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Foreword

The Inter-American Development Bank has been one of the major actors in funding rural finance
projects over the last four decades in Latin America and the Caribbean. The legacy of the Bank is
mixed. Some of the early interventions have been somewhat unsatisfactory. Some of the newer,
more recent interventions show promise. This paper attempts to document the flows, chart the
changes in thinking, extract lessons, and make recommendations on how to improve project de-
sign and monitoring. The focus is not on the impact of access to financial services on individual
beneficiaries but more on the efficiency and sustainability of financial services delivery and the
transformation of rural financial markets.

After a hiatus of a decade or so, rural finance is receiving more attention. This paper will help
policy makers, practitioners, academics, and consultants to better understand the history and
types of interventions that the IDB has made in the past. The hope is that new operations will
benefit from the lessons of the past and build on existing strengths. As we move into an era of
increased market integration and globalization, the importance of well-functioning financial
markets cannot be overemphasized. This paper shows how rural financing in Latin America and
the Caribbean might be improved in the coming years.

Ruben G. Echeverria
Chief, Rural Development Unit
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Executive Summary

The past 40 years have witnessed an important
shift in the Bank’s agricultural credit and rural
finance policies. During the 1960s, in accor-
dance with the Bank’s “Policy Guidance for
the Use of the Fund for Special Operations”
(GN123-1, issued in September 1965), em-
phasis was placed on agriculture and rural de-
velopment through targeted directed credit for
rural producers. Norms and polices governing
global credit operations issued during the
1970s meant that in the field of rural finance,
the predominant intervention was a subsidized
line of credit to a state-owned development
bank for on-lending to small-scale agricultural
producers. Misgivings about directed subsi-
dized credit schemes began to surface in the
1980s and, as a result, the Bank issued an ag-
ricultural sector policy (GP106-3) in 1982,
which called for a careful review of the sector
and a redoubling of efforts to improve the per-
formance of agricultural credit programs. The
paradigm shift that occurred in the late 1980s
led to the demise of the policy of extending
subsidized credit. Since the 1990s, the focus
has been on liberalizing financial markets and
directing support to selected financial institu-
tions serving rural clients engaged in both
farm and nonfarm activities.

Between 1961 and 1998, the Bank approved
462 rural finance operations totalling $9.6 bil-
lion. Of that total, $4.4 billion went to targeted
agricultural credit for medium- and small-
scale agricultural producers; $4.8 billion went
to sector and regulatory reform; and $474 mil-
lion went to private enterprise credit and the
development of financial intermediaries.

The paper reviews the Bank’s lending experi-
ence in rural finance and extracts the lessons
learned from that experience. It is based on a
review of project documents, evaluation re-
ports, and interviews. A sample of 27 projects
were studied in detail. Although the review of

IDB projects is far from exhaustive (due to the
lack of data on project outcomes in a number
of cases), it nevertheless serves to identify
some important lessons for the design of fu-
ture interventions. These lessons are organized
in three categories that reflect the broad objec-
tives of the projects reviewed, rather than the
project titles per se: (1) targeted credit pro-
grams that serve to expand the supply of credit
to rural producers or small enterprises; (2) pol-
icy, legal and regulatory reform programs; and
(3) investments to strengthen the retail capac-
ity of financial institutions. In addition, some
lessons and conclusions are drawn about the
applicability of the various Bank instruments
and how the institution monitors and super-
vises projects once they enter the execution
phase. Main conclusions in each of these areas
are presented in summary form below:

Targeted Credit

o Targeted, subsidized credit programs dis-
tort rural financial markets, undermine the
viability of many participating financial
intermediaries, discourage the mobiliza-
tion of savings, and disproportionately
benefit higher income borrowers. In gen-
eral, these types of programs failed due to
faulty design assumptions and hostile eco-
nomic environments in rural areas.

e Unsubsidized wholesale credit projects
that are more broadly targeted can play a
role in promoting the expansion and deep-
ening of financial services to meet the
needs of undeserved producers. However,
their role is limited. Although the evidence
is not complete, it appears that under some
conditions these operations can play a role
in expanding and deepening rural financial
markets. Those Small and Micro Enter-
prise Global Credit Loans (MicroGlobals)
that succeeded in expanding rural produc-



ers’ access to credit were carried out in
countries with large agrarian sectors where
intermediaries were already present in ru-
ral areas.

To avoid unintended negative effects in
wholesale credit projects, final sub-
borrowers should be charged market inter-
est rates. The rates charged to intermediary
institutions should be set at levels that do
not undermine their deposit mobilization
activity. The Bank’s experience has shown
that small-scale borrowers are more sensi-
tive to the nonfinancial costs of transac-
tions (processing fees, travel costs, and in-
come lost due to delays in approval and
disbursement) than to the financial costs
(interest payments).

Experience with the Bank’s MicroGlobal
loans and Small Projects as well as with
the Multilateral Investment Fund’s pro-
jects, shows that a combined household
and business model of credit analysis (in
which all business and personal income
and expenditure flows are considered in
calculating repayment capacity), is more
appropriate to this market segment, mak-
ing restrictions on end use of credit im-
practical and undesirable.

The role of second tier, wholesale institu-
tions is important in deepening financial
markets. However, care should be taken to
avoid the negative effects of the arbitrary
allocation and pricing of long-term re-
sources.

Sector and Regulatory Reform.

Laws governing the creation, perfection,
and enforcement of security interests and
the attendant institutions should be im-
proved. Small borrowers often lack secure
title to land or are unwilling to pledge it in
a loan transaction; therefore, other formal
collateral substitutes are needed, espe-
cially moveable property.

il

Much also needs to be done in the area of
supervision to identify the biases that may
impede rural and microfinance intermedia-
tion, especially in the areas of licensing,
minimum capital requirements, asset risk
classification, documentation, and provi-
sioning

In order for rural financial markets to
function effectively, complementary re-
forms are needed in titling, judicial proc-
ess, and disclosure that would improve the
environment for financial services. How-
ever, the Bank’s experience in this arena is
currently limited.

In order to promote change in the rural
finance environment, operations must fo-
cus more specifically on this area. The
Bank’s experience has shown that rural fi-
nance reforms have very low probability
of succeeding if included in complicated,
multifaceted operations.

The issues surrounding rural finance are
complex and may require more evidence
of consensus and political commitment
prior to loan approval than there has been
in the past.

Because so many reforms needed in rural
finance are of an institutional nature, the
gestation period tends to be long and thus
the leverage associated with the fast dis-
bursing nature of sector loans is dimin-
ished.

Past experience with sector loans and
technical assistance to promote reforms
shows that particular attention must be
paid to the political economy surrounding
their implementation if these types of in-
terventions are to be effective. Vested in-
terests exist that benefit from the status
quo and operations must be designed in
ways that deal with the threat of opposi-
tion to change that is likely to arise.



Institutional Retail Capacity

The creation of sustainable financial in-
termediaries requires identifying organiza-
tions with strong leadership; a clear mis-
sion to assist the rural small- and microen-
terprise sector; a businesslike approach; a
proven microfinance technology; and the
creation of a partnership with these or-
ganizations to address institutional weak-
nesses. Therefore, the process of selecting
institutions is crucial to success; the
Bank’s experience shows that broad con-
sideration of alternative institutions and
rigorous analysis of their actual and poten-
tial performance are essential.

Innovations are needed in financial service
delivery technologies to lower transaction
costs and allow financial intermediaries to
expand financial services in rural areas.
Parallel interventions are needed to reduce
the high degree of production and price
risk in agriculture. Such parallel efforts
should include appropriate investments in
physical infrastructure, improved
extension services, improved marketing,
and an increase in the provision of
insurance services.

Building sustainable financial intermediar-
ies capable of providing access to financial
services to small rural producers is a slow
process that requires a commitment over a
long period (5-10 years). Rules or custom-

il

ary norms that prohibit granting of re-
sources to the same group on multiple oc-
casions need to be reevaluated.

Instrument Selection

The Bank has at its disposal adequate in-
struments that can be used to promote and
support the development of better func-
tioning rural financial markets.

Project Execution

Evaluations and staff interviews indicate
that a recurrent area of weakness in IDB
rural finance operations is lack of adequate
technical monitoring and supervision. The
incentives in place favor routine adminis-
trative monitoring for contract compliance
rather than pro-active troubleshooting and
assistance in shaping or providing timely
remedial interventions. The situation has
improved over the span of period covered,
but further improvements are still needed.
In order to enhance the probability of suc-
cess in attaining project goals as well as
the overall effectiveness of development
aid, greater effort and resources will have
to be dedicated in the future to pro-active
supervision



I. Introduction

This review of the experience of the Inter-
American Development Bank in rural finance
originated as background research for the de-
velopment of the institution’s rural finance
strategy (GN2123-3). It aims to ascertain what
worked and what did not work in order to
adopt more appropriate lending policies and
project models that will contribute to building
more complete, efficient, and deep rural finan-
cial markets in the region. Much of the experi-
ence in rural finance of the last forty years has
been extensively documented by others. This
paper compares the Bank’s efforts to those
reported in the existing literature on rural fi-
nance to determine how they coincide or differ
from those of other institutions. It also serves
to inform operational staff and management
on how best to use the lending instruments at
its disposal to support rural finance.

This paper is part of a larger set of documents
and strategies produced by the Sustainable
Development Department in recent years to
provide conceptual guidance to Bank staff
preparing operations in the rural sector. In par-
ticular, this paper complements the rural pov-
erty reduction (GN 1995-5) and agricultural
development (GN-2069-1) strategies. The in-
crease in the number and volume of rural sec-
tor operations in recent years reflects a re-
newed interest in the rural economy. Between
2000 and 2002 , sixty-two operations of this
type with an estimated total value of $3.8 bil-
lion were in the process of being approved.
Rural finance operations amount to an esti-
mated 2 percent of this total. In addition, the
number of operations approved by the Multi-
lateral Investment Fund and Social Entrepre-
neurship Program (PES, formerly Small Pro-
jects) has increased markedly.

This paper shares the insights and lessons of
the first four decades of Bank experience in
this rural finance.

Background

The IDB has invested over US$9 billion in
agricultural credit and rural finance projects
since its founding. Despite the large outlay of
resources, the challenge of improving access
to formal financial services remains. Only a
small proportion of the rural population of the
region enjoys access to formal financial ser-
vices such as credit, deposit, insurance, and
payment services." The principal source of
rural credit continues to be the informal sec-
tor; that is, relatives, friends, traders, suppli-
ers, and moneylenders. Other financial ser-
vices, deposits, payment systems, and insur-
ance, remain very underdeveloped despite
high demand.

The litany of potential pitfalls that await fi-
nancial intermediaries contemplating entry
into rural finance is formidable and discour-
ages most. The challenges to the development
of sound, competitive, and efficient rural fi-
nancial markets include: (1) a production and
marketing environment characterized by high
levels of risk and uncertainty; (2) low popula-
tion densities that imply substantial outlays on
banking infrastructure and high transaction
costs; (3) a pervasive lack of real collateral by
the majority of potential clients, increasing
credit risk; (4) high per unit transaction costs
due to the small size of loans and deposits; (5)
urban bias in economic and investment poli-
cies that results in poor rural infrastructure and
limited economic and educational opportuni-

! See for example, Chaves and Sanchez (1995). The World
Bank (INSERT reference publication year) reports that loan
access rates are 2.9 percent in parts of Mexico. It is esti-
mated that only 8.5 percent of Peruvian farm units received
formal credit in the early eighties (IDB, 1983). Formal
access to rural financial markets in Honduras was estimated
at 6.7 percent in 1985 (Gonzalez-Vega and Torrico, 1995).
Access to formal rural financial markets in Costa Rica was
estimated at 19.9 percent in Costa Rica in 1988 (Gonzalez-
Vega, Jimenez and Messalles , 1988).



ties; (6) costly and imperfect information
about potential clients due to the heterogeneity
of production conditions and managerial abil-
ity and absence of formal credit histories; (7)
incomplete or poorly functioning complemen-
tary markets (land, labor, research and devel-
opment) that reduce profitable investment op-
portunities; and (8) inadequate legal, regula-
tory and contract enforcement frameworks
that increase the cost of intermediation and
fail to reduce risk exposure.

Efforts to improve access to financial services
in rural areas falls within the Bank’s mandate
to alleviate poverty and promote social equity
issued by the Board of Governors in 1994 as
part of the Eighth Capital Replenishment.
Poverty among medium- and small-scale agri-
cultural producers and farm workers, who
make up the great majority of the economi-
cally active rural population, is quite high, and
while there is no direct relation between ac-
cess to financial services and poverty allevia-
tion there is a strong correlation between rapid
economic growth and financial market devel-
opment (IDB, 1998; King and Levine, 1993).
Thus, efforts to construct well functioning and
efficient rural financial markets can be ex-
pected to contribute to reducing poverty and
promoting social equity.

Methodology

This paper is based on the review of Bank pro-
ject documents, evaluation reports, and inter-
views. Several critera were used to determine
if a particular operation was successful: (1)
improved credit access among the target popu-
lation; (2) the sustainability and permanence

of financial intermediaries; and (3) evidence
of financial deepening and financial product
innovation. No attempt was made to address
issues of impact of credit or additionality
given methodological difficulties. The focus is
more on the viability of the intermediary insti-
tution and the supply side functioning of rural
financial markets.

A representative sample of 27 project loan
documents were reviewed along with avail-
able accompanying midterm evaluations, pro-
ject performance monitoring reports, project
completion reports, and project performance
reviews (see Annex 1 for a list of selected pro-
jects). To develop further insights and verify
details, interviews with knowledgeable Bank
staff involved in the design, monitoring and
evaluation of these operations were also con-
ducted. Given the extensive gaps in informa-
tion on impacts and how implementation prob-
lems were resolved, the effort should not be
interpreted as a rigorous post mortem evalua-
tion but rather as a heuristic assessment.

Organization of Paper

Section 2 provides an overview of the Bank’s
lending policies and activities in the sector.
Section 3 reviews targeted agricultural credit
instruments (pre-1990). Section 4 reviews op-
erations promoting sector and regulatory re-
form. Section 5 assesses the operations de-
signed to improve credit availability for rural
small and micro entrepreneurs and to
strengthen the capacity of financial intermedi-
aries with a rural presence. Lastly, Section 6
presents the lessons learned and recommenda-
tions.



II. Overview of Bank Lending Policies and
Operations in Rural Finance

This section reviews the policies that guided
rural lending programs and the volume and
types of lending that occurred.

LENDING POLICY FOR
AGRICULTURAL AND RURAL
FINANCE

The Bank’s policy on agricultural credit and
rural finance has evolved since 1961, when
lending operations started. In September 1965,
the Board of Executive Directors approved
“Policy Guidance for the Use of the Fund for
Special Operations” (GN-123-1) which desig-
nated agriculture and rural development as the
“first field of action.” This document stated
that the objective of the Bank was to increase
agricultural production and improve the socio-
economic well-being of rural residents. In
practice the focus was on improving farm in-
comes, rural employment prospects, and na-
tional balance of payment positions. A chief
means used to reach these goals was targeted,
subsidized lending. State-owned development
finance institutions (DFIs) in member coun-
tries became the preferred channel for trans-
ferring resources and divesting the IDB of the
necessity of exercising close supervision over
the disbursement of funds to final borrowers
(sub-loans). By the early 1970s, the various
norms and policies surrounding global credit
operations were compiled into three basic
documents: Certain Aspects of the Operating
Policy of the Bank (GN-625, April 6, 1970);
General Guidelines on the Operating Policy of
the Bank (GN-750, May 19, 1971), and Oper-
ating Policies of the Bank (GN-65-1, Decem-
ber 28, 1970).

In 1982, the agricultural sector policy (GP106-
3) reiterated the need to prioritize lending to
alleviate agricultural marketing and processing
constraints and to increase “credit lines to

small holders, especially those participating in
priority rural and development programs.”
Nonetheless, the document raised a cautionary
flag, stating that, “A careful review is needed
of subsidized agricultural credit (low interest
rates, long grace periods, etc.) to determine if
credit programs are reaching their intended
beneficiaries...”. Two reports published in the
1980s attempted to improve small farmer tar-
geting.> However, the problem of improving
the performance of state development banks,
the principal source of rural credit, was not
effectively addressed.

Through the mid- to late eighties, the policy of
targeted, subsidized credit came under a slow
but increasing attack as evidence mounted of
the disappointing performance of directed
credit programs, especially poor loan recov-
ery, high administrative costs, agricultural de-
velopment bank insolvency, and accrual of a
disproportionate share of the benefits of subsi-
dized credit to larger farmers. The basic tenets
underlying the traditional directed credit para-
digm (DCP) were debunked and supplanted by
a new school of thought alternatively called
the “financial systems approach” or the “fi-
nancial market paradigm” (FMP), which
viewed credit not as a productive input neces-
sary for agricultural development but as just
one type of financial service that should be
freely priced to guarantee its permanent sup-
ply and eliminate rationing. The FMP school
held that the emphasis on interest rate ceilings
and credit subsidies retarded the development
of financial intermediaries, discouraged inter-
mediation between savers and investors, and
benefited larger scale producers more than
small scale, low-income producers.

