bank (Annex IV) and of
the lenders indicates that the Project is desirabie from the political
standpoint. The Mission has thus concluded that the Project has been
conceived and planned well, and that the socio-political enviromment is
favorable for prompt implementation (Annex III).

B. Financial Analysis

Intimately related to the eventual financial success of the
Project is the ability and speed with which the project management, with
adequate support from the technical unit of A.I.D., gains control of the
variables in the following financial equation for the Guaranty Fund.

Losses + Administration + Capitalization = Commission X Possible Lending
Absorptive Capacity

Where,
losses = The aggregate of all the guaranty
payments on defaulted loans.
Administration = The cost of salaries, overhead, and
support services.
Capitalization = An operating surplus.
Commission = The fee paid by the borrower. It is

established in accordance with expected
rates of default and adninistrative
ocosts.
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TABLE 1

PORTFOLIO GROWTH OF COMMERCIAL BANKS
IN CREDIT FOR AGRICULTURE, CATTLE,
INDUSTRY, SERVICES AND HOUSING,

IN
COSTA RICA
FROM 1974 TO 1977
(IN MILLIONS OF U.S.$) 1/

AS AT DECEMBER 31

Average

1974 1975 1976 1977 2/ &C\:J?:h

Agriculture 93.5 136.0 172.0 187.0 0.260
Cattle 123.4  140.6 164.9 190.y 0.155
Industry 114.1  155.1  182.8 236.4 0.275
Services 25.9 39.9 52.4 65.2 0.361
Housing 38.8 54,7 70.0 89.0 0.319
395.7 526.3 642.9 768.0 0.2u47

SOURCE: Banco Central de Costa Rica.

1/ US$1.00 = C.R. ¢8.54.
2/ Estimated based on December 1975 and 1976 figures.

7
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Pogsible Lending The total lending volume permitted
by the available liquidity and
ingtalled capacity of the lenders.

A restrictive factor determined by
the relative availability of ac-
ceptable projects generated by
participating technicians.

Absorptive Capacity

For an estimate of the possible effect of the guaranty system
and its probable financial success, a forecast is possible using available
information on the banking system's portfolio growth over the past several
years. Table I shows that the banks' portfolio of short, medium,
and long-term credit grew from $395.7 million equivalent in 1974 to
$768.0 million equivalent in 1977. The yearly avearge compound rate of
gowth is 24.7 percent. This trend is extrapolated to show in Table II
that the portfolio of those lenders may grow from $963.0 million in 1978
to over $3.0 billion equivalent by 1983.

The stimulative effect on total credit of the availability of
loan guaranties through the POGP can be estimated using as a base the
expected new yearly credit granted without the guaranty system by the
private lenders. The relative magnitude of the effect will depend on the
agressiveness and imagination shown by the Central Bank staff in orgaruzing
the required group of technicians for subproject generation and in
implementing operating plans that will satisfy and generate demand for
credit for production. Based on USAID's assessment of initial availability
of technicians, liquidity of the banking system, and installed capacity
of the banks, stimulations of from 1/4 of 1 percent (0.25%) in 1978, to
1 and 1/2 percent (1.50%) in 1983, can be expected above the basic trend
(See Table III), or new credit growth from the equivalent of $488,000
in 1978 to $9.9 million in 1983. The total new credit generation in this
five years is expected to reach over $34 million equivalent.

Based on a survey of small industry and agricultural loans,
USAID estimates that the average loan to individuals under the Project
will be $5,000 and the average to groups (cooperatives and commmity
groups) about $20,000, for a combined average of about $10,000 equivalent.
Therefore, the PCGP will be generating from at least 45 subprojects per
year in 1978 to over 986 subprojects in 1983. This is a quite sustainable
assumption if we look at the current availability of technicians, their
expected growth in the country, and their motivation to increase their
income and status through participation in the PCGP. Assuming that the
average loan will be for 36 months, the total portfolio guarantied by
the Fund will be over $16.0 million equivalent by 1983 -- slightly under
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TABLE II

IN CREDIT FOR AGRICULTURE, CATTLE, INDUSTRY,
SERVICES AND HOUSING IN

Agriculture Cattle Industry Services Housing

COSTA RICA

(IN MILLIONS OF U.S.$)

1979 TO 1983

0.260
187.0
235.6
296.9
374.1
471.3
593.9
748.3

Table I.

0.15§
190.4
219.9
254.0
293.4
338.8
391.4
452.0

0.275
236.4
301.4
384.3
490.0
624.7
796.5

1,015.6

0.361
65.2
88.7

120.8
i64.4
223.7
304.5

4144

0.319

89.0
117.4
154.8
204.2
269.4
3585.3
468.7

0.262
768.0
963.0

1,210.8
1,526.1
1,927.9
2,441.6
3,099.0

New

195,
247,
315,
L01.
513.
657.

I)I .
VA
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1.0 percent of the total expected portfolio of the banks, not under the
guaranty of the Fund. (See Tables II and III).

The results expected are reasonable if we consider the
responsiveness of the banking system to the demands of the Costa Rican
econamy. It has been observed that the contribution of Agriculture and
Forestry to the GDP has been above the contribution of Industry and Mining
and that it increased steadily between 1970 and 1973. After two years,
the growth of Agriculture crased and became a static contribution, while
the contribution of Industry and Mining maintained a faster growth since
1970, and surpassed the contribution of Agriculture and Forestry in 1975.

To support this steady growth the banks placed a strong emphasis
on their operations in term deposits, which unstable growth changed
significantly in 1974 and 1975, and grew less impressively in 1976. As
of this writing the banks of the system have sufficient liquidity to
recover from a slight decline in the growth of their credit operations
since 1976, and have the capacity to generate sufficient resources, if
necessary.

Assuming only the conservative projection of the portfolio growth
shown in Table I is achieved, and assuming that administrative expenses
and losses are held constant, the capitalization of the Fund will pro-
gress as shown in Table IV. It can be seen here that although the
guaranty commission may be adequate at $ percent, there is the danger
of a "mnm" of claims that will exhaust the Fund's resources faster than
they are being generated. Therefore, to enhance the probability of
adequate liquidity at any one time, the borrower will continue to pledge
the assets of each subproject as security, even though the loan may also
be secured under the PCGP. Moreover, to prevent lengthy legal p 1
and assure prompt recoveries of the amounts disbursed by the Fund, the
borrower will waive the right to prctest any legal action by the lender
in the event of default and all loars willbe registered to shorten the
liquidation of the assets used as security.

It cannot be sufficiently emphasized that the credit projections
of Tables IT and III and the financial projections in Table IV constitute
only a forecast and cannot alone be interpreted as achievable operating
plans. Nevertheless, in view of the economic resources and institutional
dynamism identified, the assumptions for the forecast are quite con-
servative. The parameters of possible success presented in the forecast
will be accepted by the project management and USAID as desirable minimal
operating objectives that should be achieved, if not surpassed, through
well-thought out operating plans.
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TABLE III

TOTAL CREDIT UNDER THE POGP
A FTORECAST FOR 1978 TO 1983
(IN MILLIONS OF U.S.$)

PCGP
Stimulation

Year New Credit Factar 1/ (Credit Portfolio 2/
1978 195.0 .0025 0.u88 0.u488
1979 247.0 .0050 1.235 1.723
1980 315.3 .0075 2.365 3.600
1981 401.8 .0100 4.018 6.383
1982 513.7 0125 6.425 10.439
1983 657.4 0150 9.861 16.282
TOTAL 2.987.6 34.248
Average .00875 5.708 6.u8S

SOURCE: Table II.

1/
2/

Based on expected project generating capacity
Assuning average term of 36 months.