2 Report of the Working Group on the Analysis of Agricul-
tural Credit (1982) and Guidelines for Estimating the De-
mand for Credit in Bank’s Global Loans (1987).



As a result, loan proposals adhering to the di-
rected credit paradigm encountered greater
difficulties in winning approval in the early to
mid-1980s. Subsidized credit components
were sometimes removed. In July of 1989, the
IDB formed a task force to study small farmer
credit to consider alternative instruments for
channeling resources to farmers. This group,
comprised of staff from various departments,
produced a report that was presented to upper
management in the Fall of 1989. The report
called for (1) free pricing of financial prod-
ucts; (2) moving away from targeting; (3) rec-
ognizing the fungibility of credit and modify-
ing norms permitting only productive credit
uses; (4) encouraging domestic savings mobi-
lization; (5) emphasizing the soundness of fi-
nancial intermediaries participating in Bank
programs; and (6) encouraging competition
among intermediaries (MacDonald et al,
1989). The report and subsequent discussions
led to the issuance of a memorandum reflect-
ing the new lending approach; namely, sup-
porting market-driven intermediation (Agri-
cultural Production and the Environment:
Case of Credit, RE-192 Evaluation Report,
January 10, 1990). In the same year, the Bank
was authorized to engage in sector policy re-
form activities as part of the mandate of the
Seventh Capital Replenishment (AB-1378,
IDB 1989). In 1990, the Bank began to cofi-
nance operations with the World Bank aimed
at liberalizing financial market policies in bor-
rowing member countries. In April of 1991,
the Board of Governors authorized the Board
of Executive Directors to approve independent
sector loans, on a case-by-case basis. As cen-
tral planning fell out vogue throughout much
of the Eastern bloc and developing countries,
the directed credit approach was no longer
compatible with the market-oriented economic
thinking that was taking hold.

LENDING PATTERNS

The Bank’s rural finance lending program fo-
cuses on targeted agricultural credit for me-
dium- and small-scale agricultural producers,
sector and regulatory reform, and private en-

terprise credit and the development of finan-
cial intermediaries. Between 1961 and 1998,
total lending in each of these categories to-
talled $4.4 billion, $4.8 billion and $474 mil-
lion, respectively (Table 1). This amounts to
$9.6 billion in 462 operations for the sector. In
comparison, the World Bank approved $3.34
billion for agricultural credit projects in Latin
America and Caribbean between 1961 and
1992 (largely directed subsidized credit), and
U.S. Agency for International Development
(USAID) invested $2.3 billion in the period
1961-1997 (World Bank, 1993; USAID,
1998).

Targeted Agricultural Credit

Between 1961 and 1989, the IDB disbursed
over $4.2 billion for agricultural credit
through 131 operations. These credit programs
channeled resources, either indirectly through
rediscount facilities or directly through loans,
to state agricultural development banks and
other specialized rural lending institutions for
on-lending to rural producers at preferential
rates of interest for the production and market-
ing of crops and livestock. In addition, the
Bank also made credit available to rural pro-
ducers through integrated rural development
(IRD) operations. These were multifaceted
projects that attacked the problems of rural
poverty and underdevelopment in a specific
region of a country through simultaneous in-
vestments in a number of areas, including, for
example, agricultural extension, credit, mar-
keting, infrastructure, and training. Thirty-six
IRD operations were approved between 1961
and 1996 totaling $1.3 billion.” Of these op-
erations, 18 had agricultural credit compo-
nents, totaling $236 million. According to in-
formation available in the Environment Divi-
sion’s database (1998), the approved amounts
under these two programs constituted about 40
percent of total Bank lending for rural devel-

? These programs were reviewed in other Bank publications
and reports and are not addressed in great detail in this
document. See Annex 4 of the Bank’s Rural Poverty Re-
duction Strategy (GN-1995-5), July 1998. The focus of this
paper is only on credit operations.



opment, agriculture, fisheries, and forestry in
the period 1961-90, and 7 to 8 percent of total
Bank lending for all sectors during the 1980s,
the heyday of agricultural credit project ap-
provals.

The Bank’s substantial involvement in agri-
cultural credit operations was motivated by the
perception that the lack of access to formal
credit at costs significantly below informal
sector costs was a major constraint on agricul-
tural growth and development. The primary
goal of these operations was to spur agricul-
tural production and improve the economic
welfare of small farmers. These operations
focused on credit supply only and virtually
nothing was done to support the provision of
other financial services such as deposits, in-
surance, or payment services.* One side effect
of the directed credit schemes was to discour-
age savings mobilization. Imposed ceilings on
lending interest rates forced participating fi-
nancial institutions to set rates on deposits at
very low and unattractive levels. As a result,
many deposit-taking rural institutions came to
depend increasingly on access to external lines
of credit as the principal source of loanable
funds.’

Sector Reform Loans

As a result of the evolution in Bank lending
policy much of the effort in the late 1980s and
early 1990s was devoted to liberalizing mar-

* Computer searches of the Bank’s operations database for
keywords or phrases that included insurance, savings, and
deposits mobilization, were unsuccessful in uncovering
rural-based projects. A sample of operational staff present
during the 1980s and active in rural lending could not recall
non-credit projects.

5 See Economic and Social Progress Report in Latin Amer-
ica: 1989. Washington D.C. pp. 236-237. For example,
Banco Agrario de Peru (BAP), the state agricultural bank in
Peru, changed its liability structure significantly over time.
In the early 1960s more than 50 percent of liabilities were
deposits from the public. By 1988, less than 2 percent of
liabilities were deposits, the rest being transfers from the
central bank and external lines of credit with international
financial organizations and bilateral donors. BAP was a
participant in the IDB’s Global Agricultural Credit pro-
gram.

kets and improving investment efficiency.
Three main instruments—financial sector re-
form loans (FSLs), investment sector reform
loans (ISLs), and agricultural sector loans
(ASLs)—were used in a coordinated fashion
to this end. FSLs assisted borrowing member
countries to move toward market-based inter-
est rates, increased banking competition, and
strengthened the prudential and regulatory
frameworks. ISLs helped to liberalize trade,
investment, and regulations in order to spur
private investment. ASLs were used to remove
price distortions that reduced the profitability
and competitiveness of the agricultural prod-
ucts, thereby making rural producers more
bankable. Some of these loans included spe-
cific conditionality related to state-owned ag-
ricultural development banks and other as-
pects of rural finance..

Loans to Support Private Enterprise and
Financial Intermediary Development

Four other instruments, targeted specifically to
improve credit access for private entrepre-
neurs, were also used: (1) small- and microen-
terprise global credit loans (MicroGlobals);
(2) global multisectoral credit loans (Globals);
(3) Multilateral Investment Fund projects
(MIF), and (4) small projects.®

MicroGlobals were used to provide liquidity
and to reduce funding risk as an incentive for
participating financial intermediaries in the
borrowing countries to serve the small- and
microenterprise sector. As of December 1998,
15 microenterprise global loans had been ap-
proved for a total of $397 million, and 13 were
in execution. The available data on these
loans, although limited, suggested that the
overwhelming majority of participants in the
MicroGlobal programs had been financial in-
stitutions in urban settings. The amount reach-
ing rural producers was estimated to be about

% The Small Projects Program was officially revised
and renamed Social Entrepreneurship Projects in De-
cember 1998.



$21 million or approximately 10 percent of the
amount disbursed.’

Global multisectoral credit loans were used to
promote longer term financing and thus spur
private sector investment. The programs were
open to all types of clients. Some agroindus-
tries and rural enterprises benefited, but most
clients tended to be located in urban areas and
to be involved in manufacturing and services.®

Another instrument that has helped rural cli-
ents is Window III, The Small and Microen-
terprise Facility of the Multilateral Investment
Fund, which dates back to 1993. Rural finance
MIF operations have been few (12) and the
amount approved ($21.6 million) is a modest
5.2 percent of total MIF financing as of 1998.
Many rural finance MIF projects are still in
the early phases of execution and therefore
little data exist to evaluate results.

The Social Entrepreneurship Program (SEP),
which prior to 1998 was known as the Small
Projects Program (SPP) has also benefited ru-
ral producers. Fifty-two small projects were
directed to rural agricultural producers prior to
1992, but the amount disbursed ($23.7 mil-
lion) constitutes about 18 percent of cumula-
tive SPP lending as of 1998. In the early
1990s, the SPP was reoriented and some 80
percent of the resources approved since then
have been directed to microenterprise devel-
opment. Although much of that financing went
to urban projects, a fair amount reached rural
beneficiaries. Due to lack of data on microfi-
nance beneficiaries, it is difficult to determine
the exact share reaching rural clients. None-
theless, the Small Project Programs, in par-
ticular, provided a laboratory in which inter-
esting experiments were tried. Several finan-

7 This estimate is based on a review of executing
agency reports and conversations with project offi-
cers involved in designing and supervising Mi-
croGlobal loans.

¥ Multisectorial Global loan programs will not be
discussed in great detail because most of the lending
was directed to the industrial sector. See Annex 3 for
a brief discussion and summary tables.

cial intermediaries who received small project
loans have now matured and transformed
themselves into regulated financial entities.
Some of these transformed NGOs are now
expanding operations in rural areas.

The section labeled “Private Enterprise and
Financial Intermediary Development” in Table
1 includes financing targeted to rural private
enterprises as well as financial institutions
with a presence in rural areas. Some of the
credits in this category benefitted rural pro-
ducers but the exact amount cannot be deter-
mined due to data disaggregation problems.
The limited evidence available suggests that
the majority of these funds benefited urban
business owners. However, the technologies
perfected to reach microenterpreneurs and the
provision of medium-term financing help to
strengthen financial markets overall and may
some day benefit rural residents. The second
section in Table 1 (Sector and Regulatory Re-
form) includes lending that helped to liberalize
financial policies, strengthen prudential norms
and banking supervisory authorities, improve
secured transactions frameworks, and promote
the creation of agricultural commodity ex-
changes. These reform actions clearly help
create a better environment for efficient and
sustainable financial intermediation but do not
necessarily translate into immediate and ob-
servable improvements in access to rural fi-
nancial services.

Since 1985, a declining amount of resources
has been going to the rural sector in general
and to agricultural credit in particular (see Table
2). The change in credit flow patterns is due to
a change in Bank lending policy and the ongo-
ing search for appropriate and effective finan-
cial technologies for large scale rural interme-
diation that can be promoted in the midst of a
liberalized policy regime.



Table 1

Estimated Allocation of Agricultural Credit, Rural Enterprise Credit, and

Financial Market Reform Loans: 1961-1998

Type of Operation Number of Total Approved
Operations (USS$ millions)
Targeted Agricultural Credit
Agricultural Credit Loans 131 4,205
Integrated Rural Development Loans (Credit Com- 18 236
ponents Only)
Subtotal 149 4,441
Sector and Regulatory Reform
Financial and Investment Sector Reform Loans 29 4,224
Agricultural Sector Loans 8 602
Multilateral Investment Fund 14 13
(Regulatory and Legal Reform)
Subtotal 51 4,839
Rural Private Enterprise Credit and Intermediary Development
Small Projects (Agricultural Credit) 52 24
Small Projects (Microenterprise and Other Credit) ' 182 84
Multilateral Investment Fund (Rural Finance Pro- 12 22
jects)?
Multisectoral Credit’ 10 323
Microenterprise Global Credit (Rural Lending)* 6 21
Subtotal 262 474
Total 462 9754
Notes:

"The values represented are the sums of projects classified as microenterprise and global credit programs, multisector
and fishing. This sum is an overestimation of rural credit because the classifications include client groups that are
wholly urban-focused, wholly rural groups, and urban-based groups that on-lend for rural purposes. Due to limited in-
formation on the composition and of portfolios, a rural-urban disaggregation is difficult.

%Six of twelve projects involve institutions with an exclusively rural focus. The total value of these six projects is $14.3

million.

3Eight percent or so of the total value of multisectorial credit loans ($4.2 b) is estimated to have gone to support rural
based industries and producers. However, the loans helped to strengthen many second-tier institutions and develop me-

dium- and long-term credit, contributing to overall financial market development.

*An estimated 10 percent of the total amount disbursed as of December 1998 ($211 million). Of the 15 small and Mi-

croGlobals approved, only 6 had intermediaries with rural loan portfolios.

Source: IDB Operational Departments Database.



Table 2
Rural Finance Operations: Estimated Allocations of Direct and Indirect Support by Year and Type of Operation

(US$ millions)
Type of Operation/Year 1961-65 1966-70 1971-75 1976-80 1981-85 1986-90 1991-95 1996-1998 Total
DIRECT SUPPORT
Global Agricultural Credit 122 151 248 459 1,625 1,600 0 0 4,205
Integrated Rural Development (Agric. Credit) 17 37 161 22 0 0 0 237
Small Projects (Agricultural Credit) 6 9 7 2 0 24
Small Projects (Est. Rural Microenterprise) 10 6 16
MicroGlobals (Est. Rural Allocation) 20 1 21
MIF (Rural Intermediary Support) 15 7 22
Total Direct 122 168 285 626 1656 1,607 47 14 4549
INDIRECT SUPPORT*
Sector Loans 410 2,880 950 4,240
Multisectoral Credit 39 106 1,587 1,853 3,585
MIF (Regulatory Reform) 4 9 13
Total Indirect 39 516 4471 2812 7,838
GRAND TOTAL 122 168 285 626 1,696 2,123 4,517 2,826 12,387
Notes:

*Indirect Support: These operations help to create conditions favorable for rural intermediation in general. Sector loans and MIF regulatory operations help to strengthen
prudential and supervisory framework. Multisectoral Credit operations help to strengthen second-tier institutions and extend medium- and long-term credit. Although a
small percentage of rural clients are believed to have benefited from direct access to medium and long-term credit under Multisector Credit operations, these operations
were valuable in strengthening second-tier institutions. Therefore, the total sum is credited as indirect support.

Rounding errors exist.
Sources: IDB Operational Database and Author's Calculations



III. Targeted Rural Credit Operations

This section reviews and analyzes the Bank’s
experience with targeted rural credit opera-
tions. There were two main types of targeted
rural credit programs, global agricultural
credit loans and integrated rural development
loans. Both were directed and targeted to me-
dium- and small-scale farmers.

AGRICULTURAL CREDIT LOANS

Agricultural credit loans were intended to in-
crease the supply of credit available to me-
dium- and small-scale agricultural producers
in borrowing member countries. The pro-
gram’s aim was increasingaccess to credit for
small and medium sized agricultural producers
in order to increase farm productivity through
the adoption of modern cultivation techniques,
the more intensive use of purchased inputs,
and the cultivation of larger areas. The pro-
gram was also intended to promote the effi-
cient allocation or resources; contribute to the
development and strengthening of national
capital markets; stimulate the mobilization of
internal and external savings; and strengthen
intermediary institutions so that they could
effectively fulfill their role and foster long-
term financial viability.’

These operations were made directly to a
state-owned financial intermediary specialized
in rural lending, the central bank, or a second-
tier bank. These institutions, in turn, estab-
lished a rediscount facility or a line of credit
with one or more eligible financial intermedi-
aries active in agricultural or rural lending.
The borrowing government guaranteed the
loan. The loans issued by the financial inter-
mediaries to agricultural or rural borrowers
(called “sub-loans”) could be used for both

’ See “Summary of Evaluations of Global Agricul-
tural Credit Programs”, IDB GN-1493, February 27,
1984 p.2 plus other agricultural credit program loan
proposals cited therein.

fixed and working capital. The central gov-
ernment generally assumed the foreign ex-
change risk and loan terms were approxi-
mately 20 to 25 years. The interest rate
charged to the borrowing government tended
to be low (1 to 2.5 percent p.a.), the financial
intermediaries paid a slightly higher rate to
compensate the central government for the
foreign exchange risk and administrative
costs, and the final lending rates to clients
tended to be capped at 6 to 12 percent in local
currency, with no maintenance of value. The
terms for sub-loans ranged from 1 to 12 years,
depending on end use. Table 3 shows the dis-
tribution by country of the 131 agricultural
credit operations approved for a total of $4.2
billion.

Outcomes

Overall, the outcomes of the agricultural credit
projects were not positive.'’ In some in-
stances, they achieved some of their stated
goals; namely, improvements in small farmer
access to institutional credit and increases in
agricultural output, crop diversification, and
small farmer income. However, in one evalua-
tion report after another, the consensus was
that directed agricultural credit programs had
pronounced negative consequences on re-
source allocation, income distribution, macro-
economic management, and financial market
development. Other studies in the field have
come to the same conclusions (Yaron, Benja-
min and Piprek, 1997). Due to serious meth-
odological difficulties in assessing the impact
of credit (lack of baseline data, fungibility of
money, selection bias, attribution) even the
favorable reports on positive production and
income gains must be interpreted with caution
(Vogel and Adams, 1993).