Pt



TABLE IV
PRODUCTIVE CREDIT GUARANTY FUND
ESTIMATE OF INCOME AND EXPENSES, AND FINANGIAL STRENGTH 1/
1978 - 1983
(In Thousands of Dollars)
13978 1979 1980 1981 1982 1983
1. Credit 488 1,235 2,365 4,018 5,421 3,861
A. INOOME
2. Guaranty Commision (.05x#1) 2u.4 61.8 118.3 200.9 321.1 493.1
3. Sales & Rediscount Commis- o
sion (.005x#1) 2.4 6.2 11.8 20.1 32.1 49.3
4. Interest (12%) 1.5 7.0 4.0 23.6 uy .7 80.3
5. Recuperations (.30x¥ - 1yr.) - - 6.0 14.8 28.4 48.2
6. Technical Assistance (.05
x #1) 4.4 61.8 118.3 200.9 321.1 493.1
7. Guaranty Payments AID € Banks - - - - - -
8. Guaranty by Central Bank 39.0 - - - - -
TOTAL 91,7 136.8 268.4 460.3 47,4 1,164.9
B. EXPENSES
9. Salaries and Fringes 28.0 28.0 28.0 28.0 28,0 28.0
10. Technical Assistance
(.9 x #6) 22.0 55.6 106.5 180.8 289.0 4y3.8
11. Lost Technical Assistance
(.1 x #6) 2.4 6.2 11.8 20.1 32.1 49,3
12. Payments of Guaranties
(.04 x #1 - 1 yr.) - 19.5 49.4 4.6 160.7 256.8
13. Administrative Expenses 11.0 11.0 11.0 11.0 11.0 11.0
TOTAL 63.4 120.3 206.7 334.5 520.8 788.9
A-B TO THE FUND 28.3 16.5 61,7 125.8 226.6 813.6
14. A.I.D. Fund 28,3 44,8 106.5 232.3 458,.9 1,272.5
15. A.I.D. Exposure 366.0 1,292.3 2,700 4787.3 7,829.3 12,211.5
16. Bankers Exposure 122.0 430.7 900 1,595.7 2,609.7 4,070.5
17. Portfolio 488.0 1,723.0 3,600 6,383 10,439 16,282

1/ See explanation of Accounts in next pages.
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It has been shown that the Fund ocould break even before the
second year of operations and that the accumilated surpluses will grow
from $28.3 thousand equivalent in the first year to $1.3 million
equivalent by the sixth year of operations. The desirable reliability
of the administrative system should result in achievement of these
objectives and in the development of the needed actuarial base to
leverage the Fund resources beyond the 1 to 1 ratio of liabilities/
capital. If this is achieved, A.I.D. may not have to increase or
prolong its support beyond 1983, and the Banking System of Costa Rica
alone ocould sustain the Project.

Explanation of Items cn Table IV
1. Credit
From credit operations in Table III.

2. Guaranty Commission

A commission of five percent to capitalize the Aund. WVith
effective control of losses at four percent (4%), the fund could support
losses and prevent payments by A.I.D. and the Bankers.

3. Sale and Rediscount Cammssion

A commission of one half percent (1/2 of 1%) is established
for coverage of the administrative cost of rediscounting the paper
generated by the program. As with Guaranty Commission, it will be
refined as the Project develcps.

4. Interests
Half of the year's income and the accumulated profits will
yield twelve percent (12%) per year, if invested in prime paper like
coffe= bands.

5. Recuperations

One-fourth of the Guaranty Payments made the previous
year will be recuperated by the Fund.

6. Technical Assistance

Up to five percent (5%) of the credit granted by the
participating lenders will go for payment of technical assistance. The
administrator of the Project will receive these payments and will pay
the technicians as explained in numbers 10 and 11, below.

/’l‘ l! /

/
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7. Guaranty Payments by A.I.D.

The Payments made by A.I.D., under its obligations to pay
seventy-five percent (75%) of each loan, in the event the Fund's re-
sources are exhausted.

8. Subsidy by Central Bank

Before the Fund becames self-sustaining, the Bank will pay
for the salaries and fringe benefits of the persomnel assigned to
adninister the Project as follows:

Monthly Salaries and Fringes

Project Manager $ 1,500
Senior Analyst 900
Secretary ____.oo

Sub-Total $ 2,800

Overhead and Support

It is estimated that the
Central Bank will spend
15% of salaries and
fringes to implement,
promote and operate the

system. $ 420
Total Monthly Expenses $ 3,220
Yearly Expense $38,640

9. Salaries and Fringes

The yearly expenditure and funds reserved as computed
under #8, above.

10. Technical Assistance

Payments to participating technicians for the elaboration
of feasibility studies and financial proposals, in accordance with the
schedule negotiated with the Project Administrator, plus payments to
technicians for follow-up assistance during the first year of the sub-

)
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projects. It is estimated that 90 percent of the revenues under #6
will be used for payments of preinvestment studies that will result in

subproject financing.
11. lost Technical Assistance

Payment to the participating technicians for subproject studies
that resulted in negative recammendations for funding. It is estimated
at 10 percent of revenues under #6, above.

12, Payments of Guaranties

It is estimated that each year the Fund will have to pay
guaranties of the order of fowr percent of the credit guarentied the year
before.

13. Administrative Expenses

The payment for the overhead and support services of the
Central Bank in its administrative and pramoting activities.

4., Fund
The accumulated yearly operating surplus.
15. A.I.D. Exposure

Fifty percent of the outstanding credit. The Fund will be
able to support the burden of guaranty claims with the expected income
but the support of A.I.D. will continue to be necessary.

16. Banker's Exposure

Twenty-five percent of the portfolio. As with the A.I.D.
guaranty, the Banker's support will be necessary for the foreseeable
future.

17. Portfolio
Total portfolio under the POGP.

C. Estimated Demand to be Generated

1. Agricultural Sector

Based on the 1973 Agricultural Census, there were 81,562
total farms in Costa Rica of which 44,728 had less than ten hectares of
land. Sixty percent, or 26,837 of the farmers who worked these small
Plots, had per capita incomes of less than $150 in 1969 prices. an

L
w7
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evaluation of the Census prepared by the Consulting Firm Academia,
called Profile of Poverty in Costa Rica, shows that the number of
Poor farm families may vary between 19,750 and 44,000 depending on
the methodologies used. If the 1973 Census data figure is rounded
down, an average of 25,000 families seems a reasonable and even
conservative estimate of our target population, especially given
Academia's lowest estimate of approximately 20,000. It should also
be noted that there has been no significant change in the number of
poor farms between 1973 and 1978.

Two other elements must be included in our estimate:
collateral requirements and small farmers interest in credit,
Government Policy since 1975 permits uncollateralized loans,
guaranteed exclusively by a co-signer, only if the loan amount is
less than 15,000 colones. While data from rural branches of the
national bank of Costa Rica show that for these 25,000 poor farmers
co-signing is the common form of guarantee, it is difficult for this
category of borrower to obtain a co-signer. Information generated
from an agricultural model developed by SIECA for Costa Rica indicates
that poor farmers currently without access to credit would use credit
to change their crop mix to include more profitable crops. Related
research at CATIE indicates that once credit is available, the average
loan, in 1979 dollars, would be approximately $2,142. The SIECA model
indicates that Costa Rican small farmers are especially receptive to
changing crop mix when increased profits are clearly obtainable.

As a result, we estimate that from the 25,000 poor farmers,
4,000 with neither collateral nor co-signer will request credit over
the next five years with PCGP coverage. This is an extremely conserva-
tive figure, representing an average of only 800 loan requests per year
over the life of the project, or 200 for each of the four nationalized
banks. It does not take into account poor farmers returning for more
than one loan. It does not include any of the 17,891 non-poor families
farming under ten hectares who also might be eligible for guarantee
coverage, nor the approximately 21,000 poor families who probably need
varying degrees of PCGP coverage. The 4,000 represents only 15 percent
of all poor farms under 10 hectares, and 5 percent of all farms. Given
the improvement in information on prices for non-traditional, high-
valued, crops currently resulting from GOCR promotion and an A.I1.D.
loan, the estimate of 4,000 poor farmers without collateral seeking
to change their crop mixes appears very reasonable, if not overly conservative.

Assuming an annual eight percent rate of inflation,
the average loan size for poor farmers would be:
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1979 $2,142
1980 2,313 ‘
1981 2,498
1982 2,698
1983 2,914

Matching these average loan sizes with 800 loans per
year for five years gives a potential demand of $10.052 million for
this one category of small farmers seeking to change crop mixes.
Additional demand will come from farmers seeking to expand their
production, from farmers starting new farms under the Land Coloniza-
tion Institute (ITCO) program, and from small farmer cooperative
groups wanting to expand operations through the National Cooperative
Institute (INFOCOOP).

ITCO expects to locate 2,000 of the landless poor per
yYear on unsettled land. The average settlement cost of these indivi-
duals is $9,000. Because ITOO subsidizes 80 percent of the settlement
costs in the form of grubstakes, some construction materials, certain
farm inputs, basic farm infrastructures and technical assistance
services, the average loan size is about $1,800. Total annual credit
demand for ITCO settlers--all eligible for the PCGP--is $3.6 million,
or $18 million over the five years.

The lending operations of INFOCOOP have shown that small
farmer cooperatives cannot normally obtain guarantees from the national
banking system. Experience of INFOCOOP with A.I.D. Loan 025 has
demonstrated that 65 percent of the sub-loans ($1.75 million) to poor
cooperatives has been made with no guarantee. INFOCOOP does not have
the financial capacity to satisfy the total cooperative demand for pro-
duction credit. The guaranty program will allow the national banking
system to respond to some of the excess demand. We, therefore, esti-
mate that the demand from agricultural cooperatives for gquaranteed
credit will be at least $3 million over the life of tha PCGP. while
the $3 million estimate from INFOCOOP may include some double counting
of the 4,000 poor farmers already described, it is clear that the agri-
Cultural sector will provide substantial demand for the credit avail-
ability generated by the PCGP.

2. Small Industrial Firm Credit Demand in San Jose

The credit demand analysis conducted for the Urban
Employment Community Improvement project paper (pp. 72-75) indicates
that there will be some 970 new small industrial loans, totalling $6.0
million, generated by the project over the 1979-81 three year period
Gee Annex VIII). Approval of the PCGP project is a condition precedent
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to the disbursement of credit monies under the "Urban" loan.

Since the PCGP project will extend to 1983, the final industrial
demand in San Jose should be greater than the $6.0 million figure.
In addition, there may be some agricultural industry subprojects
gensrated.

3. Summa of Total Demand and Supply for Credit
Resulting from the PCGP

The amount of loan demand from both sectors to be

generated as a result of the $6 million PCGP program ($3 million

from USG and $3 million from GOCR) is conservatively expected to

reach some $31 million: $25 million from the agricultural sector

and $6 million from the small industrial sector. The supply and
demand estimates are quite similar (34 vs 31). Even at half these
anticipated values, the figures indicate that the PCGP should generate
more than enough loan activity to justify the cost of establishing the
adninistrative machinery to test the POGP concept in Costa Rica.

D. Social Analysis

1. Target Group

This PCGP Project is directed to the small entrepreneur
who can be a poor farmer or a poor artisan, businessman, food processor,
or merchant. These can be long established, recently self-employed, or
able to be self-employed because of the availability of the PCGP
guaranty. In the rural areas, given the diversity of conditions and
personalities within the target group, the guccess of the Project will
depend on the understanding of those conditions and characteristics
that from the social landscape, and of the differences among the groups
involved.

2. Small Farmers

The average farmer within the target group has had 2 - 3
years of education and is a member of a family of six persons. Depending
on employment opportunities and because of lack of capital to work the
full year, about half of them seek seasonal employment away from their
farms. In this endeavors there has been some migration and trans-migration
in the swrounding areas, but most farmers have been in residence for a
long time in Costa Rica and constitute a stable population.

The Costa Rican farmer usually lives in a dispersed cormuni ty
settlement and his social organization has its foundat:on in family-
friendship groups. The success of the PCGP will depend on the acceptance
of the concept of "working with borrowed morey" and on the effectiveness
of lenders and technicians in identifying and financing eligible subproject
which requires some sophistication from the borrower ac he must perceive
the benefits of financial leverage.

Sccial interaction tends to take place within a sociai
Strata rather than among strata which limits the flow of the necessary
information for progressive mobility. Small farmerscwring their lard,
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generally less than 20 hectares, are at one social stratum, landless
laborers at another, and large farm owners at still another. Intelligent
utilization of financial tools, however, could provide a catalyst tc
improve their utilization of economic resources and enhance the possi-
bilities of upward mobility through ownership and higher productivity.

As a favorable condition, the farmers have been found to be
quick to accept change - 1f they are confident that profits will be
possible or will increase. The lending institutions have been successful
with small farmers also because, properly handled and assisted their
response to financial obligations has been excellent. The lack of a
tool like the PCGP, however, has obstructed a greater penetration by the
institutional lenders, and the satisfaction of a need for credit, already
felt by a relatively large group of the poor rural population.

3. The Urban Producers

These =-e the pocr antrepreneurs with scmewhat better ed.cation
that try to survive in the tugurio areas. Depending on their relative
success 1n stabilizing their satisfaction of basic necessitiec. this
population moves from unstable Pocket-type tugurios, to dispersed tugurios.,
to concentrated tugurios. It has been established that goods and services
from the well-established slum areas satisfy many of the reeds of the
urban population.

Within these areas, the success of the PCGP will also depend
on the relative sophistication of the entrepreneur to accept credit, and
in the aggresiveness and effectiveness of credit institutions in pene-
trating these areas. Several surveys have been made of these areas to
ascertain the responsiveness of those in business to the concept of
credit. The results have been encouraging because it has been established
that a meaningful nurber of entrepreneurs have expressed a desire to use

credit. It has also been established that the lack of sufficient guaranties

has prevented the flow of institutional credit to these areas.

The PCGP cames at a time of awareness of the needs of the
rural and urban poor entrepreneurs, and of the constrairts to the oper-
ations of the institutional lenders. The Project acceptance w:ill depend
on the effectiveress of the administration system to make the PCGP
benefits available to all participants. These berefits must ‘low o the
target group Lut rot without making possible an acceptable profit to the
lender, and an attmactive compensation to the technician. A spread effect
1s expected as the Project proves successful. Additicnal lenders in
pursuit of profits are expected to seek the target group market; ad-
ditional technicians are also expected to join the system as pood reruner-
ations become visible; and more farmers, producers and communities will
seek credit as they learm about its bernefits.

For certain cultural and economic reasons, women ke up
over 50% of the econcmically active population. HHistorically, women
have been active in government, businesses and industry. The project will
encourage the cevelopment and funding of those subprojects sponsored by
women. Women will aiso be able te participate on an equal basis with men
in the management of the Proiect and as technicians.

I/" /
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E. Economic Analysis

The PCGP will seek to develop a cammercially viable solu-
tion to the pervasive problem of lack of adequate collateral to
secure credit for production at the "grass roots" level. This prob-
lem acts as a serious constraint to increases of real income and
profitability of the productive activities of the majority of the
econamically active population. This group is made up of small
producers in the agricultural, industrial, and service sectors.

The assistance mrovided by the guaranty system is designed in ac-
cardance with the existing monetary policies of the Toverrment of
Costa Rica, to increase economic output by seeking optimization in
the utilization of existing resources, within the socio—cultural
envirorment.