' The operations reviewed in detail were Ecuador
(Loans 521/SF-EC and 339/0C-EC), Panama (Loans
404/SF-PN and 554/SF-PN), and Peru (Loans
355/0C-PE and 589/SF-PE).



TABLE 3

Distribution of Agricultural Credit Globals by Country
1961-1989 (USS)

Country Amount Percent Operations
(USS$ millions)
Mexico 1,296.0 30.8 14
Chile 722.6 17.2 8
Ecuador 443 4 10.5 10
Argentina 254.9 6.1 7
Peru 220.3 5.2 8
Bolivia 185.8 4.4 4
El Salvador 126.5 3.0 9
Brazil 124.4 3.0 8
Nicaragua 113.3 2.7 5
Colombia 107.0 2.5 2
Panama 97.0 23 11
Guatemala 93.5 2.2 8
Costa Rica 79.6 1.9 7
Paraguay 64.5 1.5 6
Venezuela 64.0 1.5 1
Jamaica 43.0 1.0 4
Dominican Republic 39.5 0.9 2
Regional 34.8 0.8 5
Honduras 33.7 0.8 5
Uruguay 33.1 0.8 3
Trinidad & Tobago 27.0 0.6 2
Haiti 0.8 0.02 1
Barbados 0.8 0.02 1
TOTAL 4,205.0 100.0 131
Source: IDB

Three comprehensive evaluations of global
agricultural credit programs in Ecuador, Pa-
nama, and Peru conducted in 1983 reached the
following were common findings:"'

e  Qutreach was generally limited. Peru’s
Banco Agrario (BAP), the leading supplier
of agricultural credit, accounting for more

"See Agricultural Development Bank (BDA) Eva-
luation of Global Agricultural Credit Programs in
Panama (1983); Banco Agrario del Peru: Evaluation
of Global agricultural Credit Programs (1983): and
Banco Nacional de Fomento: Evaluacion de Progra-
mas Globales de Crédito Agropecuario (1983).
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than 80 percent of the credit disbursed in
the sector, only reached at maximum 7
percent of all farmers in Peru. The state
agricultural banks of Ecuador and Panama
accounted for a lower proportion of the
formal credit supplied to the sector in
those countries but reached fewer than 10
percent of all the farmers.

The distribution of loans tended to be con-
centrated among upper income clients,
even though the average income for a rural
client was below the national average. In
Panama, the 4th and 5th income quintiles



captured 74.3 percent of the loans. In Peru
and Ecuador, similar patterns held.

o Interest rates charged were generally
negative in real terms. For Ecuador’s
Banco Nacional de Fomento (BNF) the
rates ranged from -6.8 percent in 1970 to -
0.1 percent in 1982. In the case of Peru’s
BAP, real annual interest rates fluctuated
between -3.8 percent in 1973 and -36.5
percent in 1982. In 1978, they reached a
nadir of -61.7 percent in some months. In
Panama, a dollarized economy with gener-
ally low inflation rates, the problem was
less severe. No subsidies were granted un-
til after 1980 when the passage of a special
law (Law 20, Special Fund for Interest
Compensation) intended to increase credit
access for farmers meant that the Banco de
Desarrollo Agropecuario (BDA) charged
slightly negative rates for the period 1980-
82 (the years for which data were avail-
able).

e Borrower transaction costs were uniformly
high in absolute terms. In relative terms,
they were regressive. Smaller borrowers
tended to spend a larger percentage of the
loan received on transaction costs related
to pre-loan approval, disbursement, and
repayment compared with larger borrow-
ers. In Panama the estimated transaction
cost was 5.7 percent for small short-term
loans compared with 2 percent for large
short-term loan. In Peru’s coastal area
(which has high agricultural potential),
BAP clients paid an estimated 11.1 percent
of total loan value for the smallest loans
compared with 1.1 percent for the largest
loans. In Ecuador, total borrower transac-
tion costs equaled 5.3 percent in interest
rate equivalent on an annualized basis for
small loans compared to 0.6 percent for
the largest loan.

Arrears tended to be high (ranging from 14.3
percent to 25.8 percent for the operations re-
viewed). When donors placed contractual
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clauses limiting arrears in operations, they
tended to be circumvented by use of lax defi-
nitions of arrears, frequent debt rescheduling,
and write-offs financed by transfers from the
central bank. For example, the contaminated
portfolio of Peru’s Banco Agrario (arrears plus
rescheduling in the last two years) was 17.8
percent in 1982.'% In Panama, in the seventies,
the definition of delinquency as an installment
overdue for more than 90 days, was very leni-
ent.

The administrative costs of placing the tar-
geted credit was high and when combined
with high delinquency, resulted in operating
losses. The total cost per dollar lent was 8.7
percent for BAP and 9 percent for BNF.

These findings can be generalized to the vast
majority of global agricultural credit programs
and were even applicable to later operations,
based on conversations with staff involved
with these operations and later reviews (Za-
valeta, 1989).

CREDIT COMPONENTS OF
INTEGRATED RURAL
DEVELOPMENT LOANS

Prior to 1990, integrated rural development
projects addressed constraints in production,
marketing, infrastructure, and social services
on a coordinated basis. The aim was to pro-
mote economic growth in land reform or un-
developed rural areas. The typical project in-
cluded two or more of the following compo-
nents: (1) production technology transfer; (2)
construction of farm to market roads; (3) irri-
gation works; (4) electrification; (5) construc-
tion of schools, health clinics, and community
centers; (6) investments in marketing and/or
cooperative organizations; (7) investments in
farm equipment and facilities such as grain

"> According to interviews with staff, by the mid to
late 1980s, the contaminated portfolio of several state
agricultural banks rose to the range of 40 to 60 per-
cent of the total outstanding portfolio.



dryers and warehouses; (8) agricultural re-
search and extension services; (9) land survey-
ing, titling, and registration, and (10) credit for
producers. The common target population
tended to be agrarian reform beneficiaries or
settlers on an agricultural frontier. Often, the
government’s objective was to rationalize
spontaneous settlement along an agricultural
frontier or subdivided estate land (state or pri-
vate) by installing a modicum of infrastructure
and productive support services so that the
colonization or the land reform effort could
succeed and the full productive potential of
the area could be realized.

Since 1990, there has been a change in orien-
tation. The agricultural frontier is largely
closed and whereas the general purpose is still
the same (i.e., promotion of rapid regional
economic development) the means employed
to achieve that end are quite different. There is
greater emphasis on participatory design and
capacity building in the target community, and
more reliance on funds mobilized domesti-
cally. The emphasis is more on promoting pri-
vate-public partnerships in pursuing regional
development goals. No IRD loans approved
since 1990 include credit components.

Before 1990, IRDs tended to involve a large
number of government agencies (ministries of
agriculture, public works, health, and educa-
tion, state-owned financial intermediaries, and
agrarian reform institutes). The projects were
top-down in terms of design and implementa-
tion. Often the project was an element in a na-
tional development plan. Central planners,
with the assistance of donor institutions and
consultants, constructed the plans with little
input from residents in the affected region.
The credit components adhered to the di-
rected, subsidized model and the terms and
conditions were similar to those in global ag-
ricultural credit programs.

Since 1990, IRDs are much more participa-
tory, the number of governmental actors has
been reduced, and externally funded credit
components are not present. The focus is on
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creating the capacity of the target community
in order to increase the possibility of long term
sustainable development.

Eighteen IRDs with agricultural credit com-
ponents were approved in the period 1968-
1981. The value of the agricultural credit
component averaged 40 percent of the IDB’s
total contribution to the project. In 36 IRDs
approved on or before 1981, there were sev-
eral in which other donors or the borrowing
government financed the agricultural credit
component. These components were not re-
viewed for this study.

Outcomes

Like the agricultural global credit programs,
the outcomes of IRDs were less than desired."
The stated goals of increased output and dy-
namic and sustained growth were not gener-
ally achieved due to serious coordination and
funding problems experienced during execu-
tion. In addition, adverse sectoral and macro-
economic policies and unexpected external
shocks hampered goal attainment. The com-
mon findings were:

o  Qutreach to the target population was
successful and significant investments in
physical infrastructure and delivery of ser-
vices did occur.

o The productive support programs were not
sustainable. Ex post evaluations reveal
that the majority of the support services
and installed physical infrastructure ceased
to operate or deteriorated dramatically
once the disbursements under international
loans stopped. There was limited partici-
pation and “ownership” on the part of
beneficiaries and the institutional frame-
work and organization of program

" The IRDs reviewed in detail were Dominican Re-
public (Loan 350/SF-DR) and Mexico (Loans
293/0OC-ME and 443/SF-ME). Also see Echeverria,
1998, Annex 2., [series name]
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execution were insufficiently addressed
(Echeverria, 1998).

Common problems in the credit subcom-
ponents were high delinquency, high proc-
essing costs for both borrowers and lend-
ers, and late disbursements. For example,
in the case of an IRD program executed in
the Dominican Republic in the 1970s, the
Agricultural Bank of the Dominican Re-
public had recurrent arrears problems
(more than 41 percent at one time) (IDB,
1982). The bank’s capitalization problems
and its limited sustainability and outreach,
reduced the impact of the extension and
training services provided under the IRD,
which were otherwise generally good
(IDB, 1982). In the case of a Mexican IRD
program, subprograms dealing with pro-
moting fruit cultivation and cattle ranching
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suffered losses due to late disbursements
and high costs of accessing credit from
BANRURAL, the Mexican state agricul-
tural bank responsible for supplying credit
to the target population in the project area
(Monzon et al., 1980).

ANALYSIS OF TARGETED
AGRICULTURAL CREDIT
PROGRAMS (GACs AND IRDs)

Design Issues

The reasons for the disappointing outcomes
are the combination of poor design, weak exe-
cution, and unfavorable macroeconomic and
sectoral environments. The projects were
characterized by common assumptions that
proved to be faulty. Some of those assump-
tions were the following:



e Small farmers are poor because they lack
access to modern technology that will al-
low them to increase productivity and in-
come.

e Small farmers cannot afford to pay com-
mercial rates of interest because of low
rates of return on their activities. There-
fore, they need subsidized credit as an in-
centive to adopt modern farming tech-
niques and/or as compensation for biased
pricing policies.

e When subsidized loans are offered, small
farmers will be able to gain access to
credit.

e Small farmers cannot save because their
incomes are low and they have a high in-
cidence of poverty. Therefore, they cannot
easily self-finance investment projects and
have little need for deposit services.

e Small farmers cannot be trusted to manage
their own funds. Therefore, they need
strict supervision to prevent the diversions
of funds to nonproductive activities.

e Private commercial banks are absent from
the scene. Therefore, they have to be re-
placed by state-owned financial intermedi-
aries or forced to lend to small farmers
through the imposition of sectoral credit
quotas.

e The conceptualization of a coordinated,
integrated program of action was logical in
theory but ignored the implementation
constraints. The main underlying assump-
tion was that the various state agencies
had the wherewithal to execute a compli-
cated program in which timely coordina-
tion was crucial.

The feasibility studies tended to overestimate
the administrative capacity of the executing
agencies and discount the adverse price and
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incentive policy environment facing farmers.
Selection criteria and credit regulations tended
to depend on static farm budget modeling and
ignore the complex nature of peasant house-
hold production and consumption decisions.

Execution Issues

Institutional Capacity. The loan documents
reviewed show a common pattern of accepting
the executing agency’ s glaring institutional
weaknesses, as evidenced by high delinquency
rates and administrative costs. In most cases,
little money was allocated for personnel train-
ing, policy reform, or technology improve-
ment. The emphasis was on the use of special-
ized agricultural financial intermediaries as
channels for the disbursement of credit and
not on investing in strengthening the credit
institutions. Despite pledges to take corrective
actions or make modifications in future opera-
tions, these changes were not forthcoming.

A 1984 report titled “Summary Evaluation of
Global Agricultural Credit Programs” docu-
ments a series of operational and institutional
problems, including: (1) noncompliance with
contractual clauses to maintain arrears below
specified limits; (2) high levels of reschedul-
ing and write-offs; (3) noncompliance with
reserve provisions in contracts; (4) failure to
deliver technical assistance services to large
percentages (more than 30 percent) of sub-
borrowers, especially small scale producers;
(5) instances of negative rates of interest
charged and no consideration of price index-
ing to prevent decapitalization; (6) inverse and
regressive relations between borrower transac-
tion costs and farm size; and (7) high lender
administrative costs. In later reports and
evaluations the findings were generally the
same

Counterpart Funding. According to interviews
with Bank staff involved in these projects,
most of the apex organizations and state de-
velopment banks that participated in agricul-
tural credit operations (GACs and IRDs) had
soft budget constraints and therefore did not



generally have counterpart funding problems.
In addition, each final borrower typically self-
financed, 10 to 20 percent of the total invest-
ment cost of the project, and this was counted
as counterpart funding (IDB, 1983).

In some specific IRDs, local counterpart fund-
ing was often not forthcoming for other non-
credit subcomponents. This caused delays and
indirectly affected the performance of the
credit component. Many of the delays and dis-
ruptions in the provision of productive support
services and infrastructure, coupled with the
late disbursement of loans by state agricultural
development banks contributed to lower than
expected agricultural yields and farm reve-
nues, which, in turn, raised loans delinquency
rates.

Monitoring and Supervision. According to
loan officers and managers involved in the
design and oversight of agricultural credit
programs, few resources were dedicated to the
technical aspects of project monitoring. Once
a loan was approved, the focus of the credit
officer was on designing and winning ap-
proval for new proposals. Field office staff
focused more on filing administrative reports
and processing disbursements than on techni-
cal troubleshooting. Interviewed loan officials
also claimed that one of the most serious prob-
lems was political interference in the execut-
ing agencies. Sometimes loan evaluation stan-
dards were lowered due to outside political
pressures. As a result, loan repayment suffered
and a culture of nonpayment was fostered.

External Conditions
For many Latin American and Caribbean

countries the macroeconomic environment
was not favorable in the early to mid-seventies
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(1973 oil price shock) and during the decade
of the 1980s (foreign debt crisis and declining
commodity prices). The economic environ-
ment was characterized by high inflation rates;
overvalued currencies that reduced the com-
petitiveness of agricultural exports; capital
controls that limited foreign investments; ad-
ministered prices for staple food products
(grains, sugar and vegetable oils) that favored
urban consumers but adversely affected rural
producers; export taxes on principal agricul-
tural exports (coffee, bananas, cocoa, cotton
and cattle); poor rural infrastructure that in-
creased marketing costs and limited the flow
of information; and limited investments in ag-
ricultural research and extension. For the loans
reviewed in greater detail (Ecuador (1970-82),
Peru (1979-82) and Panama (1977-82)), con-
ditions varied from country to country. None-
theless, each country exhibited some sign of
financial fragility. Over the period reviewed
(1970-82), Ecuador’s real growth rate slowed,
inflation increased, and the fiscal deficit’s
share of GDP rose. In Panama, growth was
strong but a burgeoning fiscal deficit created
inflationary pressures. The inflation rate in
Peru was the highest of the three countries,
eroding the purchasing power of local cur-
rency loans and probably contributing to the
dampening of savings mobilization. In the
Dominican Republic (1972-77), inflation was
modest as was the public deficit but multiple
exchange rates, fixed agricultural output
prices, and fixed interest rates, had a negative
impact on rural financial markets. Mexico
(1974-80) suftered from high inflation rates, a
high fiscal deficit and two sharp devaluations,
a drop of 23 percent in 1976 and another drop
of 46 percent the following year. These condi-
tions did not favor rural intermediation and
exacerbated pre-existing problems of high risk
and high transactions costs.



IV. Sector and Regulatory Reform Operations

Macroeconomic, financial, and agricultural
policies have affected the development of ru-
ral financial markets in the region. Through
the 1980s, most Latin American countries ex-
periencedbalance of payment disequilibrium,
large public deficits as a share of GDP, re-
pressed financial markets, and weak financial
regulatory frameworks. The result was perva-
sive credit rationing and financial disinterme-
diation. Credit flows to the private sector
tended to be low and savings were discour-
aged in rural areas. In addition, cheap food
pricing policies that further reduced producer
income, aggravated the situation and increased
risk for financial intermediaries.