Although GDP has grown during the last ten years its rate
of growth began to decline in 1974, when a sharp drop of the output
of Agriculture was registered. From this year on the GDP showed
a slower rate of growth and the agricultural output ceased to grow.
The output of Industry and Mining has continued to grow, but from
the same year it showed a slower pace also. In 1376 the output of
Industry and Minirg surpassed the output of Agriculture, but no sig-
nificant improvement of the GDP growth was observed. The GOCR has
reacted to increase the rate of economic growth by placing a strong
emphasis on small industry and smll farming.

The POGP comes at an appropriate time to help in the ef-
fort to raise the rural and urban poor incames by providing the
necessary incentive to stimulate the flow of private financial re-
sources to their productive enterprises. Tre financial and tech-
nical assistance envisioned under the POGP is urgently needed to
emable the introduction of higher value (and more labor-intensive)
crops in the activities of poor small farmers.

The PCGP will also satisfy the need far financial and
technical assistance of the small urban producers to increase their
output and productivity. Both in the rual and urban areas the
Project expected immediate effects are in the creation of new em-
ployment and ownership opportunities for the benefit of landless
and small enterprise families and groups with under-utilized labor
and land.

If current social and political conditions remain fa or-
able and the management of the Project achieves promptly the neces-
sary competence, the probability of achieving the results envi-
sioned in the forecasts presented in previous sections is high.
Sufficient resources have been identified to assure the success of
the Project. These resources are represented in the physical
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capacity of the banks throughout the country, the banking system
liquidity to fund subprojects under the guaranty, technical per-
sonnel to generate submrojects for funding and to help initiate
them, and potentially productive small borrowers who could profit-
ably use credit to improve their socio-economic conditions.

It is felt that the Project will not be successful if
tangible benefits are not made possible to all the above partici-
pants. Most important, if through the concerted efforts of bank-
ers, technicians, and the Central Bank, the finmancial benefits to
the Fund are not sufficient to cover costs, the Project will not
meet the statutory requirement of self-sufficiency. Therefore, the
key to the success of the Project will be the competence of the
human resources dedicated to manage the guaranty system at the
Central Bank and to provide technical assistance to borrowers.
Through the technical assistance provided by A.I.D., the trustee
1s expected to develop proniptly the capability to make possible the
expected economic benefits.

These benefits can be measured in terms of revenues to
the Fund (which will strengthen the guaranty system), employment
thmugh the subprojects funded, interest income to the lenda‘s,
openatmg revenues to the SU.pr‘O]eCt sponsors and to the participat-
ing technicians, and new tax revenues to the local and national
goverments. These benefits will have a direct impact on the
quality of life at the comrunity level and will add dynamism to the
process of integrating into the economy pnevzously neglected produc-
tive sectors that represent a majority of the active labor force
(largely the poor majority) in agriculture, industry, and commerce.
Thus, the Project clearly qualifies under the criteria of A.I.D.'s
Congressional Mancate.

Based on the forecast of operating results, the guaranty
system is expected to stimulate new lmuding of some $34.2 million
equivalent from 1978 to 1983. Without yomg beyond the direct
beneficiaries of the Project, the part1c1pat1ng lenders will gross
over $1.0 million ejuivalent taking into consideration an average
smread of 2 percert between their cost of money arx! their interest
rate, and estimating an average term of three years. The smread
will result from a rediscount interest rate of 6 percent of the
loan and 8 percent interest to the borrower. The maximum cost of
the bank's own resources, the portion of the loan not rediscount-
able, is 8 percent 1f obtained through certificates of deposit at
6 to 12 ronths. This can be lowered by deposits in current account
where the bank does not pay any interest. These earnings will be
possible without an increase of the lenders' installed capacity,
which will also have a direct impact on their profitability.



The above new lending for subprojects under the POGP will
generate directly some 7,000 new jobs and will generate gross pro-
fits to the borrowers of $41 million equivalent during the average
term of 3 years per loan, estimating $5,000 equivalent to create a
new job and an average of 40 percent return on investment. From
the standpoint of the borrower, the PCGP will give him the oppor-
tunity to use institutional credit. This will be enjoyed by new
borrowers who never used credit and by those who have been using
credit obtained at usurious interest rates from money lenders out-
side of the bonafide credit system. While the benefits to the
former will solely be in terms of the profitability of *he sub-
pojects, the latter will also benefit from greater availability of
credit for fixed and current assets and from the savings possible
as they move from the roney lender to the banking system. With
same 34,200 productive econamic units being created or expanded,
during the next five years, there will therefore be a series of
future indirect benefits to the macroeconomy which together with
direct benefits will contribute to raising municipal and national
tax revenues.

One of the important indirect benefits is the encouragement
of savings through bank deposits of small farmers and businessmen
who have not previously had bank accounts but will be encouraged to
do so after receiving a loan for the first time from a cammercial
bank. During discussions with USAID, commercial bankers were guick
to recognize this as an important potential benefit to them, while
the Centmal Bank officials consicered this to be significant from
the viewpoint of encouraging domestic savings. Another important
indirect benefit will be to increase the number of able entrepreneurs
and managers as small scale firms gradually grow into medium scale
enterprises with the assistance of POGP. The direct increase in
real income resulting from the program may also be expected to have
a multiplicative effect on aggregate incame that is at least 2 to 3
times the initial increase.

One other economic benefit is that after the self-sustain-
ing capability of the gua.anty system is established, it can be viewed
as a generator of excellent investrent opportunities for those indi-
viduals seeking alternatives to the savings account. It is known
fact that the limited success of the concepts of underwriting stock
issues ard investment banking in countries where these concepts are
least known is caused by the reluctance of investors to acquire
Paper when the profit is guarantied only by the often dubious poten-
tial success of the management of the enterprise funded. Therefore,
for those seeking safe and profitable investment cpportunities, PCGP
paper will be attractive because it will be 75 percent guarantied by
the Fund and 25 percent by the seller.
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Examples of the need for this type of investment alternmative
can be seen in the unexpected success of the Savings and Loan Systems
created for housing, which have captured savings many times beyond the
most optimistic estimates in countries where they have been established,
Colambia, Guatemala, Paraguay, etc.

lastly, development of the anticipated number of subprojects
will result in approximately $500,000 in revenues to the technicians
providing mre-investment and follow-on technical assistance. It is
difficult to quantity all the economic benefits from the Project, such
as indirect employment created, new taxes to the local and national
government (from credit users, lenders, and technicians), and
strengthening of the communities of the beneficiaries. However, given
the modest magnitude of the inputs from A.I.D. and the National Banking
System, the Project appears highly desirable from an economic viewpoint.

IV, Implementation Arrangements

The implementation arrangements have been made in accardance with
the existing strength and capabilities of the proposed subsystems.
The initiation of eligible lenders and technicians is expected to be
slow but relatively easy. The most difficult task, because of the
thoroughness required, will likely be the training of the adninistra-
tive staff and organization of the administrative unit at the Central
Bank.

A. Administrative Armangements

1. Conduit - Under a Trust Agreement with A.I.D., the
Central Bank will be the Administrator of the guaranty system and of
the A.I.D. guaranty that shall flow through the Guaranty Fund created
by A.I.D. to the participating lenders. The technical strength of
the Banking System and its authority in ronetary matters make it the
most feasible institution in the country to implement and operate the
Project. The adninistrative unit will be staffed in accordance with
the perceived needs of the Project, by two full-time professionmals
and a secretary. As discussed earlier, they will receive from A.I.D.
the recessary trairdng ard assistan:e ‘o carry out effectively the
development, implamentation, and operation of the guaranty system.
Development of operating handbooks will be an essential part of the
training.

2 lenders - All commercial banks will participate as
lerders and all other financial institutions will be invited to par-
ticipate. All participants will receive training on how to cperate
in accordance with Project policies and procedures, and portfo.io
cuotas will be assigned in accordance with their relative strength
before they are authorized to start lending operations wder the sys-
tem.
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3. Technicians - All qualified technicians available
in Costa Rica will also be invited to participate. Fees will be
negotiated with those interested, on the basis of reasonable rates
plus direct and indirect expenses. Training sessions will also be
held to familiarize them with the contents of the operating hand-
books before they are authorized to start overations under the sys-
tem.

4. A.I.D. - USAID will have the capac’ty to monitor
the Project after participating in theearly design and implementa-
tion of the guaranty systeri. The o'ficer assigned to maintain con-
tact with the Central Bank will ra:eive a thorough briefing on
project objectives, operating jolicies and procedures, and desirable
results. He/she wil) maintain close cammmnications with the region-
al technical ‘wut in charge of the technical direction of the PCGP.

8. Irplementation Timetable

The following cslendar of events applies to the imple-
mentation of the Pryiect. It has been established by USAID wih the
cooperation of the Central Bank.

Date

1. Approval by DAIC August 31, 1978
2. Guaranty Authorization September 8, 1978
3. Negotiation of Trust Agreement September 15, 1978
4. Signature o’ Trust Agreement September 29, 1978
5. Technical Advisor on board October 31, 1978
6. Training of Central Bank Staff November 30, 1978
7. System promotion with lenders

and technicians November 30, 1978
8. Analysis and classification of

lenders November 30, 1978
9. Analysis and classification of

technicians November 30, 1978
10. Tra:ining of lenders and tech-

nicians December 15, 1978
11.  Start of operations January 2, 1979
12. Project completion September 30, 1983

C. Evaluation Plan

The fiow of information from the Central Bank to USAID will
permit a quarterly review of the Project's operations. The review
will cover statistics on borrowers, subprojects, geographic coverage,
economic activities supported, technical assistance services, credit
volumes, loan amounts, lenders' activities, portfolio status, delin-
quencies, financial condition of the Fund, and other in‘ormation.
This information will not only facilitate A.I.D.'s moni toring of

AW
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operations but will permit a quarterly assessment of progres to-
ward achieving the purpose and contributing toward the goal of the
Project. A formal evaluation of progress toward these objectives
will be held annually, as a result of which the fiduciary of the
trust, the Central Bank, will publish an annual PCGP report.

My
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Section 222A - Agricultural and Productive Credit and Self-Help
Cammity Development Programs

(a) It is the sense of the Congress that in order to stimulate the
participation of the private sector in the economic development of

less developed countries in latin America, the authority conferred

by this section should be used to establish pilot programs in not more
than five latin American countries to encourage private banks, credit
institutions, sirdlar private lending organizations, cooperatives, and
private nonprofit development organizations to make loars on reasonable
terms to organized groups and indivicduals residing in a commmity for
the purpose of enabling such groups and individuals to carry out
agricultural credit and sclf-help community development projects for
which they are unable to obtain financial assistance on reasorable
terms. Agricultural credit and assistance for self-help commumnity
development projects should include, but not be limited to, material
and such projects as wells, pumps, farm machinery, improved seed,
fertilizer, pesticices, vocational training, food industry development,
nutrition projects, improved breeding stock for farm animals, sanitation
facilities, and looms and other handicraft aids.

(b) To carry out the purposes of Subsection (a), the agency primarily
responsible for administering Part I is authorized to issue guaranties,
on such terms and conditions as it shall determine, to private lending
institutions, cooperatives, and private nonprofit development organiza-
tions in not more than five Latin American countries assuring against
loss ot not to exceed 50 percent of the portfolio of such loans made by
any lender to organized groups or individuals residing, in a commmity
to enable such groups or individuals carry out agricultural credit and
self-help community development projects for which they are unable to
obtain financial assistance on reasonalbe terms. In no event shall the
liabllity of the United States exceed 75 percent of any one loan.

(c) The total face amourt of guaranties issued under this section
outstanding at any one time shall not exceed $15,000,000. Not more
than ten percent of such sum shall be provided for any one institution,
cooperative, or organization,
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(d) The Inter-American Foundation shall be consulted in developing
criteria fcr making loans eligible for guaranty coverage in latin
America under this section.

(e} Not to exceed $3,000,000 of the guaranty reserve established
under Section 223(b) shall be available to make such payment as may
be necessary to discharge liabilities under guaranties issued under
this section or any guaranties previously issued under Section 240 of
this Act.

(f) Funds held by the Overseas Private Investment Corporation
pursuant to Section 236 may be available for meeting necessary admin-
istrative and operating expenses for carrying out the provisions of
this section through June 30, 1976.

(g) The Overseas Private Investment Corporation shall, upon enactment
of this subsection, transfer to the agency primarily responsible for
administering Part I all obligations, assets and related rights and
responsibilities arising out of, or related to, the predecessor program
provided for in Section 240 of this Act.

(h)  The authority of this section shall continue until December 31, 1977.

(1) Notwithstanding the limitations in Subsection (c) of this section,
foreign currencies owned by the United States and determined by the
Secretary of the Treasury to be excess to the needs of the United States
may be utilized to carry out the purposes of this section, including
the discharge of liabilities under this subsection. The authority con-
ferred by this subsection she11 be in addition to authority conferred
by any other provisicn of law to implement guaranty programs utilizing
excess local currency.

(j) The President shall, on or before January 15, 1976, make a
detailed report to the Congress on the results of the program established
under this section, together with such recommendations as he may deem
appropriate.

Section 223 - General Provisions

(a) A fee shall be charged for each guaranty issued under Section 221,
222, or 222A in an amount to be determined by the President. In the
event the fee to be charged for such type guaranty is reduced, fees to
be paid under existing contracts for the same type of guaranty may be
similarly reduced.

UNCLASSIFIED
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GUARANTY AUTHORIZATION

Provided Fram: FAA Section 222A
Costa Rica: Productive Credit
Guaranty Program

Pursuant to the authority vested in me as Assistant Administrator,
Bureau for Latin America and the Caribbean, by the Foreign Assist-
ance Act of 1961, as amended ("the Act"), and the delegations of
authority issued thereunder, I hereby authorize the issuance of a
guaranty in an amount not to exceed three million United States
dollars ($3,000,0007 ("Guaranty") to benefit eligible lenders
in Costa Rica("Fideicormissaries") pursuant to Secticn 222A of the
Act and in furtherance of the Alliance for Progress. The Agency
for International Development ("Fideicommissor") will enter into
a trust agreement with the Banco Central de Costa Rica or other
appropriate financial institution ("Fiduciary") which will admin-
ister a pilot credit guaranty project ("Project") within the
Productive Credit Guaranty Program. The Fideicommissor shall
establish a Productive Credit Guaranty Fund ("Fund") pursuant to
the Project for the purpose of repaying eligible loans ("Loans")
made by any Fideicormissary on which Loans a default has occurred.
The Guaranty shall be subject to the following terms and conditions:

I. Period of Eligibility

In the absence of a written objection by A.I.D. to

the Trustee with respect to any proposed Fideicommis-

sary, the Guaranty authorized herein shall be applicable
to Loans made by any Fideicommissary subsequent to the
date which is five (5) business days after the date

on which the Fiduciary notifies the Ficeicommissor that
the Fideirommissary has satisfied all applicable conditions
precedent with respect to the Project ("Commencement Date"),
but shall not be applicable to Loans made after September
30, 1978, or a later date notified in writing by the
Fideicommissor.