In the 1990s, the Bank started to use policy-
based lending instruments (financial, invest-
ment, and agricultural sector loans) to support
the creation of a more favorable environment
for financial intermediation. In addition, a
number of Multilateral Investment Fund op-
erations were approved whose aim was
strengthening the capacity of banking superin-
tendencies and improving marketing channels
for agricultural commodities. These experi-
ences are reviewed below, first at the general
program level and then for specific opera-
tions.'*

FINANCIAL AND INVESTMENT
SECTOR REFORM LOANS

Financial Sector Reform Loans (FSLs) and
Investment Sector Reform Loans (ISLs) are
fast disbursing, tranched loans intended to
provide balance of payments support to the
borrowing government in exchange for im-
plementation of an agreed upon set of policy

' The specific operations reviewed are Peru FSL (PE-
0033), Venezuela FSL (VE-0071), Uruguay FSL (UR-
0031), Dominican Republic FSL (DR-0016), Uruguay FSL
(UR-0057), and Argentina ISL (AR-0059).
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reforms. FSLs focus solely on the financial
sector, and the overall objective of these pro-
grams is to enhance financial intermediation
capacity, promote competition, and improve
the efficiency, solvency, and soundness of fi-
nancial systems. ISLs focus on removing ob-
stacles to private investment and efficient re-
source allocation in a number of interrelated
areas that may include the financial sector.
The objective is to enhance private sector in-
vestment by creating a transparent legal and
regulatory framework for business activities
and guaranteeing equitable treatment of both
foreign and domestic private investors. Com-
mon financial sector components of ISLs in-
cluded reform and strengthening of banking
superintendencies and central banks; reform of
banking regulations and prudential norms; and
redefining the role of state-owned financial
intermediaries. ISLs include a number of
common nonfinancial components such as
trade liberalization and protection of intellec-
tual property.

These loans were financed from the Ordinary
Capital of the Bank, carried standard variable
rates of interest, and were to be amortized
over a 15 to 20 year period. Funds were usu-
ally disbursed in three tranches based on com-
pliance with a set of policy conditionalities.
Loan funds could be used by the borrowing
government to finance the CIF cost of eligible
imports. These operations were often carried
out in conjunction with macroeconomic stabi-
lization and sectoral policy adjustment pro-
grams of the World Bank and the International
Monetary Fund. Specific policy conditions
commonly included some of the following
plus maintenance of a stable macroeconomic
environment:

e Moving to a regime of market-determined
interest rates.



Strengthening of prudential norms to im-
prove solvency of the entire financial sys-
tem, particularly, capital adequacy, credit
risk exposure, related party lending, asset
classification and provisioning, and treat-
ment of distressed and insolvent financial
institutions.

Improving regulatory and legal frame-
works to promote competition, efficiency
in financial intermediaries, and expansion
of financial services by reforming general
banking laws to clearly define entry and
permit foreign banks to enter the local
market, and allowing for financial entities
to engage in leasing, factoring, credit
cards, etc.

Strengthening banking, insurance, and se-
curities supervisory authorities.

Making the central banks more independ-
ent of political authorities, eliminating
their economic development role and fo-
cusing their mission on the maintenance of
a stable currency and controlling inflation
through judicious use of monetary instru-
ments, including lowering and unifying
cash reserve requirements and relying on
open market operations and the discount
rate as the chief instruments of monetary
policy.

Liquidating, restructuring, and/or privatiz-
ing state banks.

Passing laws that would permit the orderly
development of capital markets. ISLs at-
tempted to attack a broad number of im-
pediments to private investment. They
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typically focused on the following objec-
tives: (1) improving commercial policy
(i.e., tariff reduction, removal of quantita-
tive restrictions, establishing countervail-
ing tariff mechanisms, simplification of
incorporation, foreign investment, and im-
port and export procedures); (2) protecting
intellectual property rights; (3) establish-
ing dispute settlement mechanisms for in-
vestors and entrepreneurs; (4) initiating
social security pension reform; (5) privat-
izing public sector enterprises; (6) restruc-
turing and strengthening regulatory agen-
cies (ports, roads, electricity and water);
(7) simplifying tax codes and strengthen-
ing tax collection; (8) strengthening envi-
ronmental protection rules; (9) strengthen-
ing banking and insurance regulatory au-
thorities; and (10) reforming or liquidating
state development banks.

Because ISLs sought to change policies in
more areas, the number of conditionalities was
high. For example, Uruguay (UR-0057) had
to meet 60 conditions, and in the case of Ar-
gentina’s ISL, the number of conditions were
55. FSLs had fewer conditions, ranging from
22 to 46 for the FSLs studied in the Domini-
can Republic, Venezuela, and Peru.

Tables 4 and 5 show financial sector and in-
vestment sector loans by country and year.
Most approvals occurred in the early 1990s.
Since then, the number of approvals has de-
clined.



Table 4

Financial Sector Loans

1990-1998
(USS$ Millions)

Project Country Amount Year
VE0071 Venezuela 300.0 1990
URO0031 Uruguay 151.7 1991
PE0033 Peru 221.8 1992
DRO0016 Dominican Republic 102.0 1993
GU0018 Guatemala 132.0 1993
EC0043 Ecuador 110.0 1994
GY0032 Guyana 38.0 1995
MEO0188 Mexico 750.0 1995
VEO0101 Venezuela 14.0 1995
PN0056 Panama 130.1 1997
NIO104 Nicaragua 65.0 1998
NIO106 Nicaragua 0.8 1998
Total 12 2,015.4
Source: IDB

Table 5
Investment Sector Loans
1990-1998
(USS$ Millions)

Project Country Amount Year
ARO0059 Argentina 350.0 1992
ARO187 Argentina 750.0 1995
ARO0254 Argentina 2.5 1998
BA-0012 Barbados 35.0 1995
CHO0044 Chile 150.0 1991
CO0035 Colombia 5.0 1991
CR0032 Costa Rica 100.0 1993
ES0016 El Salvador 90.0 1992
HA0046 Haiti 52.5 1996
JA0019 Jamaica 76.0 1991
PR0O003 Paraguay 81.5 1992
NI0012 Nicaragua 132.5 1991
NI0087 Nicaragua 3.5 1995
PR0O003 Paraguay 82.0 1992
PE0097 Peru 150.0 1996
TT0012 Trinidad and Tobago 80.0 1993
URO0057 Uruguay 68.8 1992
Total 17 2,209.3

Source: IDB
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Outcomes

Overall, the FSLs and ISLs contributed to a
consolidation of the process of financial re-
form in Latin America and the Caribbean.
Some of these operations helped to liberalize,
privatize, and improve supervision of the fi-
nancial systems of several countries in the re-
gion (Bolivia, El Salvador, Peru, Uruguay,
Ecuador, Guyana, Dominican Republic, Trini-
dad and Tobago, Nicaragua, Venezuela, Gua-
temala, and Paraguay), though many of the
operations came late in the process.

During the period 1990-98, 10 countries re-
ceived FSLs with a total approved value of $2
billion and 14 countries received ISLs with a
total approved value of $2.2 billion. Although
some countries began the liberalization proc-
ess before the loans began to disburse, the
IDB loans nonetheless helped the borrowing
governments to initiate reforms in some cases
or to consolidate reform programs in other
cases. A study of financial reforms that oc-
curred during the period 1988-1994, concludes
that 13 countries achieved major and/or sub-
stantial reforms (IDB, 1996; Westley, 1995).
Of these, 5 received financial sector loans
from the IDB. In only two cases can the
changes be clearly attributed to IDB involve-
ment (Uruguay and Venezuela).

Three areas of weaknesses were encountered
in the wave of reforms. First, there was im-
proper sequencing of reforms. Rapid disman-
tling of interest rate controls, targeted credit
programs, and lowering of reserve require-
ments prior to strengthening prudential norms
and supervisory authorities seems to have ma-
terially contributed to the likelihood of bank-
ing crises. The liberalization fueled banking
competition and an expansion in financial in-
termediation that, absent adequate supervision,
led to unsound lending practices on a much
larger scale in numerous countries. Second,
there was limited success in improving the
independence of the central banks from the
executive and legislative branches of govern-
ments. The lack of central bank independence
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hampered the maintenance of a stable macro-
economic regime in certain countries. Third,
components that had a direct bearing on rural
finance—secured transactions reform, privati-
zation/reform of state banks, and incentives
for the entry of commercial banks in rural ar-
eas—generally did not meet expectations in
the one country that tried to do something in
these areas. These weaknesses, directly and
indirectly, made efficient and sustainable rural
intermediation more difficult (See Table 7).

A more detailed review of selected sector
loans was conducted in order to better under-
stand the operational context. The selected
loans were Peru FSL (PE-0033), Venezuela
FSL (VE-0071), Uruguay FSL (UR-0031),
Dominican Republic FSL (DR-0016); Uru-
guay ISL (UR-0057), and Argentina ISL (AR-
0059).

Not all goals were achieved in all these coun-
tries, but significant advances were made in
all. Variations resulted from different initial
conditions, external shocks, and the effective-
ness of implementation. In the sample, the re-
form programs in the Dominican Republic,
Peru, and Argentina tended to be more suc-
cessful than those implemented in Venezuela
and Uruguay. Some of the common findings
for the FSLs and the financial components of
the ISLs were:

e Financial liberalization was in part respon-
sible for the financial deepening that oc-
curred in two of the four countries. In the
Dominican Republic the ratio of M2 to
GDP increased from 25.3 percent in 1993
(start of project) to 28 percent in 1997
(end of project). Likewise, in Peru, the ra-
tio rose from 13.2 percent in 1992 (start of
the project) to 25.8 percent in 1997(end of
project). Financial deepening did not occur
in the two other countries. However, in the
case of Uruguay the degree of dollariza-
tion diminished, the confidence of deposi-
tors increased and holdings in national



Table 6
Compliance with Project Goals for Selected FSLs and ISLs

Peru Nicaragua Ecuador Peru Guyana Dominican Venezuela
Condition 1992 1998 1994 1996 1995 Rep.-1993 1995

(PE0033) (N10104) (EC0043) (PE0097) (GY0032) (DR0016) (VE0101)
FSL FSL FSL ISL FSL FSL FSL

Banking legislation Satisfactory Satisfactory  Satisfactory Satisfactory

Central Bank reform and monetary policy Satisfactory Satisfactory Unsatisfactory

Privatization or restructuring of development  Satisfactory  Satisfactory Unsatisfactory Satisfactory

banks (industrial-urban)

Privatization or restructuring of state agricul- Unsatisfactory

tural bank

Creation and/strengthening of second Satisfactory

tier bank

Reaction to systemic banking crisis Satisfactory

Interest rate liberalization

Elimination of subsidized credit

Banking regulations and prudential norms Satisfactory Satisfactory Satisfactory

Strengthening of Superintendency Satisfactory Unsatisfactory Satisfactory Satisfactory

Reform secured transactions framework Unsatisfactory

(moveable property collateral)

Linkages/Incentives for commercial bank Unsatisfactory

to enter rural areas

Source: IDB Note: Blank spaces mean that the project did not have the corresponding conditionality or goal.
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Table 7
Agricultural Sector Loans: 1991-1995

(US$ Millions)

Project Country Amount Year
HO0082 Honduras 60 1990
JA0097 Jamaica 50 1990
GY0043 Guyana 30 1991
ME0038 México 200 1991
HO0027 Honduras 50 1992
NI10020 Nicaragua 55 1992
EC0048 Ecuador 93 1994
TT0032 Trinidad and Tobago 65 1995
Total 8 602

currency increased over the period of pro-
ject execution.

The spread between lending and deposit
rates shrank in Peru and the Dominican
Republic but increased in Uruguay and
Venezuela, countries with greater macro-
economic instability. The shrinking could
be due to increasing efficiency in the
banking sector.

The dominance of state-owned financial
intermediaries diminished substantially in
Peru, the Dominican Republic and Argen-
tina. In these countries, the amount of
credit disbursed by private banks rose as
well as the amount of savings captured, as
state banks were either privatized, liqui-
dated, or lost preferential reserve rate
treatment. In the case of Argentina, studies
were started in AR-0059 that led to the
privatization of 16 provincial state banks
in a later IDB/World Bank operation
(Loan 865/0C-AR). Likewise, in Peru,
four state banks were closed including the
state  agricultural development bank
(Banco Agrario).

In all countries, significant advances were
made in revising prudential norms and
strengthening supervisory capacity. Basle
standards were adopted, limits were placed
on related party lending, and conditions
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for intervention in failing institutions were
clarified. The result was a consolidation
process and an improvement in commer-
cial bank solvency. One indicator corre-
lated with solvency is portfolio quality. In
Venezuela, the risk index for commercial
banks (portfolio in arrears/gross out-
standing portfolio) dropped from 11.7 per-
cent in 1995 to 2.9 percent in 1998. Simi-
lar declines occurred in Peru where the
rate dropped from 10 percent in 1994 to 5
percent in 1997. In the Dominican Repub-
lic, the index dropped form 7.9 percent in
1993 to 5.3 percent in 1997.

In terms of program execution, all the pro-
grams experienced coordination problems,
some experienced delays in complying
with conditionalities, and not all the policy
conditions were fully complied with. In
the case of the Dominican Republic, the
third tranche was not disbursed because
the legislature would not enact a code for
monetary and financial reform, legitimiz-
ing the changes that the monetary and
banking control authority had made by de-
cree. In Uruguay, Venezuela, and Argen-
tina, the pace of strengthening the superin-
tendencies lagged behind changes in other
areas. In the case of Argentina, some of
the studies to privatize the provincial
banks were very superficial and had to be
redone in later operations. Also, slow ap-



proval and disbursement of technical co-
operation funds from non-IDB sources
created execution problems. In some in-
stances the level of salaries offered and the
number of staff for coordination was less
than sufficient given the complexity of the
tasks (Uruguay). In all programs the time
required for institutional reform tended to
be underestimated."’

AGRICULTURAL SECTOR LOANS

Agricultural Sector Loans (ASLs) are intended
primarily to remove trade, price, and financial
market distortions that reduce the efficiency,
competitiveness, and profitability of agricul-
tural production. A secondary goal is to im-
prove the legal and institutional framework
affecting agricultural activities, namely land
tenure, natural resources management, labor,
moveable property collateral issues, and the
reform of public sector institutions active in
the sector. Many of these conditions indirectly
affect the ability of small rural producers to
access financial services, especially credit.

ASLs have the same term and pricing struc-
ture as other sector loans. The negotiated con-
ditions for future disbursement normally in-
cluded some of the following, depending on
the particular country setting:

e removal of price controls and quantitative
restrictions on staple food products;

e climination of export taxes on agricultural
commodities;

e compression of tariff ranges;
e reduction in the number of crops subject to

guaranteed producer prices or their total
elimination and replacement with price

'3 See “Preliminary Overview of the IDB’s Experience with
Sector Lending: First Phase”. Office of Evaluation, 1996
and PPR-14/98; PPR-12/98; PPR-12/97; PPR-10/97; PPR-
8/98; PPR-16/97; PPR-5/95; PPR-11/97; PPR-14/97.
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bands (variable levies), a more transparent
commodity price stabilization scheme;

e climination of marketing boards;

e reduction or elimination of credit and in-

put subsidies;

e reforming and restructuring of government

agencies actively supporting production
(Ministries of Agriculture, Agrarian Re-
form Institutes, crop and livestock re-
search institutes);

e reform, restructuring, or liquidation of

state-owned or heavily state dependent ru-
ral finance entities (i.e., agricultural devel-
opment banks and cajas rurales de crédito
y ahorros);

e reforming taxation of land and better de-
fining property rights; and

e reform and/or privatization of state-owned
agroindustries.

Eight ALSs were approved since 1990. These
operations often were co-financed by and car-
ried out in conjunction with World Bank spon-
sored structural adjustment programs (SAPs)
and sectoral adjustment loans (SALs) that
started in the late 1980s (Table 8). Each opera-
tion was wide-ranging and complex (See Ta-
ble 9).

Outcomes

ASLs were generally successful in achieving
trade and price liberalization but less success-
ful in the reform of state-owned financial in-
stitutions, land tenure, natural resource man-
agement, restructuring of agricultural research
and extension agencies, and promotion of
competition.16 In Nicaragua, Jamaica, and
Honduras, attempts to restructure or convert
state agricultural banks into viable banks were

16See corresponding Project Performance Monitoring Re-
ports (PPMRs).