II. Amount of Guaranty

Upon a showing by the Fiduciary that the resources of
the Fund have been totally depleted pursuant to the
Project, the Fideicammissor shall pay to each fideicom-
missary pursuant to the Guaranty an amont equal to
seventy-five percent (75%) of the sum of the outstanding
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principal balance of each Loan made by such Fideicom-
missary on which a default has occurred plus the

normal interest accrued thereon during no more than

the first one hundred eighty (180) calendar days
following the date on which the default occurred;
provided, however, that with respect to defaulted

loans made iIn eachdiscrete calendar year by an fidej-
cormissary, the aggregate of the payments made by the
Fideicommissor shali not exceed fifty percent (50%) of
the outstanding principal amount of all 'oans

made during such year by such Fideizommissary calculated
as of the last day of each applicable cdefault period.
Anything contained herein to the contrary notwith-
standing, the aggregate liability of the Fideicommissor
under the Guaranty shall in ro event exceed three million
United States dollars ($3,000,000).

Commission and Fees

Each borrower shall pay to the Fideicommissary making
a Loan to such borrower under the Project a guaranty
commission in an amount not to exceed five percent (5%)
of the amount of such Lman, which guaranty comnission
shall be promptly paid into the Fund by such Fideicom-
missary.

Term of « L«

The term of Loan shall not exceed ten (10)
years.

Conditions Precedent

A.  Prior to the guarantying of the first Loan under
the Project, the Fiduciary shall submit to the
Fideicommissor in form and substance satis-
factory to the latter:

\1) a roster of the Fiduciary's personnel
responsible for the administration of
the Project;

(2) a standard Guaranty Contract form to be

executed by and between the Fiduciary
and each Fideicommissary that was not
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a party to the Trust Agreement;

a participation agreement between the
Administrator and the entities or
individuals providing technical assist-
ance under the Project;

the operating handbook for the Fideicom-
missaries, the handbook for the individ-
uals providing technical assistance, and
the handbook for the Fiduciary; and

evidence that the programs for training
the personnel of the Fiduciary, of the

Fideicommissaries, and the personnel
providing technical assistance have
been established.

B. Prior to the camencement date for each Fideicom-
ssary, the Fiduciary shall have in its records,
in form and susbtance specified by the Fideicammissor:

(1)

(2)

VI. Covenants

an executed original of the Guaranty Contract,
if the Fideicommissary was not a party to
the Trust Agreement;

evidence that all personnel to be involved
in the Fideicommissary's Project operations
have satisfactorily completed the required
training pursuant to the Project.

The Fidiecommissaries shall jointly and severally covenant

and agree

to:

Pay to each Fideicommissary an amount equal to seventy-
five percent (75%) of the sum of the outstanding principal
balance of each defaulted loan made by such Fideicom-
missary plus the interest accrued thereon during no more
than the first one hundred eighty (180) calender days

following

the date on which the default occurred less

the aggregate of the amounts paid to such eligible lender

UNCLASSIFIED
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by the Fund and/or by the Fideicommissor pursuant
to the Guaranty;

The Fiduciary shall covenant and agree to:

A.  Pay the administrative expenses associated with
the guaranty system until such time as the
Project shall become self-sufficient as demon-
strated by the Fund achieving a level predeter-
mined by the Fiduciary and the Fideicommissor;

B. Negotiate agreements with the Fideicommissaries
for the purpose of rediscounting loans made by
such Fideicommissaries under the Project;

C. Obtainthe Fideicommissor's approval of any change
in plans, procedures, policies and handbooks
previously approved by the Fideicommissor and the
Fiduciary.

Amount of Guaranty

The Trust Agreement between A.I.D. and the Administrator
shall include formulae to facilitate the increase or
decrease of the maximum amount of the Guaranty necessary
to support the growth of the total portfolio of loans
under the Project. In no event shall the Ficeiconmissor
agree to increase the maximum amount of the Guaranty if
such increase would result in the violation of Section
222A of the Act.

VIII. Other Conditions
The Project shall be subject to such other terms and
conditions as the Fideicommissor may deem advisable.
Assistant Administrator
Date
Clearance:
GC/1A, JlKessler Date PPC/DPR, EHogan Date
LA/SA, Date SFR/N/C, TBlacka Date
LA/DR, MBrown Date . .
WDR, HBassforwd Date GC/II‘.. G.Jmfer‘:lb

Revised:1A/LR, AVelasquez:rm
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ANNEX III

CERTTFICATION PURSUANT TO SECTION 611 (e) OF THE
FOREIGN ASSISTANCE ACT

1. Stephen P. Knaebel, the Principal officer of the Agency for
International Developnent in Costa Rica, having taken into account
among other factors the maintenance and utilization of projects

in Costa Rica previously financed or assisted by the United States,
do hereby certify that in my judgement Costa Rica has the technical
capability and physical and human resources to develop and maintain
the adninistrative system required to utilize the proposed
$3,000,000 of loan guaranty authority under the Productive Credit
Guaranty Program, Section 222A, FAA of 1974,

Ot

Stephefi P. Knaebel
USAID Mission Director

July 28, 1978
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BANCO CENTRAL DE COSTA RICA
SAN JOSE, COSTA RiCA

9 de agosto de 1978
PE~262-78

Sefior

Stephen Knaebel, Director

Agencia para el Desarrollo Internacional
Embajada Americana

San José

Seffor Director:

Tenemos el agrado de dirigirnos a usted con respecto al Programa de
Garantfas de Cré&ditos Productivos ( P.G.C.?P. ) que esa Misién & su digno cargo
ofrecié al Gobierno de Costa Rica por conducto de la Casa Presidencial, y a
las conversaciones que sobre el particular se han llevado a cabo al nivel téc
nico.

Deseamos comunicarle que estas conversaciones han culminado en la
formulacién de un proyecto bajo el PGCP para la creacifén de un sistema de ga -
rantfas de crédito en Costa Rica, y que, encontrdndolo beneficioso para la eco
nomfa del pafs, en nombre del Gobierno Nacional, este Banco acepta la oferta
de asistencia econdmica a través del PGCP en los t€rminos del Documento de Fi-
deicomiso que oportunamente se apruebe por parte de esa MisiSn de la Agencia
para el Desarrollo Internacional como fideicomitente, de este Banco como fidu-
ciario y de las instituciones financieras del sistema de crédito del pafs como
fideicomisarios.

Agregamos que los fideicomisarios estarfan dispuestos a asumir el
riesgo cubierto por el Fondo de Garantfas si en cualquier momento se agotaran
los recursos del fondo y la A.I.D. hubiera cubierto el cincuenta por ciento
( 502 ) del monto de cartera vigente de préstamos otorgados en cualquier afo
de operaciones dentro del sistema P.G.C.P. de cualquiera de los fideicomisa -
rios.

Para coordinar la instauracién del sistema de garantfas esta Ingti
tucién ha designado a la licenciada Cecilia Oconitrillo.

Sin otro particular, aprovechamos la oportunidad para saludarle
con nuestra consideraci6én mfs distinguida.

Atentamente,

. /?;‘ztvtr .; — i
Guillermo Gdnzflez Truque
Presidente Ejecutivo
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PROJECT CHECKLIST
FOR
PRODUCTIVE CREDIT GUARANTY PROJECT

1. Section 222A(a): Will the Project encourage the mobilization of
pmvate Sector resources through banks, credit institutions, similar

lx‘lvate lend.mg organizations, coopemtlves or nonprofit development
ozgauzaums to make loans for agricultural credit and self-help com-

mmity development projects?

Yes. The Project is specifically designed to achieve this objec-
tive. See statement of goal and purpose for the Project.

2. Section 222A(a): Will the Project loans be made on reasonable
terms to organized groups or individuals to enable them to carry out
agricultural and industrial self-help producnon projects for which
they are unable to obtain financial assistance c¢h reasonable terms?