Table 8
Conditionality for Agricultural Sector Loans

Conditionality HondurasI  Honduras II Jamaica Mexico Guyana Nicaragua Tr,i,l;l:;gdo&
(HO0082) (HO0027) (JA0097) (ME0038)  (GY0043) (NI10020) (TT0032)
Foreign Trade and Competition
Tariff, quantitative restrictions, export taxes, etc. [ ] ] ] ] ]
Exchange rate
Price controls and subsidies =
Reform and sale of state-owned agroindustries |
Promotion of competition
Financial Markets
Credit institutions ] | | |
Credit supply
Interest rate structure ]
Land and Other Natural Resources
Land tenure and titling ]
Sale and/or leasing of public lands u ]
Other aspects of land markets
Natural resource management [
Environment, safety & occupational health, other ] ]
Institutional Support and Reform
Agricultural research and extension services u ]

Reform of government agencies
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Table 9
Regulatory Reform and Institutional Strengthening Projects that Indirectly Improve Rural Intermediation

(Dec. 98)

Country Title A(Ilnj(s);;]t Year
El Salvador Strengthening of the Financial Sector Superintendency 1,832,000 1994
Costa Rica Strengthening Agricultural Commercialization-Commodity Exchange 322,700 1995
Dominican Republic Strengthening Agricultural Commercialization-Commodity Exchange 294,790 1995
El Salvador Strengthening Agricultural Commercialization-Commodity Exchange 685,530 1995
Nicaragua Strengthening Agricultural Commercialization-Commodity Exchange 374,740 1995
Haiti Bankable Property Rights Reform Program 650,000 1995
Costa Rica Program to Support the Reform of the Financial Sector 1,600,000 1997
Paraguay Institutional Strengthening of the Bank Superindendency 1,200,000 1996
Bolivia Bank Superintendency-Informal Financial Entities 1,200,000 1998
Peru Support Program for Banker’s Training Institute 1,300,000 1998
Colombia Strengthening Supervisory Structure for Confederation of Credit Unions 1,415,000 1998
Trinidad & Tobago Strengthening Banking Supervision 720,000 1998
Regional Bank and Securities Markets Supervision Training Program 1,300,000 1998
Regional Implementation of Basle Core Principles 100,000 1998
TOTAL 14 $12,994,760
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frustrated by lack of borrower commitment
and by political opposition.'” As a result of
conditionalities to reduce transfers from the
central government, these agricultural devel-
opment institutions became unable to lend
large amounts of credit because large nonper-
forming portfolios reduced their capital base.'®
The proactive efforts to improve financial per-
formance did not yield the expected results.
Into the void created, few private commercial
banks entered. Those that did focused on fi-
nancing large scale producers and industrial
and/or export crops with well established mar-
keting outlets. In Honduras ASL II, attempts to
create a special land credit fund (Land Bank),
that would permit the landless to finance the
purchase of land, and the restructuring of a
network of cajas rurales (rural savings and
loans), have not advanced far."

The success in the trade and price liberaliza-
tion components of these programs has per-
mitted agricultural producers to face unfet-
tered price systems and enter the global econ-
omy. However, there was not sufficient pro-
gress to establish an institutional framework
conducive to sustained and broad-based agri-
cultural growth.?’ For example, increasing the
competitiveness of the exchange rate over
time should lead to an increase in exports and
import-substitution activities. In the cases of
Jamaica, Honduras, Mexico, and Guyana there
were upward trends in the agricultural terms
of trade and expanding output of tradables as

Staff interviews.

'8 See “Evaluacion del Programa del Préstamo Sectorial
Agricola a Nicaragua” Project Performance Report 16-
67(N10020), Oct. 1997 and Project Performance Monitor-
ing Reports for "Agriculture Sector Reform Program in
Trinidad and Tobago™ (TT0032), Dec. 1998 and communi-
cation with Paul Trapido, sectoral specialist, Honduras
Country Office., Feb. 1999 who previously worked on the
Honduras ASLs.

Staff interviews and "Eligibility for Release of Second
Tranche-Honduras Agricultural Sector Reform Program
(Loan 737/0C-HO)” Doc. PR-1906-2, June 1995. p.5.

2 See Annex 2 pp. 3 in “Evaluation of the Policy-Based
Lending Portfolio, Phase II”, Evaluation Office, Inter-
American Development Bank, 1998.
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the theory would imply.?' However, a dramatic
drop in public investment in agricultural infra-
structure, constrained the agricultural supply
response. Undeveloped and distorted rural fi-
nancial markets also serve to constrain the
supply response. Evidence from Nicaragua
suggests that the gains realized in agricultural
output may have been due to increases in the
total area cultivated and not to increases in
productivity. This suggests favorable price
incentives but inability to access purchased
inputs and change technologies.”> In a more
detailed review of two ASLs (Jamaica and
Nicaragua), the following findings were com-
mon in the rural finance subcomponents:

e Despite the liberalization of interest rates,
market-determined interest rates became
slightly negative in real terms in both
countries, indicating the underlying inabil-
ity to maintain consistency in the macro-
economic framework (monetary, fiscal,
trade and exchange rate policies). This in-
creased demand for credit at a time when
the traditional sources of formal credit,
state banks, were being restructured and
were shackled with a high proportion of
nonperforming assets.

e Loan disbursements from the state-owned
rural financial entities declined while agri-
culturaloutput rose, suggesting successful
substitution of credit sources.

e The rationale for attempting to reform
rather than eliminate the stated-owned
specialized credit institutions was based
on their extensive network of rural
branches (Nicaragua) and in-depth knowl-
edge of the sector (both countries). How-
ever, attempts to reform organic charters,
professionalize staff, improve collection of

2l See “Evaluation of the IDB’s Agricultural Sector Ad-
justment Loans: Impact, Implementation Issues and Policy
Implications.” WP-1/94, Evaluation Office, Inter-American
Development Bank, 1994.

22 PPR 16-67 “Evaluacion del Programa del Préstamo Sec-
torial Agricola a Nicaragua”



delinquent loans, and increase overall op-
erational efficiency yielded less than de-
sired results.

ANALYSIS OF FINANCIAL,
INVESTMENT, AND AGRICULTURAL
SECTOR LOANS

Design Issues

Five main assumptions undergird FSLs, ISLs,
and ASLs.

First, the analytical framework underlying the
policy prescriptions were valid; namely, that
trade, pricing, and exchange rate distortions
had to be eliminated before sustained eco-
nomic growth and poverty reduction could be
attained. Once the distortions were eliminated
there would be a supply response.

Second, government policymakers, technical
staff, and key stakeholders in the borrowing
country understood the need for the reforms,
accepted the trade-off between expected long-
term benefits and short-term economic and
social costs, and would commit to project
goals.

Third, the borrowing country had sufficient
political, technical and institutional capacity to
execute the reform program within a reason-
able period of time.

Fourth, the private sector would respond posi-
tively to the liberalization and minimize the
social cost of the transition through increased
investment and the creation of new jobs. The
borrowing government could maintain macro-
economic stability and intersectoral consis-
tency during the period of project execution.

In practice, these assumptions, especially the
last four, did not hold in several instances.
Empirical evidence in the economic literature
exists suggesting that countries that have
open, market-oriented economies, do grow
faster and are able to reduce poverty more
quickly than closed, statist economies
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(Thomas and Nash, 1991). The timing and
intensity of the expected response, however,
are affected by other factors, including the
quality of the institutional framework,
effective demand, competitiveness in world
markets, and risk aversion. In the case of the
operations studied, there was a pattern of slow
first and second tranche disbursements and
requests for extensions and waivers for
eligibility and disbursement conditionalities
that suggest design weaknesses in sector
lending overall, and particularly in agricultural
and investment sector lending (IDB, 1996;
IDB, 1998). Of 25 FSLs, ISLs, and ASLs
reviewed, 14 operations experienced a lapse of
a year or more between first and second
disbursements, beyond the typical norm of 4
to 6 months.” The ASLs experienced a high
incidence of problems: long delays, waivers,
project reformulations, and one project
cancellation (Honduras, Trinidad and Tobago,
Guyana ). According to information from staff
interviews, good progress was normally made
on the price liberalization front but not in
reforming institutions, including state-owned
financial intermediaries.

Execution Issues

Institutional Capacity. Project results seemed
to be influenced by the combination of degree
of “borrower commitment to project goals,”
human capital, proper institutional incentives,
ability to coordinate action across various ar-
eas, and property rights definitions.

In some cases the reform package was not
“fully owned” by the borrowing country. The
stakeholders of the borrowing country may
have been divided in support of reform meas-
ures but pressed nonetheless to attend contem-
poraneously to a foreign debt reduction pro-
gram, a banking crisis, or a current account
imbalance and thus acquiesced to the reform

2 See pages 32-33 and page 35 of “Preliminary Overview
of the IDB’s Experience with Sector Lending: First Phase”.
Office of Evaluation, IDB published in 1996 and IDB fi-
nancial database.



program without full internal support (Nicara-
gua, Venezuela, Haiti and Guyana). Once the
operation was approved, the opposition ex-
erted its influence to slow and thwart the re-
form package. In the cases where the borrow-
ing government was fully committed and other
factors permitted it, compliance was swift
(Peru-FSL, ISL, Argentina-FSL, ISL). At-
tempts were even made to deepen and extend
the proposed reforms. In cases where there
was strong opposition by the political party
out of power or other organized constituencies
(Nicaragua-FSL, Uruguay-ISL) or where land
tenure issues were unresolved (Nicaragua-
ASL, Trinidad-ASL, ISL), the pace of reform
was slowed.”*

Many borrowing countries lacked the techni-
cal and institutional capacity to implement and
coordinate very ambitious programs involving
a large number of co-executing agencies. Of-
ten the disbursements did not directly benefit
participating government agencies responsible
for implementing specific changes, thereby
reducing incentives for cooperation. In some
cases, the lead government agency did not in-
form subordinate agencies of the actions that
needed to be taken to comply with condition-
alities. Other times the subordinate or decen-
tralized agency disagreed with the reform ob-
jective and mobilized to resist change.

These factors created quality of implementa-
tion problems for the entire operation or for
particular components (Jamaica-
Superintendency, Trinidad-State Agricultural
Bank Reform, Honduras-State Agricultural
Bank Reform, Guyana-Public Registry Re-
form, Nicaragua-State Agricultural Bank Re-
form). There was more unevenness in the
quality of implementation across sectors for
the ISLs because of the sheer ambitiousness
and complexity of the reforms (e.g., the Uru-
guay ISL had 60 policy conditionalities, com-

* See corresponding Project Performance Monitoring Re-
ports (PPMRs) and interviews with staff involved in opera-
tions.
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pared with a range of 22 to 46 conditionalities
for the FSLs).

In several cases, the Legislative Branch re-
fused to ratify, in a timely fashion, laws nego-
tiated as part of the project’s conditionality by
the Executive (Dominican Republic-FSL,
Costa Rica-ISL, Uruguay-FSL). In the case of
ASL II in Honduras and the Trinidad and To-
bago ASL, changes in ruling political parties
during the course of execution limited pro-
gress because the successor administration
either did not share the same enthusiasm for
the reform program or lost momentum due to
transition and staff changes. The program co-
ordinating unit may also have lacked the
breadth of technical talent needed to effec-
tively troubleshoot, and the line agencies may
not have had sufficient budget support to fully
implement the reforms in a number of sector
loans.

Technical Assistance and Counterpart Fund-
ing. Reports from those involved in design and
supervision claim that in those projects in
which there was an associated technical assis-
tance component attached, the TC component
provided a valuable contribution to implemen-
tation. They were particularly important in
projects involving institutional restructuring.”
Counterpart funding was not reported as a
problem.

Monitoring and Supervision. For sector loans,
the headquarters technical staff took responsi-
bility for approving conditionalities and waiv-
ers, while the periodic monitoring of opera-
tions and contact with national program coor-
dinators was the responsibility of the country
offices. The degree and quality of interaction
between the headquarters and country office
seem to have been adequate, especially after
the reorganization of 1994 that reduced report-
ing dichotomies. The flexibility granted pro-
ject teams in reviewing compliance with the
contractual conditions and maintaining dia-
logue with the borrowing government helped

* Ibid.



resolve problems and make appropriate course
corrections. Nonetheless, the number of dif-
ferent technical areas and the large number of
reforms included in the typical financial, in-
vestment, and agricultural sector reform op-
eration may have exceeded the installed tech-
nical expertise in the country office. In the
countries where there was substantial reform
(Peru, Bolivia, Argentina, Dominican Repub-
lic, and El Salvador), there were strong cadres
of technical expertise in the counterpart gov-
ernment agencies.

Overall attention was focused on compliance
in key sectors (macroeconomic stability, ex-
change rate, trade, and price reform) and posi-
tive movement in the right direction was ac-
cepted in other areas. According to interviews
with staff, compliance waivers were some-
times issued where resistance was strong in
order to maintain momentum in other areas
where there was less resistance.

External Conditions

Some governments experienced shocks that
adversely affected the implementation of the
sector loans in question (Mexico, Venezuela,
and Jamaica—banking crises; Mexico, Ecua-
dor, Venezuela, and Guyana—decline in prin-
cipal export commodity prices). In general,
however, the external environment in the
1990s was favorable for the majority of coun-
tries receiving sector loans. The period was
marked by abating inflation rates, low and sta-
ble energy prices, increased capital inflows,
and positive real GDP growth rates. Thus, the
external environment, except for a small num-
ber of countries, was better for the implemen-
tation of sector loans compared with the im-
plementation of agricultural global credit and
integrated rural development programs in pre-
vious decades.
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MULTILATERAL INVESTMENT
FUND: REGULATORY AND LEGAL RE-
FORM PROJECTS

The Multilateral Investment Fund (MIF) was
established in 1993 as a special fund adminis-
tered by the IDB to accelerate private sector
development and help improve the climate for
private investment in Latin America and the
Caribbean. MIF has focused on strengthening
the policy and regulatory framework for the
private sector, increasing worker skills and
mobility, broadening the participation of micro
and small enterprises through the use of loans,
grants, guarantees, quasi-equity, and equity
investments. MIF’s philosophy is to support
private sector activities that are innovative and
catalytic yet financially sustainable. In the
regulatory and policy area, MIF’s goal is to
assist regional governments to improve the
investment climate. Many activities under-
taken reinforce and extend reform actions
started in previous FSLs and ISLs or address
remaining weaknesses in the regulatory
framework.

MIF regulatory and legal projects tend to use
nonreimbursable technical assistance to im-
prove institutional service delivery capacity.
The client institution can be public or private
sector—a banking superintendency, a com-
modity stock exchange, a securities exchange,
or a federation of credit unions.

As of December 1998, MIF had approved 221
projects worth US$414 million. Fourteen pro-
jects summing to $12.9 million or 3.1% of
total value approved serve to improve and
strengthen the environment for rural financial
intermediation. Fifty-four percent of these pro-
jects (seven) were approved in the 1996-98
period and preclude in-depth review. Table 10
lists the 14 legal, regulatory, and commodity
exchange projects that provided indirect sup-
port to enhance rural intermediation (see Table
10).



Table 10
Global Credit Loans for Small and Micro Enterprise Development
as of December 1998

(US Dollars)
Amount Estimated
Ll\?;n Borrower Year (ID’;png:Zlelgces Disbursed Rating LE:;?I:g R:)l/:*al
Only)
CO0086  Colombia 1990 $14,000,000 $14,000,000 S $0
EC0110  Ecuador 1990 $15,254,771 $15,254,771 S $726,000 4.7
UR0033  Uruguay 1990 $7,000,000 $7,000,000 S N/A
ARO0213  Argentina 1991 $45,000,000 $44,173,500 S $0
CR0016  Costa Rica 1992 $10,000,000 $4,628,408 us $3,425,022 74.0
GU0072  Guatemala 1992 $10,000,000 $640,000 S $0
PRO013  Paraguay 1992 $10,000,000 $10,000,000 HS $0
CO0037  Colombia 1993 $30,000,000 $30,000,000 S $0
ES0037  El Salvador 1993 $23,990,100 $23,990,100 HS $4,954,574 20.7
NI0035 Nicaragua 1993 $22,903,186 $22,903,186 S $8,447,600 36.8
PE0035  Peru 1995 $25,000,000 $25,000,000 HS $2,673,710 10.6
PR0094  Paraguay 1997 $18,545,330 $8,070,225 S $827,796 10.3
BOO0171  Bolivia 1998 $35,000,000 N/A N/A
ARO02 Argentina 1998 $100,000,000 N/A N/A
PE0189  Peru 1998 $30,000,000 $6,000,000 HS N/A
TOTAL 15 $396,693,387 $211,660,190 $21,054,702 9.9
Notes:

S=Satisfactory Implementation; US=Unsatisfactory; HS=Highly satisfactory; N/A Not applicable or data not avail-
able.

Rural Lending Estimation Methodology:

Peru: Total program disbursements of 3 participating cajas rurales plus the agricultural portfolios of Banco Wiese
($572,000), Norbank ($3,710), and Banco Orion ($138,000). Rural commerce lending is acknowledged to be under-
estimated. August 1998. Paraguay: Report from Program Executing Unit within Central Bank. December 1998.
Nicaragua: All disbursements outside the four largest urban areas (Managua, Masaya, Granada, Leon) are consid-
ered to be rural. 39.4% Financiera Nicaraguense de Inversiones. December 1998. El Salvador: Financiera Calpia
has 24% of portfolio in rural areas and accounted for approximately 60% of the disbursements of the MicroGlobal
or $3.454 m. Another participant, Banco Agricola, is estimated to have disbursed $1,500,000. Costa Rica: Accor-
ding to Midterm Evaluation Report (Examen de Ejecucion: Programa Global de Credito para la Micro y Pequefia
Empresa, 1997), 74% of the credit is rural. That percentage was applied to the current disbursements, yielding the
reported volume. Ecuador: Amount reported by the Corporacion Financiera Nacional, the project executor, via Ed-
gar Carvajal (Microenterprise Specialist in Country Office) for the period 1997-1999. According to Bill Gheen
(EVO) who participated in the evaluation of said program there is controversy regarding the exact amount. Banco
Nacional de Fomento, a state agricultural bank, participated in an early phase of the program but was disqualified
for violating borrower eligibility requirements. BNF had reported disbursing US$5 million in agricultural credit.
Here the revised smaller number is reported.