Yes. Project loans will be made only to such individuals and
groups, and only for their self-help development projects for
which they are unable to obtain credit on reasonable terms.
loan tums will be those prevailing in the financial market
for all traditional credit customers of the participating
financial institutions, plus a charge for the loan guaranty.

3. Section 222A(a): Will the agricultural credit and self-help
community development projects include fixed and current assets such
as wells, purps, farm machinery, unpmved seed, fertilizer, pesticides,
vocational training, food processing fac111t1es, food distribution
projects, improved breeding stock for farm animals, sanitation facili-
ties and looms and other handicraft aids?

Yes. All such assets are fair examples of assest to be
financed with credit under this program.

y, Section 222A(c): Will the total face amount of guaranties,
including the one for this Project, exceed $15,000.000?

UNCLASSIFIED
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No. If this Project is approved at the level of guaranty
requested ($3.0 million), a total face amount of $15.0
million in guaranties will have been approved. (The
others are Bolivia $2.5 million, Colombia $5.0 million,
Nicaragua $3.0 million and Paraguay $1.5 million.)

5. Section 222(b): Will the total number of latin American countries
receiving guaranties under Section 222A, including the one for this pro-
ject exceed five?

No. With aprroval of this Project, five contries will have
received this guaranty program.

6. Section 222A(b): Will the guaranty assure against the loss of
mare than 50 percent of the portfolio of eligible loans made by any lender?

No. The Guaranty Section of the Trust Agreement shall so state.

7. Section 222A(b): Will the liability of the United States exceed
75 percent of any one lcan?

No. The Guaronty Section of the Trust Agreement shall so state.

8. Section 222A(c): Will more than $1,500,000 in face amount of
guaranties be provided for any one institution, cooperative or organiza-
tion?

No. The total amount requested is only $3,000,000, and the total
nunber of lending institutions exceeds ten (10).

9. Section 222A(d): Has the Inter-American Foundation been consulted
in developing criteria for making loans eligible for guaranty coverage?

Yes. The official guidelines for borrower and project eligibil-
ity established by AID/W for Section 227A programs were developed
in consultation with the Inter-American Foundation. Those guide-
lines will be incorporated into the official operating manual

for thus program.

10. Section 222A(b): Do the participating institutions understand that
A.I.D. cannot 1ssue any guaranties after September 30, 19787
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Discussions on this topic have been carried on with the
Banks and the Central Bank, the trustee and in-country
administrator for the Project. After the trust agreement
is signed, eligible participating institutions will be
incorporated into the program and informed of this fact
as well as all other operating regulations.

11. Section 223 (a): Will a fee be charged for each guaranty
issued under Section 222A in an amount to be determined by the
President?

Yes. A one time guaranty fee of no more than 0.05 (five
percent) of each loan has been established for this Project.
This fee will be paid to A.I.D.'s Fund far the guaranty.

12. Secticn 223 (h): Will appropriate steps be taken to assure
that no payment will be made under the guaranty for any loss arising
out of fraud or misrepresentation for which the party seeking payment
is responsible?

Yes. The Guaranty Section of the Trust Agreement will so provide.
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1. Dxamnation of Nature, Soops and Masnitude of Invironrental Irmacts

Ao Disceristicn of Proiect

[4
The rope:es! hojer' wilY enable lens o be mke to snell borrouwers
(Individu s end srouns) uitho:t acces=s to ?m..'t on:l sowrces of
ervit Becoee they lac sufficient coliatiral fan armicultwe !l eredit
and sclt-!::-.!;\ CoOTLLLLYY (‘(n'“lo;\r ant peejects.  Lhlples of asaits to
be farancs: r.:lu"f‘ w”:, pu S, f{xv.machinery, inorovad seod,
fertilizer, v ~Uicices, foo: p"occssin’ arnd disiritution facilities,
nproved lredding stoct, for ‘an' animiis, sanitation facilities,
looms, othrr l.ndicraft aids, and marhinery for small industrics in
ruvl end jerd;iorial m“~m aneas. /4 fuwanty of c~llection of 75
percent of each loan wil) be of fered *i all eligikle lenders as an
incentive to rake loans wcer the pierosed guaranty cystem.

B. Icentification and Evaluation of Invirerrntal Irmacts

The proposed Proiect will establish a jicranty Tund which will be
the source 0 jpuarantics 1o encourepre s and 0""“1* lenling
organizations to utilize private seater financial ™osou~ces 1o make
lamns for . r,erJt ral arvl self-h2lp cetmanity deo .clo;‘.r.nnt projects.
The loans will be nade on Jepal commrciad terys to orj'mzc" frouns
or individuiis to c¢rible therm to carvy cut these projects for which
they are undhlic to chvain o\‘\.x' finmesal accsstanee on reaschadble
teris.  Elig.ide loans male are elipinle to Lo !C"IL:‘S nted by the
Central Fank. In these o:-! othor esieete, the jropeced Pro1<'~t can
be considered an Instruwant to stin: JluLC mtcmn:h 1te credit institu-
tion activity.

It is possible to identi{v the generul natwew of tle loans which

will be nade wnder the Preject.  Investments will be partencd in
agmcultuml ,r-odurum, A TO- mda"t“y and small m:!u..tr'y and artisan
activities. It is expecied that no ,,-g'm "man' negative environtental
umpact will rvsult frem these activitics., Small ramal and pcr‘i'i:o:-n.l
uban enterprises will prirorily ..ncl-u.: cormareial and ccr'wc‘ activ-
ities. Thern ctlve eovirenmntal in act of these activitios is eynxcted
also to be r.\.»',l,blblo ferilasinese aotivitics cr\ corypected 1o include
smill-seale fpdeatries en! hiishicd for the asser? 1y, processing, mirket-
ing and distrituticn of :nall farmerpreduced <_;;r1<*41t\m11 preducts, or
for the production and distribution o! factor inputs. Scme of the
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emill industries established i thie Catei oty ray v rinor enviren-
mental baplications, but they ore 2 hely 1o s recliyitle,s Fin2lly,
perhaps a mjerity of the proj 1. 21 ke omiddeco s areiculture!
activities involving moe Intors. o CWitival cn o0 ¢ {ine lands,
cxpancicn »f Jand ancas lains ~ 2 ey crothn ureey s npof now
agricultunel or livestesk ectivizic., a'l am o wmall -

¢ Ly lame s
working less than 20 necvares of i, Tie cawvarors conl effects e

1
also expected to be noriiyinhle. The abose L crtivities cLij
general class of activities whie!: 122) ot SEAE) RIS R
of" an L[nvircnrental rpuct Statenany or B preparetion of wr Invinon-
rental Asscseoent, dccending to Secticn (£) ol i ondis: 50 of
Hundboek 3, entitled, [nvivonnen:.d Proced sy8. Since 2 guaranty
project is nct for the papose of CaITying Ot @ specitically identi-
fiable subproject. -

In addition, the essentially interacciatc-crvdit-inst iiution naturce
of the Projec: would appvar to quilifly It to tix thir< celepory fer
which a Nepative Declamition is recormendec by the TIT. Guidelines.

In this regind, the proposed activitics refreneat a proynvratic
approach which inclwles a variety of activii ics, and U ch have been,
and will continuc to be, applicd v, the Agenzit ona nation ! lLasig
in Latin/American countriss wader tie erprit acad v ot of small
Joan guaranties authorized by Section 2224 o the I'MA o 197%.