Source: Operational Departments database, Project Performance Monitoring Reports, and Progress Reports from Executing
Agencies.
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Outcomes

Three MIF projects were reviewed in detail:
Bankable Property Rights Reform Program in
Haiti; Banking Superintendency Strengthening
in Paraguay; and Strengthening of an Agricul-
tural Commodity Exchange in El Salvador.
There were three major findings:

e In the project to reform the secured trans-
actions framework, objectives were not
met due to failure by the Legislative
branch to promulgate the necessary
changes in the law. A draft law on secured
transactions was presented but not
adopted. The design for a new public reg-
istry and training of staff could not be ini-
tiated.

e The project to reform and strengthen the
Paraguayan banking superintendency 1is
helping to improve supervision capacity
but has not specifically addressed issues
that have a direct and pertinent relation-
ship to rural intermediation. The regula-
tory framework was examined, bank ex-
aminers trained, and computer equipment
purchased.

e The project to establish a commodity ex-
change for agricultural products has suc-
ceeded in El Salvador. A law to establish
the exchange (Ley de Bolsas de Productos
y Servicios Agropecuarias) was drafted
and approved in June of 1997. In addition,
internal rules and regulations governing
operations were presented and accepted by
the Superinentendency of Mercantile
Business. The most significant project re-
sult was the reform of the commercial
code that recognized non-possessionary
legal ownership of commodities. This fa-
cilitates the trading of paper conveying
ownership rights and allows for ancillary
uses: rediscounting, securitization, futures,
and pledging as collateral. Other signifi-
cant achievements include the bonding
and certification of warehouses and qual-
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ity control laboratories. At the end of
1997, traded volume was US$10.3 million
covering 13 commodities; the exchange
posted a profit of $75,552 and had no out-
standing debts.

Analysis of MIF Regulatory and
Legal Projects

Design Issues

The key assumptions behind MIF interven-
tions are that there are legal and regulatory
impediments or weaknesses and that once
these are removed, private intermediaries will
respond positively to perceived profit-making
opportunities and extend financial services to
the target group of small scale rural producers.

These assumptions are largely valid but may
be subject to time lags and degrees of risk
aversion. If private agents are extremely risk
averse, the desired action may not occur. In
addition, low-risk, lower cost intermediation
opportunities will tend to be exploited before
high-risk, high cost intermediation opportuni-
ties. For example, in our sample, few Para-
guayan commercial banks provided services in
rural areas despite an improving regulatory
framework. This was due to a combination of
factors: (1) the increased costs of complying
with a more rigorous and professional system
of supervision; (2) the presence of a subsi-
dized government farm credit program that
would tend to undercut a high interest rate pol-
icy; (3) high and unmitigated levels of produc-
tion and price risk; and (4) high transactions
costs involved in small lending programs.
More important, in a situation of flux in the
financial markets and unsettling macroeco-
nomic conditions, few managers would risk
moving into a new niche if it could be
avoided.

Execution Issues
Institutional Capacity. In two of the three

cases reviewed in depth, project execution was
not problematic. The executing agencies were



solid institutions and their hired consultants
performed admirably. In Haiti, the executing
agency, an ad hoc interagency coordinating
body called the Presidential Commission, had
no control over the legislative branch, which
had to approve the laws and regulations de-
veloped by the project. Therefore, an external
agent foiled project completion.

Counterpart Funding. In none of the re-
viewed projects was counterpart funding
identified as a problem.

Monitoring and Supervision. The coordination
between headquarters and field staff was ade-
quate.

External Conditions

The conditions in Haiti were not favorable to
the implementation of the project. Political
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differences prevented the collaboration be-
tween the Legislative and Executive branches
of Government that was needed for passage of
a law establishing new types of security inter-
ests. In El Salvador, macroeconomic stability
and period of sustained growth and investment
helped the commodity exchange get estab-
lished. In Paraguay, a mounting banking crisis
has served to focus attention and speed up im-
plementation of the project. However, much of
the attention has been on controlling a sys-
temic crisis and not on the microeconomic
imperfections in the existing framework of
prudential norms and how these may hamper
rural intermediation, especially small and mi-
cro loans. Thus, external conditions mattered
in all cases. Interestingly, in the case of Para-
guay, a negative environment provided a
stimulus for change.



V. Private Enterprise and Financial Intermediary Development

Many of the financial sector reforms of the
early 1990s made possible the more effective
use of instruments to promote private enter-
prise development and to create and
strengthen private financial intermediaries.
For example, the wider use of MicroGlobal
loans was possible only after interest rate ceil-
ings were removed and rules were changed to
allow greater banking competition. Hitherto
microlending resulted in low profitability and
even losses. Similarly, the strengthening of
specific financial intermediaries with MIF re-
sources has yielded positive results in some
cases due to improved prudential norms, more
liberal banking laws, better supervision, the
absence of interest rate ceilings, and macro-
economic stability. Even a relatively old in-
strument targeting the low-income population,
such as the Social Entrepreneurship Program
(formerly Small Projects), has evolved to re-
flect changes in thinking that now place a
greater emphasis on financial sustainability.
The goal of sustainability, albeit difficult to
achieve for nonbanks, is facilitated by the lack
of financial repression.

SMALL- AND MICROENTERPRISE
GLOBAL LOANS (MICROGLOBALS)

MicroGlobal credit programs primarily seek to
increase the access of a target group, small-
and microentrepreneurs, to formal credit on a
permanent basis.”® This goal is to be achieved
through the combination of an increased sup-
ply of credit (external line of credit) to the fi-
nancial system; the transfer of appropriate mi-
crocredit delivery technologies to participating
financial intermediaries; the training of micro-
entrepreneurs in nonfinancial areas; the adop-
tion of environmental protection measures;
and a dialogue to effect changes in govern-

%6 Out of the thirteen MicroGlobal loans in execution, eight
target microentreprenerus while five target both small and
micro entrepreneurs.
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ment regulatory and legal practices in order to
more fully integrate the small- and microen-
trepreneurs into the national economy and the
formal financial system.

MicroGlobals usually include both a loan and
a technical assistance component. In the credit
component, there are three possible fund allo-
cation mechanisms: (1) the central bank or a
second-tier institution (apex institution) lends
to regulated, first-tier financial institutions that
then on-lend the resources to microentrepre-
neurs; (2) the apex institution lends to regu-
lated financial entities who then on-lend to
nonregulated financial intermediaries (NGOs)
who in turn on-lend to entrepreneurs; or (3)
the apex institution lends directly to nonregu-
lated financial entities that on-lend to target
entrepreneurs. For the projects in execution
the most common mechanism is the first. In
the case of Nicaragua, Argentina, Peru, and
Costa Rica, the second option is allowed. In
the case of Colombia all three are permitted.

In the technical assistance component, a grant
is usually provided for one or both of the fol-
lowing purposes depending on existing condi-
tions: (1) to strengthen the capacity of the exe-
cuting agency— normally a second tier
bank—in program administration and infor-
mation management; (2) to train the staff of
participating retail financial institutions in mi-
crofinance technology.

The terms and conditions for these loans re-
semble the multisectoral loan: amortization
periods of 20 years, commitment periods of 3
years, disbursement periods of 4 years, and
variable interest rates and commissions on
both undisbursed and outstanding balances.

Between 1990 and 1998, the IDB approved
US$397 million in 15 MicroGlobal operations
for on-lending purposes and disbursed
US$211 million. The resources provided by



the MicroGlobals have penetrated into rural
areas in a limited way. Only in Peru, Costa
Rica, Nicaragua, and El Salvador are there
participating intermediaries with appreciable
rural finance portfolios. In Paraguay and Ec-
uador, one intermediary each is reported to
have a rural presence, albeit a small one. The
estimated amount of total rural credit provided
is US$21 million or 10 percent of the total
amount disbursed as of December 1998. Most
of the programs have been implemented in a
satisfactory manner, two are above average
(highly satisfactory), and two have underper-
formed.

Outcomes

Most MicroGlobals have been successful in
reaching a large number of small and urban
microentrepreneurs. Client outreach goals
have been exceeded in several operations, and
the actual average loan size has been lower in
many cases than that stipulated in credit regu-
lations or fixed as ex ante goals (Peru, Nicara-
gua, Paraguay, Ecuador, El Salvador), indicat-
ing delivery of service to a lower income stra-
tum.”” Despite the success in coverage, the
overall number of participating commercial
banks has been limited in a number of coun-
tries and the number of intermediaries focus-
ing on rural lending has been even lower. For
example, in Peru 27 financial intermediaries
are qualified to participate but only 16 actively
disburse IDB funds. Of that 16 only 3 are
based in rural areas. Also, the majority of
credit disbursed has been for commerce, even
in rural areas, indicating that nonfarm activi-
ties are quite bankable and a less risky activity
for lenders.

When conditions are right, MicroGlobals can
reach rural areas. Three countries have signifi-
cant shares of total disbursements going to
rural areas, Costa Rica (74%), Nicaragua

*7 See Evaluation Reports(Paraguay, Ecuador, El
Salvador), Executing Agency Periodic Progress Re-
ports, PPMRs. PCRs.
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(40%), and Peru(20%).”® The first two coun-
tries are largely agrarian and all three have a
fair density of regulated financial institutions
located in rural areas. In the case of Costa
Rica, the leading participating private com-
mercial bank, Banco del Comercio, bought the
portfolio of an existing rural NGO and re-
tained its staff. It also opened, in quick succes-
sion, a number of rural branches partly in re-
sponse to a government targeting decree and
partly because of leadership commitment to
microenterprise. Thus, it began rural microen-
terprise lending with a crucial base of clients
and trained staff. In Nicaragua, the two lead-
ing participating intermediaries in the Mi-
croGlobal program, BANCAFE (44% share of
total disbursed) and INTERFIN (34% share of
total disbursed), each have an extensive net-
work of branches in provincial cities from
which they do substantial rural lending (Fi-
nanciera Nicaragliense de Inversiones, 1998).
Also, the Nicaraguan program has an innova-
tive design element that permits participating
regulated financial entities to lend to noncon-
ventional entities (agricultural suppliers, agro-
industries, agricultural cooperatives) who then
on-lend to rural entrepreneurs. The amount
disbursed through this last channel has been
modest but allows greater penetration and im-
proved management of risks in the case agri-
cultural processors use marketing contracts to
ensure repayment.

Analysis of MicroGlobal Loans
Design Issues

The MicroGlobals adhere to a set of explicit
and implicit assumptions. The following apply
to the vast majority of programs in execution
and clearly affect the likelihood of project
success:

e Effective demand for credit exists on the
part of small- and microentrepreneurs.

*¥ Data are not available for Uruguay.



e Regulated intermediary financial institu-
tions (IFIs) are interested in serving the
microenterprise sector and will adopt the
appropriate financial technology to lend
effectively to the sector.

e Executing agencies are capable of manag-
ing the credit, technical assistance, and
environmental oversight components.

e Macroeconomic stability is sufficient and
the costs of financial intermediation in the
borrowing countries are within reasonable
bounds so as to allow for successful pro-
gram implementation.

e Banking regulation and supervision are
adequate.

e Participating financial intermediaries can
reach rural sectors. No intrinsic program
impediments exist that would inhibit rural
penetration.

In practice, these assumptions have not held
true in several instances. First, regulated fi-
nancial institutions cannot be persuaded to
provide services to the microenterprise sector
just with the existence of a line of credit that
reduces funding risk. In country after country,
the amount of commercial bank interest has
been tepid. In Peru, El Salvador, Nicaragua,
Costa Rica, Paraguay, only a few commercial
banks and finance companies have accounted
for the vast share of disbursements. In order to
penetrate the sector, IFIs have to be motivated
by profit, and they must also make a commit-
ment to mastering new credit delivery tech-
nologies and making other necessary changes.
These tasks are daunting and will be assumed
only by institutions with highly motivated
leadership (see Wenner and Campos, 1998).
The participating intermediaries who ac-
counted for the largest share of disbursed
funds tended to be transformed NGOs (Finan-
ciera Calpia in El Salvador, Financiera Famil-
iar in Paraguay); entities already expert in
consumer finance who migrated to microen-
terprise lending (Banco de Orion-Peru, Banco
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del  Trabajo-Peru,  Financiera  Vision-
Paraguay), or recently created specialized mi-
crofinance institutions (cajas municipales and
cajas rurales in Peru).

Second, the asset quality of participating in-
termediaries, in particular, those with a rural
concentration, tends to be poor. In Costa Rica
and Nicaragua, the two leading program par-
ticipants have experienced problems with de-
linquency, which has barred them from ac-
cessing the line of credit for periods of time.
In Peru, the principal intermediaries serving
rural clients, the cajas rurales (CRACs), have
been plagued with delinquency and govern-
ance problems. Of fifteen CRACs, only three
have qualified to participate in the Mi-
croGlobal program (see Nunura and Portocar-
rero, 1998). In addition, a commercial bank-
NGO linkage scheme, pioneered by Banco
Weise, one of the strongest and oldest banks
participating in the MicroGlobal program, has
not worked as planned (see Nunura and Porto-
carrero, 1998). The organizational weaknesses
of the NGOs have affected the maintenance of
asset quality.

Third, in a number of loan programs the exe-
cuting agencies encountered difficulties in co-
ordinating all elements, especially the techni-
cal assistance component and the hiring of
consultants (Costa Rica, Argentina, and Peru ).
In some instances, insufficient technical assis-
tance resources and scheduling delays did not
allow the environmental components to mesh
with the lending activities. Didactic materials
and training sessions were not completed in
time for the first disbursements of credits and
there were limited funds for ample extension
outreach to microentrepreneur clients. More-
over, participating banks generally saw the
environmental controls as cumbersome and
ineffective.

Fourth, excess liquidity dampened interest in
some of the countries (El Salvador and Nica-
ragua). Banking crises in other countries pre-
cipitated a sharp rise in interest rates, lowering
loan demand for a time (Paraguay and Costa



Rica). In Guatemala, failure to come to
agreement on a suitable second tier institution
as the executor, delayed the declaration of eli-
gibility and disbursement of funds for years.

Fifth, the property rights and banking regula-
tory frameworks in two of the countries, Nica-
ragua and Costa Rica, are not yet fully condu-
cive to rural microfinance operations. In Nica-
ragua, the unresolved issue of land tenure cre-
ates investment uncertainty. Over 80 percent
of the land area is under a titling cloud. In ad-
dition, the Nicaraguan regulatory authorities
have yet to decide whether to create a narrow
bank figure such as the Bolivian Fondos Fi-
nancieras Privados (FFP) that may encourage
greater discipline and consolidation in a mar-
ket overcrowded with unsustainable, credit
granting NGOs. In Costa Rica, the banking
supervisory authorities have shown flexibility
in provisioning rules for small loans
(<$22,000) that permits profitable entry into
this market segment. Nevertheless, the entire
framework related to secured transactions
needs to be improved. At present, delinquency
control is difficult for every lender, but espe-
cially so for rural lenders that operated in a
riskier environment.

Sixth, most eligible IFIs are based in urban
areas and do not have the necessary branch
infrastructure, staft with knowledge of rural
productive activities, nor the inclination to
enter a market segment that is even more risky
than urban microenterprise. In three countries
where significant rural lending occurred
(Nicaragua, Costa Rica, and Peru) the leading
participating entities had a rural presence. In
the other countries, mostly regulated urban-
based financial intermediaries participated.
Since few private commercial banks are pre-
sent in rural areas, the design implicitly pre-
cluded rural penetration.

Execution Issues
Institutional Capacity. Many MicroGlobal

loan programs experienced start-up delays,
problems with functioning of technical assis-
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tance programs for microentrepreneurs, en-
forcement of cumbersome subloan procure-
ment requirements, and enforcement of envi-
ronmental oversight requirements.*” The latter
two issues make lending even more costly
than it otherwise would be. Except for Guate-
mala, there were no major problems with the
functioning of the second-tier execution agen-
cies. In the case of Peru, COFIDE consistently
earned high marks for professionalism and
efficiency.

Counterpart Funding. Only in the case of
Costa Rica was there a known problem with
pledged counterpart funding. The shortfalls
and delays affected the technical assistance
components, primarily programs to directly
assist microentrepreneurs.

Monitoring and Supervision. Monitoring and
supervision by the field offices were generally
adequate. Bank staff made strong efforts to
resolve problems in the two under performing
projects—Guatemala and Costa Rica. In the
case of Guatemala a successful resolution was
achieved and the program is now performing
satisfactorily.