II. Recarmensation for 'Mwvircnnzntal Actien

A Negative Detenninaticn is recommrndad.
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Credit Demand Analysis for Small Industry—'

1. Sumary

An analysis cerried cut in Acri -cTg carved
the expected incremental demand for smat? IndusTry medds Sop ka2
three-year pericd 1972-266+ Sy calclating tre 2y SaTweern Tthe total
credit demended and the total SUpply of siail iIndisisy credit Sacs.

industrial firms applying for credit as a result of activities to be carried
out under the Urban Employment and Community Improvement Proje.t--bank reforms,
credit promotion, technical asgsistance and training activities. It also
Predicts an 18 percent increase in bank approved loan applications because
of an increased interest rate spread to the Natjional Banking System (SBN)
on loans made to small industries, and the existence of a risk-neutralizing
Guaranty Fund. Of the 3,500 small industrial firms in San Jose, the study
estimates that 2,100 will receive credit by the third Year of the Project,
an increase of 970 firms over the number which received credit in 1977.

The final conclusions of the study are that over the life of the Project,
the total amount of new, small industry loans to be granted will be

$15.5 million, or $5.8 million more than the SBN will be able to lend.

The ablity ¢ the SN <o lend == dicTared Sy
the Central ik, wnich alloczces eclt Fods e The Sesis of a
toce Cimit) systen. I+ establ stes Cellings en The wotel alloale
POrTIolio the 32N can maintein for ezch sec.om of . emny, and
irposes penalties cn SN azSers D ey exceed iny o -tese oo,

Only the ertisan enc S2221-InCUSTY SecTors have mims e IS, C

—— o ety

portiolics which they are eXpectcd 10 mazdh and srmess.

-

1977 sall-indusTy end s—Ceos Lending In The
San Jesé Mewrepoliten frez (230,17 Trillen elcien) axszelad =ne

N o -
. . - . A~ - RN I - - - LY -
ML= $92¢ Zer the entirve counaxy (325,627 “em ot nes)

acditicna’ nescurces - Dot this medit Cemend ras -- Ior- B cnglxl vl

leomnd wm = camn w o orn’ e -

s e = i -- s PN -— - -n
- =t - YU ST STt a el mm f g,
~aLl L STALL raymary Owmdie 27t e =0 WwITEX

- aes .

- - . > -, - - -Q.
Antex 1.3, “he Con— 3ank Incwezseld The o

hl "y - . - \—. -y -. . - ,-\ . .‘- ..
s.'.'o_"_.—mc'.s—yh @ ALTIIERN SECTCIT (ICr TR entina --

n N - . -~ - - ) S “omm & amme e o am . - . .o -
€50.0 22l en ooleres in 1872, 5¢zacse 37 =- oozt ad dacan
Pressu Zer sresnicl o thYs eccoomia SECTIX.  Howelsr Trese

. S Al - "] Ty eee —-— N - - - - . y
adcaticnal Ro;ds, ous recaisRreTICns, Wil roT e NS TO Meet

Zvolected cedit Cimin » INQ the Cenmrz) Zirk camma= “—rma: ne w2

L - 29 — —— e o

tore without sorain’ N5 The SUnply of fimds In cthar saciore of he

-~ - o

1/ Except for the last page this ijg éxcerpted from page 72-74A of
the Urban Employment and Community Improvement Project Paper
AID/LAC/P-002, Project Number 515-0130.
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eccnomy (Jor which credit demand alreacdy exceeds the available
sSupply).

“he citical rcle of AT ard KR ccuterpare
funds is, theresore, 20 e se the sell-indusoy Xrriclls +2 maa-
increased cemarnd resulting Srtem this roject,

2. Caiculaticns

Assuming that nes fives entering the insToosiaral

edit macet will reguire Jincnoing fon Soth working and fiyed

capital, and that o2 Sws W setom every year Iir lcars :in snder

to maintain thein ricng capital salances, the STUCY ~recuced =-e
following Xolecticrs:

1976 1977 1578 1273 =280

'
(13
(3 1}
)

rixecd Cavital

New Firms 320 859 280 320 350 20

workcnz Cans-:

New Firws 329 850 230 3:C 3&0 320

Cld Firms 0 300 1,170 1,482 1769 - -0
Nurber of - Fivwg .

in the Port<sljo 320 1,270 1,450 1,788 2,22¢C ,.2C
’

SsTimting 2 ratis Sop =ke ‘Se of edit Emig s

uC% for ®TXINg end 53% For Fiiaag cazizal, the S5TUC/ Zevelsnes <me
folicwing equarien = <everiiine the sotal &OWNTt oF credit cemancas
each year:
.5
Total ennial cmeeis = g CHCO + ) + N E QDY

Where: X = avereze size of WCTXIng capizz’ lcan

N = mater of rew Sivms

(&)
]

nTler cf ol3d Fiw

.‘.C. A DR rev——
- -
we o b At s et

[20
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it then solved for X using the iocwn 2977 exoime
of small industrial credit movided in the meTrcpoiiten area
($3,546,485), the numrer of new firrs Tejuesting credit (£5Q) end
number of old {irrs retuming for cedit (323). The results ‘cr
1977 are as follows:

Fixed Canital acnc s Capital werMine Zrsient

New Sires Qld Fives

1977 $ 2,250 $ 1,500 $ 3,225
The study in ted an inflaticn rete cf 3%

and the expected Increzsed use of domi\ credit srell indusovaiists
into coefficients Zor each year of <=e Project. They are: 1975 -
1.08; 1979 - 1.15; 1930 - 1.3; 1932 - 1,45,

Applyirg these coefiicients to the above 2977
average figures procuced the follicwing:

Fixed Capi<al werking Cosizal worvcnz Cesitet
“€W Tives Ri2 Tixms
1977 $ 2,250 $ 1,800 $ 1,225
1978 - 2,430 1,620 1,235
1979 3,018 2,012 1,809
1980 3,685 2,K886 1,242
1981 4,439 2,959 2,229

The estimated averege loen cize multipl<es ov
the number of firrs requiving crecis zives the <otel cred:i= femmsg
for each year.

WQASSTTD

o
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Fixed Cacizal  ‘icrking Ca=:=al serxing Cadi=at -ctal
dew Vi Clg Tivm

1,912,500 1,275,000 360,000 3,367,35¢C

680,400 453,600 1,421,559 ¢,335,55¢

935,580 623,720 2,188,050 3,747,35¢C

1,252,900 835,040 3,241,920 5,329,862

1,420,480 946,880 3,949,820 | 5,327,232

Progrem Total 3,608,960 2,405,540 9,389,750 15,394,3¢2

7he progrem tctal cces rot ecual the arount re-
. £, .2 g Y R e Nt W " ea v g o
quarec fer the Proiect Secause ~he S Wio Ze able o recuserers

same of the ax'm~3

icened in trevizus yvezrs. Th2 srefecued

recuperations were caiculated Sased en e assiTouiin That e
banks will recizerete to thivds o wWorking carizal loans in the
seccrd y2ar ond the final +hivd - Te T velry That s serks

will recumercte one ¢
a 2-year grece terind

=th of fixed cazital lez-s MexY yexs afer

P

for loans mecde telfcre 2373, and reciverare

cne-eighth of fixes capi=al loans ater & 2-year meace zricd Scon
- <.

loans mace a=<er 197¢,
The projected recuterat

Total Progrem Recuperaticn
(1979-1982)

end that ail loans will e race a- mid-yeer.
Zcas are:

1977 239,503
1378 1,263,315
1979 2,093,535
1980 3,053,175
1981 4,337,241
9,483,952
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The estimated total loan demand for new firms is

derived by adding together the fixed and working capital average figures

for each year and multiplying by the corresponding number of new firms

seeking credit:

Avg. Fixed &

Working Cap. Number
New Firms of Firms
1979 $5,030 310
1980 6,141 340
1981 7,398 320
TOTAL

TOTAL
Credit Demand

by New Firms

$1,559,300

2,087,940

2,367,360
$6,014,600

(s