External Conditions

For the countries in which participating inter-
mediaries had a rural finance presence (Ecua-
dor, Costa Rica, Peru, Nicaragua, and Para-
guay), macroeconomic and sectoral conditions
were much improved compared to a decade
ago. However, in the cases of Nicaragua and
Paraguay, the weak external conditions may
have impaired the execution of MicroGlobals.
In the cases of Ecuador, Peru, and Costa Rica,
for example, lower inflation rates may have
contributed to greater confidence to make real,
productive investments as opposed to specula-
tive ones.

» Project Performance Monitoring Reports.



Table 11
Financial Indicators of Participating
Intermediaries with Rural Portfolios
Selected MicroGlobal Credit Programs

Financial In- Estimated
. . Avg. Annual Most .
termediary Size of Total 30 Day Delin-
Country with Rural Rural Loan Interest Common uency Rate
Portfolios Portfolio Size Rate Term ! !
Costa Ri B
(Fob. 1997) dol Comercio $3.9m $949  3641% 6 months 9.2%
El Salvad Fi i
(Mar, 1098) Calpia $3.075m $450 30% 10 months 3.1%
30-39%
Nicaragua Cordobas 13-24
(Aug. 1998) BANCAFE $16.9m $5823 15-21% months na
USS$
P Fi i
(Jilrr?g;l 338) Ell?lasn,:lera $8 m $8,998 42% 6 months 0%
Peru CRAC 63% Soles 13-24 o
(Mar. 1998) Selva Central $6.1m $4.066 570, US$  months 3.2%

MULTILATERAL INVESTMENT FUND:
SUPPORT TO INTERMEDIARIES

The Multilateral Investment Fund was estab-
lished in 1993 as a special fund administered
by the IDB to accelerate private sector devel-
opment and help improve the climate for pri-
vate investment in Latin America and the Car-
ibbean. The MIF’s philosophy is to support
private sector activities that are innovative and
catalytic, yet financially sustainable. In the
intermediary support area, MIF’s goal is to
assist promising financial institutions expand
and consolidate themselves.

MIF projects can combine a financing compo-
nent with a nonreimbursable technical assis-
tance component aimed to improve the ability
of an institution to deliver a particular service.
The financing components (loans, equity,
quasi-equity, and guarantees) generally gener-
ate market-based rates (6-20% depending on
instrument and risk exposure). The range of
project terms is two to eight years. The most
common for programs that directly affect the
provision of rural finance services is four
years. There are two categories of projects that
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indirectly support rural intermediation: (i) eq-
uity investments in institutions that engage in
rural microfinance or finance agroindustries or
(i1) technical assistance grants to strengthen
particular intermediary institutions or assist in
the formulation and implementation of more
appropriate and rational policies.

Between 1993 and 1998, the Fund approved
221 projects totaling US$414 million. Twelve
projects, totaling US$21.6 million or 5.2% of
total value approved, affect rural intermedia-
tion directly.*® A third of the projects were ap-
proved in the 1998.

* Three regional projects—environmental NGO venture
fund (85 million), equity investment in Accion Gateway
($2.7 million) and , and guarantee fund LACIF ($3.75 mil-
lion)—may have an impact on rural areas depending on
how many rural focused groups are financed.



Table 12

Rural Finance Projects Supported by the Multilateral Investment Fund

Dec. 1998
(US Dollars)

Country Title Amount Year
Bolivia Strengthening Rural Credit Unions to Serve Microenterprise 800,000 1993
Bolivia Equity Investment in Banco Caja de los Andes 2,000,000 1994
El Salvador Equity Investment for Financiera Calpia S.A. 800,000 1994
Jamaica Institutional Strengthening of Jamaican Coop. Credit League 1,900,000 1994
Mexico Fund for the Development of Productive Projects in Rural Areas 6,200,000 1994
Dominican Republic Strengthening of Rural Financial Intermediaries AIRAC 1,530,000 1995
Trinidad and Tobago Institutional Strengthening of the Credit Union System 1,283,460 1995
Dominican Republic Equity Investment in the Small Enterprise Bank (FONDOMICRO) 675,000 1996
Bahamas Strengthening the Cooperative Credit Union 660,000 1998
Mexico Equity Investment in Venture Capital Fund for Agroindustry 3,000,000 1998
El Salvador Support to Organic Fruit and Vegetable Microenterprises 1,300,000 1998
Uruguay Quasi-Equity Investment in FUCAC 1,500,000 1998
TOTAL 12 21,648,460
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Outcomes

In general, early MIF programs have per-
formed satisfactorily, although several experi-
enced start-up delays. Over time the number
of annual project approvals has increased as
would be expected. However, many recently
approved projects are in early stages of execu-
tion, contract signing, complying with prior
conditions, contracting consultant services, so
that there are few tangible outputs to analyze.
Two MIF projects supporting intermediary
capacity building whose approval pre-date
1997 and have had time to yield results were
selected for review (Institutional Strengthen-
ing of the Jamaican Cooperative Credit
League and Equity Investment in Financiera
Calpia-El Salvador).

Jamaica: The restructuring and strengthening
operations for a second tier institution (federa-
tion office) in the Jamaican Cooperative
Credit League progressed much slower than
expected. When the project was conceived in
1993, the League had extensive coverage, es-
pecially in rural areas, but poor performance
indicators. It suffered from fixed interest poli-
cies, low operational efficiency, and poor in-
vestment policies. The project sought to im-
prove prudential norms, formalize a relation-
ship with banking supervisory authorities, re-
vise the legislation governing credit unions,
standardize accounting procedures, help with
mergers and liquidations, and develop five
credit unions into models of excellence. Start-
up delays and personnel turnover have
plagued the project. Major achievements in-
clude drafting new prudential norms, eliminat-
ing mandatory credit union deposits with the
League office; redrafting the League Charter,
and revising procedures for the Central Fi-
nance Facility. The slower pace of execution
can be attributed to institutional inertia and
personnel issues. The reforms challenged the
position and power of existing groups.

El Salvador: An equity investment to increase
the capital base of a nongovernmental agency,
AMPES/SC, and transform it into a regulated
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finance company, renamed Financiera Calpia,
S.A., succeeded. The new entity has per-
formed well and has extended microfinance
operations from an urban base into the rural
areas. In 1997, some 24 percent of its net out-
standing loans of US$18.4 million was rural.
Tremendous portfolio growth and diversifica-
tion of products over the years has been
matched with gains in operational efficiency,
maintenance of asset quality, and high profit-
ability. The success can be attributed to the
combination of capable staff and management,
access to external lines of funding, and a fa-
vorable economic climate.

Analysis of MIF Financial Intermediary
Projects

Design Issues

The assumptions underlying MIF projects are
not expressed explicitly but can be surmised
from various project documents. MIF projects
assume that effective demand exists for the
financial, marketing, or training services of-
fered. The executing private sector agency is
committed, competent, and capable of achiev-
ing project goals. Moreover, the agent is not
overly risk averse. The macroeconomic and
political environment is not overly hostile and
unfavorable to the attainment of project goals.
In the two projects reviewed, not all the as-
sumptions hold. However, it should be noted
that the types of projects approved by the MIF
tend to be generally riskier and more innova-
tive than typical Bank operations. Whereas the
first assumption clearly held, the others did
not, in one case, creating problems. Institu-
tional capacity and external risks were clearly
identified but mitigating elements were few.

Execution Issues

Institutional Capacity. In the sample, the issue
of “ownership” of the reform process was im-
portant in several instances. In the case of the
Jamaican Credit Union League, the complex-
ity of engineering the institutional reform
slowed progress.



Counterpart Funding.No counterpart funding
problems were reported.

Monitoring and Supervision. Supervision and
monitoring seemed adequate in the reviewed
sample of projects. The country office and
headquarters staff discharged their duties well.

External Conditions

The Jamaican financial system has been under
significant stress since 1995. In 1998, several
large banks failed, prompting government in-
tervention. One of the contributing factors to
the crisis was a weak regulatory framework
that did not adequately assess financial risk
and address issues of regulatory arbitrage
within financial holding companies. However,
El Salvador’s economy has exhibited strong
growth and maintained macroeconomic stabil-
ity during the execution period (1994 to pre-
sent). On the regulatory front, however, there
is some uncertainty. In December 1998, a new
banking law was presented to the Legislature,
seeking to raise the minimum capital require-
ments to US$12 million, up from US$2 mil-
lion. The intent was to reduce the number of
weak financial institutions in the system. A
special exemption was given to Financiera
Calpia, granting it 10 years to raise the addi-
tional capital in recognition of its strength and
important role in serving the informal sector.

SMALL PROJECTS PROGRAM

The Small Projects Program (SPP) was estab-
lished to benefit low-income and marginalized
groups who lacked conventional access to
credit by providing grants and concessional
loans for the financing of productive, income-
generating projects and strengthening local
intermediary institutions.”' The policy govern-
ing the program was revised in 1998 and the
program’s name was changed to Social Entre-

31 See Operational Policy for Small Projects Financing
Program (OP-706) of 1982.
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preneurship Program (SEP). The purpose re-
mained very similar but the terms and condi-
tions as well as the types of eligible intermedi-
ary organizations changed.

Between 1980-1990, the typical small project
consisted of a loan up to a maximum of
$500,000 on highly concessional terms. The
maximum term for amortization was up to 40
years, with a grace period of up to 10 years, an
annual interest rate of 1 percent, a 1 percent
commission on outstanding balances, no main-
tenance of value, and no government guaran-
tee. Disbursement tended to occur in less than
30 months and payments of amortization were
generally in local currency.’” Parallel, nonre-
imbursable technical cooperation grants up to
a maximum of $250,000 often accompanied
the loan and could be used to finance fixed
investments, equipment or services to improve
the institutional capacity of the executing
agency. The typical rural signatory was a non-
profit foundation, cooperative, or community
association engaged in multipurpose develop-
ment activities. The vast share of the loan was
used for on-lending to sub-borrowers who
used the loans to finance fixed and working
capital needs at rates of interest not superior to
prevailing development bank preferential rates
for small scale farmers. The ultimate benefici-
aries tended to be low-income, medium and
small farmers who satisfied income and asset
tests appropriate for that particular country
and region as stipulated in the credit regula-
tions (GN-1373-1, 1985). They tended to re-
side in areas underserved by private commer-
cial and state development banks.

Since 1990, the Small Projects Program has
become increasingly specialized in credit pro-
grams for microenterprises. More than 80 per-
cent of the funds in a given year have sup-
ported NGOs engaged in microfinance. Like
the earlier SPPs, the typical project involves a

32See Evaluation of the Program for the Financing of Small
Projects (GN-1373-2). Operations Evaluation Office, Au-
gust 1995.



loan to help establish a revolving loan fund
accompanied by a technical assistance grant to
help the intermediaries to develop appropriate
microfinance technologies, improve manage-
ment, purchase equipment and vehicles and/or
make fixed investments. But the difference
now is that many recipients are engaged in
nonfarm activities, particularly commerce,
handicraft production, and small-scale indus-
try. The main differences in the SPPs ap-
proved in the 1990s compared with the late
1970s and 1980s was a tendency to move to
stricter terms. ™

General Trends

Fifty-two small projects were approved be-
tween 1978 and 1992 that had a strictly agri-
cultural credit focus.** Unlike the Agricultural
Credit Globals and the Integrated Rural De-
velopment projects there was a more even dis-
tribution of these resources across countries
with, twenty different countries receiving
funding. Bolivia and the Dominican Republic
were granted to greatest amount of financing.
Together, they received 25 percent of total
small project agricultural credit. Over time,
the number of projects of this nature trended
downward. The narrow focus on agricultural
financing was replaced by an emphasis on fi-
nancing intermediaries with more diversified
portfolios and with strong indicators of finan-
cial health.

Beginning in 1990, the number SPP operations
increased, peaking in 1993 and then declining
in later years due to the limited availability of

3 The newer post 1990 terms and conditions are: (1)
Shorter amortization periods (10 -25 years as opposed to
40); (2) Market-based rates of interest (not pegged to sub-
sidized state development rates); (3) Stipulations for cessa-
tion of disbursements if arrears were high (>5% or >10%);
and (4) Emphasis on adopting new microfinance technolo-
gies and improved management information systems.

3% Starting in 1990, many of the SPPs began to be classified
as OT-CRE in the Bank’s operational database even if they
had an agricultural or rural focus. After 1992, no SPPs have
been classified as AGR-CRE(agricultural credit), represent-
ing the change in philosophy of promoting sustainable mi-
crocredit without emphasizing the destination of the credit.
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funding (Table 21). Over time, the percent of
SPPs that are credit-oriented has shown an
upward trend. Of the 168 SPPs focused on
microcredit that were approved between 1990
and December 1998, an estimated 36 (or 21
percent) had rural credit components.™

As can be gleaned from Table 14, the esti-
mated amount of the credit-oriented SPPs, not
specifically designated as “agricultural credit,”
that benefits rural producers (farmer or non-
farmer), is estimated to be about 21 percent.

Outcomes

The results of the 1985 evaluation of the Small
Projects Program was generally positive. It
commended the program for successful out-
reach to the target population, maintenance of
tolerable loan delinquency, and institutional
strengthening. The report found that the num-
ber of low-income beneficiaries, especially
women and youths, exceeded the ex ante pro-
jections by 29 percent for the 22 projects sam-
pled. In approximately half the cases, the av-
erage income level of borrowers was below
the low-income benchmark set for the country,
in 9 cases the benchmark was met, and in only
3 cases the beneficiaries reported income
greater than the benchmark. As for loan delin-
quency, in 13 of 18 cases with available data,
the delinquency rate was less than 10 percent.
Intermediaries increased loan portfolios, im-
proved relations with other public and private
entities, and began to mobilize additional re-
sources to undertake more complicated pro-
jects, indicating growth in institutional capac-

1ty. 36

33 Note, that these figures do not include SPPs that were
classified as agricultural credit operations. Note further,
that this estimate is base on the word “rural”, “campesino”
or “agricultural” appearing in the name of the beneficiary
group or reports from the project officer. The reported
amount is believed to be underestimated.

3% See Evaluation of the Small Projects Program, GN-1373-
2p.7.



Table 13
Distribution of Agricultural Credit Small Projects

(US$)
Country Amount Percent Operations
Bolivia 3,499,244 14.7 8
Dominican Rep. 2,475,000 10.4 6
Uruguay 1,500,000 6.3 3
Panama 1,500,000 6.3 3
Nicaragua 1,500,000 6.3 3
El Salvador 1,500,000 6.3 3
Costa Rica 1,500,000 6.3 3
Argentina 1,500,000 6.3 3
Honduras 1,300,000 5.5 3
Paraguay 1,000,000 42 2
Jamaica 1,000,000 4.2 2
Brazil 1,000,000 4.2 2
Peru 900,000 3.8 2
Haiti 840,000 3.5 2
Venezuela 500,000 2.1 1
g?é%zzo 500,000 2.1 1
Mexico 500,000 2.1 1
Colombia 500,000 2.1 1
Guatemala 400,000 1.7 2
Guyana 330,000 1.4 1
Total $23,744,244 100.0 52

Source: IDB
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Table 14
Small Projects Approvals 1990-1998

Credit Operations Approvals Estimated Rural Credit Total SPP Approvals

Year Amount Number Amount No. Amount Credit Rural
(USS) (USS) (USS) % Credit %
1990 500,000 1 0 0 7,700,000 6.5 0.0
1991 7,050,000 15 1,250,000 3 26,000,000 27.1 4.8
1992 14,800,000 32 1,000,000 2 29,200,000 50.7 34
1993 19,300,000 39 5,000,000 10 32,600,000 59.2 15.3
1994 9,000,000 18 1,000,000 2 14,300,000 62.9 6.9
1995 9,980,000 22 1,950,000 4 20,400,000 48.9 9.5
1996 2,900,000 6 0 0 4,000,000 72.5 0.0
1997 9,655,000 20 1,655,000 4 12,000,000 80.5 13.8
1998 5,753,000 15 4,733,400 11 7,149,900 80.0 66.2
Total 78,938,000 168 16,588,400 36

The areas of weaknesses included high admin-
istrative costs in loan preparation and process-
ing for the IDB, coordination and timing prob-
lems in the implementation of the technical
assistance components, and most significantly,
the inappropriate pricing of the subloans by
the executing institution. In the vast majority
of projects reviewed in the evaluation reports
and in the sample below, the final lending rate
to sub-borrowers was pegged to the interest
rates charged by the state development banks
and not indexed to account for inflation. Since
the reference rate was subsidized and often
negative in real terms, this pricing policy by
organizations receiving SPP funds, contributed
to the decapitalization of their revolving credit
funds over time. Because of this lack of insti-
tutional viability, there was an urgency to seek
fresh concessional funds constantly, creating a
dependency on donor agencies.

Later evaluations were not so favorable. In
1991 the External Review and Evaluation Of-
fice conducted a study entitled, “IDB and Mi-
croenterprise: A Development Strategy for the
1990s.” This study reviewed four SPPs, one of
which had a rural focus. This latter project,
located in Mexico, was found to have experi-
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enced a series of problems that threatened
program viability and limited the beneficial
impacts for sub-borrowers. Arrears were high
in the 1984-90 period, averaging 37 percent,
interest rates were negative in real terms, late
disbursement were common, and amounts lent
were insufficient to allow artisans to change
production technologies. At the time of the
evaluation the same dependence on middle-
men for inputs and marketing outlets contin-
ued. In 1994, Interdisziplindre Projekt Consult
GmbH (IPC) conducted another, more exten-
sive evaluation of 16 SPPs that financed re-
volving funds. Out of the total, five were
wholly rural and three had portfolios in both
rural and urban areas. The financial perform-
ance of the rural group was generally worse
than the rest, and was marked by lower staff
productivity and lower effective rates of inter-
est, resulting in higher levels of decapitaliza-
tion.

Two SPPs were examined in greater detail
(Nicaragua SP/TF-79-10-NI and Costa Rica
SP/SF-91-11-CR) for this study. The patterns
found were similar to those found in the two
larger evaluations. The projects involved a
coffee cooperative in Nicaragua and a canton



level farmers association in Costa Rica
(Centro Agricola Cantonal, CAC). The two
projects disbursed without problems and re-
portedly had a positive income impact on sub-
borrowers. Both projects also had technical
assistance components designed to strengthen
administrative capacity. The main difference
was in pricing policy. The Nicaraguan coop-
erative charged an interest rate of 13 percent
(real negative >100% in 1982-85 period),
while the Costa Rican CAC charged interest
rates greater than 35 percent (in the 1990-94
period). The Nicaraguan cooperative did not
report delinquency data. Arrears for the Costa
Rican CAC were less than 10 percent.

Analysis of Small Projects

Design Issues

The small projects studied had several common de-
sign assumptions , among them were the following:
(1) nongovernmental intermediary organizations can
reach a targeted low-income clientele effectively; (ii)
the revolving fund can be capitalized and pro-
tected from loss of purchasing power through
appropriate pricing; (iii) the managerial capac-
ity of the intermediary institution can be im-
proved through consultancy services of short
duration (less than 36 months); (iv) effective
demand exists for the credit services provided;
and (v) external conditions will be favorable
or neutral to project execution.

For the most part, the assumptions were valid
in the cases examined. Clearly there was a
strong credit demand and the nongovernmen-
tal organizations based in rural areas effec-
tively reached the targeted clientele. In the
sampled projects, disbursements to small bor-
rowers were made within the stipulated pe-
riod. The attempts to maintain the value and
even capitalize the revolving funds succeeded
in Costa Rica but not in Nicaragua. The provi-
sion of technical assistance also seemed effec-
tive.

The question, however, is what is the proper
role of the SPP in relation to other instruments
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at the disposal of the Bank and whether selec-
tion criteria should be more rigorous given the
limited availability of funding. The cost effec-
tiveness of the SPP as a stand-alone instru-
ment is limited and other follow-on operations
are likely to be needed. NGOs tend to have
informational and mission focus advantages
compared to formal financial intermediaries.
Private commercial banks are often too dis-
tant, bound by different strategic objectives,
and subject to regulations that make serving
clients who demand low volumes of services
relatively more expensive Consequently, they
do not deliver an appreciable amount of ser-
vices to poor rural producers. NGOs, nonethe-
less, have some serious weaknesses, including
limited managerial and technical talent, poor
support infrastructure, small capital bases,
highly concentrated loan portfolios, and a so-
cial as opposed to a business-like approach to
intermediation. Technical assistance grants
were used to correct some of the weaknesses,
but fixed limits on the amounts available
could have been a constraint in certain cases.
The question becomes: How much support
will be necessary to convert a few of the most
promising NGOs into permanent viable inter-
mediaries?

The early SPPs focused on agricultural credit,
the “need for a credit subsidy” and other falla-
cious assumptions of the directed credit para-
digm (DCP), wich helped undermine the long-
run sustainability of the various credit pro-
grams financed. Another mistaken assumption
was the belief that SPP sub-borrowers would
“graduate” to commercial and development
banks. In hindsight, small borrowers, even
those with a good repayment record, have
other problems. They cannot transmit informa-
tion about their creditworthiness to distant
formal lenders, because there are either no
credit bureaus in the country or none that track
NGO lending. Traditional banks are bound by
documentation and provisioning norms that
penalize borrowers without secure collateral.
Traditional banking technologies are too
costly to process small transactions. Despite
these problems, there was a reluctance to fund



organizations more than once. Over time, the
credit granting nongovernmental organizations
supported by the IDB became decapitalized
and clamored for more concessional funding,
justifying their worthiness by excellent out-
reach and the failure of formal banks to re-
spond. Successful low-income SPP sub-
borrowers were still largely excluded from
conventional sources of credit for lack of real
collateral and the small size of their loans, de-
spite good repayment histories. In the later
credit-oriented SPPs, in general, the sustain-
ability and quality of management assump-
tions seem to be questionable in several in-
stances.

Execution Issues

Institutional Capacity. The institutional capac-
ity of the intermediaries varied. The groups
tended to perform administrative and opera-
tional functions generally well, but were uni-
formly weak on financial management (inade-
quate provisioning for bad debt, and insuffi-
cient interest rate differential that would cover
all operational costs, that is, permit capitaliza-
tion of the loan fund). Outreach to the target
group was excellent and loan recovery was
superior compared with Agricultural Credit
Globals, wherein the disproportionate share
went to larger farmers. Nevertheless, few of
the organizations were viable and efficient
intermediaries.
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Counterpart Funding. For the pre-1990 pro-
ject reviewed, no counterpart funding was re-
quired, so it was not an issue. In the post-1990
sample, no problems were reported.

Monitoring and Supervision. According to the
1985 OEO report, the degree and quality of
supervision provided by the country offices
was uneven. The small projects tended to in-
crease the work burden of sectoral specialists,
especially in countries with a large number of
SPPs. Some staff fully identified with the pro-
gram and others considered the amounts in-
volved too small to merit the large investment
in time needed, given the institutional weak-
nesses of most of the beneficiary groups. In
later evaluations, the work load associated
with monitoring SPPs was not reported as
problematic.

External Conditions

Through the 1980s, the macroeconomic envi-
ronment in most of the countries in the region
was not favorable. For the countries in the
sample, Nicaragua and Costa Rica, project
settings were opposite. Nicaragua experienced
hyperinflation, large deficits, and civil unrest
in the 1980s. The year the project was ap-
proved coincided with a political revolution
and an open counterrevolution started in 1981-
1982, the early years of project execution. In
contrast, Costa Rica, in the early 1990s, had a
generally more favorable environment.



VI. Lessons Learned and Recommendations

The IDB has had extensive experience with a
variety of project types and instruments de-
signed to promote the expansion and deepen-
ing of rural financial services in Latin America
and the Caribbean. Although the review of
IDB projects included in this report is far from
exhaustive due to the lack of data on project
outcomes in a number of cases, it nevertheless
serves to identify some very important lessons
for the design of future programs. These les-
sons are organized in three categories that re-
flect the broad objectives of the projects re-
viewed: (i) targeted credit programs that serve
to expand the supply of credit to rural produc-
ers or small enterprises (both rural and urban);
(i1) policy, legal and regulatory reform pro-
grams, through technical cooperation, loan
conditionality and sector loans; and (iii) in-
vestments in institution-building for financial
institutions with capacity to provide services
to rural producers on a sustainable basis.

EXPANDING THE SUPPLY OF
RURALCREDIT: THE ROLE OF
TARGETED CREDIT PROGRAMS

The directed agricultural credit schemes fi-
nanced by the Bank before 1989 produced
disappointing results. Intended to expand ac-
cess to credit for small farmers by channeling
loans through agricultural banks and other fi-
nancial institutions at low interest rates, these
operations served instead to distort rural fi-
nancial markets, undermine the viability of
many participating financial intermediaries,
discourage savings mobilization, and dispro-
portionately benefit higher income borrowers.

Although the Bank has not approved an agri-
cultural credit loan in the past ten years, it
continues to finance two other types of tar-
geted credit programs: Multisector Credit Pro-
grams and Micro and Small Enterprise Global
Loans. These operations provide financing for
businesses of a specific size (micro and small
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business) in one case, and for a specific pur-
pose in the other case (medium- to long-term
financing for investment purposes). In contrast
to the agricultural credit programs, however,
these more recent instruments do not permit
interest rate subsidies. They include mecha-
nisms designed to avoid some of the problems
of the earlier targeted credit programs in terms
of decapitalization, high arrears, disincentives
to savings mobilization, and rationing of credit
to higher income or politically connected bor-
rOwers.

In the 1990s, the use of non-subsidized but
size-targeted lines of credit (average loan size
limits that favor use by small- and microentre-
preneurs) succeeded to some extent in improv-
ing outreach in urban markets without under-
mining financial market development, but
penetration in rural markets has been limited
to date, reaching a modest number of rural
producers in six countries. MicroGlobals and
their lines of credit do not seem efficacious as
a lure to get regulated financial intermediaries
to serve the rural sector, but rather a facilitator
that allows a financial entity with a pre-
existing strategic commitment and profit mo-
tive to expand service to the rural microenter-
prise market. Examples include the CRACs in
Peru, Banco del Comercio in Costa Rica,
BANCAFE in Nicaragua, and Financiera Cal-
pia in El Salvador. The share of financial in-
termediaries participating out of the total num-
ber of potentially eligible intermediaries in
MicroGlobal loans has been small, except in
the case of Argentina where the original inten-
tion was to emphasize service to small urban
entrepreneurs. In short, the Bank’s experience
with these operations has shown that simply
injecting liquidity into the financial system
will not achieve massive outreach to small-
scale borrowers, urban or rural.



Credit Pricing

The assumption that low-income producers,
including farmers, could not afford to pay the
high, market-based rates of interest that often
accompanied Global Credit programs has been
proven incorrect in program after program.
Research both inside and outside the Bank has
shown that small scale borrowers are more
sensitive to the non-financial costs of the
transaction (processing fees, travel costs, and
income lost due to delays in approval and dis-
bursement) than to the financial costs (interest
payments). In the sample of participating in-
termediaries in MicroGlobal loans with rural
portfolios, positive real interest rates are being
charged and demand for the service continues
to be high as indicated by growing portfolios.
The sector most commonly financed is com-
merce, however. The high rates of capital
turnover that are possible in commerce permit
the servicing of a short-term, high interest rate
loan. Productive projects in agriculture and
industry have longer gestation periods and
therefore lower capital turnover ratios, creat-
ing a need for long-term loans and a higher
sensitivity to debt service loads. The longer
the term the greater the risk due to price un-
certainties and external shocks. Therefore,
greater intermediary competition, cost saving
innovations in financial service delivery,
greater domestic savings, and better macro-
economic management are needed to reduce
intermediation spreads and lower the opportu-
nity cost of capital in the economy.

Credit Evaluation and End Use

In the period 1960-90, the Bank restricted the
use of loans provided under the global credit
operations to investment in fixed assets in so-
called productive sectors (agriculture and
manufacturing). The innovative and non-
traditional Small Projects Program paved the
way for a change in thinking. . By the early
1990s, lending for commerce had become the
basis of microenterprise lending in this pro-
gram.
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The MicroGlobals also allowed for lending to
any economic sector, including services and
retail trade. In modest and low-income house-
holds, rural or urban, the separation between
business activities and household consumption
activities is blurred. Thus, microcredit often
combines the features of both commercial and
consumer lending. In conducting loan evalua-
tions, a household model of analysis in which
all business and personal incomes and expen-
diture flows are included in the calculation of
repayment capacity may be more appropriate.
Similarly, stipulations about the end use of the
funds are often unenforceable. Farm budget
and demand estimation models developed in
the heyday of the directed credit paradigm
were methodologically unsound since they
ignored the fungibility of credit and oversim-
plified household decision-making processes.

In the future, the challenge will be to under-
stand better the dynamics of intra-household
decision-making. The assumption of one, all
powerful and benevolent decisionmaker may
not be appropriate for all circumstances. Gen-
der issues, internal distribution of power and
command of productive resources complicate
the loan evaluation process and can affect both
willingness and ability to repay. As the new
rural intermediaries, who use the household
approach, mature and expand, we will learn
more about the implications of this method of
evaluation.

Second Tier Institutions and Wholesalers

The IDB’s experience with MicroGlobals and
Multisector Credit operations shows the im-
portance of appropriate action by second tier
(ST) or wholesale credit institutions. Properly
designed and functioning wholesalers can
channel funds to privately-owned institutions
in a transparent manner (credit auctions) that
does not undermine deposit mobilization ef-
forts yet assures a stable source of funding and
promotes deepening and innovation. The
Bank’s Multisectoral Global Credit programs
helped to strengthen a number of public sector
ST institutions including, for example, those



in El Salvador, Bolivia, and Peru. However,
strengthening these institutions can be risky
because it may end up creating a stronger con-
stituency for state intervention in financial
service delivery. An attempt to create a private
second tier institution in the Guatemala Mi-
croGlobal did not succeed and the project was
delayed for three years, and ultimately refor-
mulated. In any case, the apex role is not
likely to be very effective without a competi-
tive and efficient first tier system that will as-
sume the risks and adequately discharge pro-
ject evaluation and monitoring tasks. Further-
more, the Bank’s MicroGlobal and Multisector
credit experience shows that great care must
be taken to avoid arbitrary allocation and pric-
ing of long-term resources that can lead to
rent-seeking behavior on the part of first tier
intermediaries, welfare losses, and an un-
healthy dependency on the apex institution for
long-term funding (See Annex 3).

CREATING THE CONDITIONS FOR
THE EXPANSION AND DEEPENING
OF RURAL FINANCE: POLICY,
LEGAL, AND REGULATORY
REFORM PROGRAMS

Laws governing property and individual
rights, and regulations governing businesses
and financial intermediation should be com-
prehensive, consistent, comprehensible, and
fair. Of particular importance for financial in-
termediation is the ability to create, perfect,
and enforce security interests; a clear delinea-
tion of the powers of and limitations of finan-
cial institutions; a clear definition of rights and
responsibilities associated with a variety of
financial instruments; and the rights of gov-
ernment to supervise and intervene when nec-
essary in the affairs of financial institutions
and/or circumscribe the use of specific instru-
ments and transactions when they are deemed
unsafe and imprudently managed.

Over the 37 years of the review, the IDB’s ru-
ral finance activities have evolved from plac-
ing a heavy emphasis on expanding the supply
of rural credit to placing more attention on
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making sure the financial architecture is right,
i.e. on improving the regulatory framework
that facilitates the development of rural finan-
cial services (452 credit projects compared
with 57 policy reform and regulatory pro-
jects). The projects that addressed financial
policy, legal, and regulatory issues were ap-
proved in the 1990s and have focused on first
order problems (elimination of fixed interest
rates, modernizing banking laws to permit
greater competition, applying the norms of the
Basle Committee, and strengthening and pro-
fessionalizing the superintendencies). Despite
substantial success, much still needs to be
done to consolidate the gains from the first
round of reform and to extend reform efforts
to reduce other imperfections. Some second
generation interventions that specifically tried
to improve the framework for secured transac-
tions, an area that would greatly help collateral
constrained clients gain access to formal in-
termediaries, such as the Haiti Bankable Prop-
erty Rights project and the Guyana ISL
(Bankable Service Component), were well
conceived but encountered implementation
problems due to political instability and insti-
tutional inertia.

The lesson to be learned is that these types of
interventions should be promoted but particu-
lar attention must be paid to the political
economy surrounding their implementation.
Vested interests exist that benefit from the
status quo and opposition to change is likely.
The reform process will have to either con-
vinced or overcome opposing interests. In ad-
dition, these innovative projects may be best
attempted first in countries with greater politi-
cal stability or where advocates for microen-
terprise interests are better organized and more
powerful, to serve as a counterweight in the
political arena.

In the area of prudential regulation and super-
vision, much also needs to be done to identify
the biases that may impede rural and microfi-
nance intermediation, especially in the areas
of licensing, minimum capital requirements,
asset risk classification, documentation, and



provisioning. To date there is little evidence
on how the projects that strengthen supervi-
sion have improved rural intermediation. Fur-
ther research and analysis are needed in this
area. There are many complementary reforms
needed in titling, judicial reform, and disclo-
sure laws that would improve the conditions
for lending and its supervision.

The Bank’s financial, investment, and agricul-
tural sector loans played a significant role in
liberalizing trade, pricing, and financial mar-
kets in Latin America and the Caribbean. They
helped increase returns to agriculture and
other productive activities in rural areas,
though the supply response may have been
constrained by sharp reductions in public in-
vestment in rural infrastructures. Nonetheless,
less progress was noted in rural finance, espe-
cially in reforming and restructuring state-
owned financial institutions, the predominant
suppliers of rural credit until the start of re-
form programs. The principal problem was
lack of borrower commitment and a political
interest in maintaining formal institutions in
rural areas since commercial banks are reluc-
tant to serve them

IDB-supported attempts to reform and restruc-
ture state agricultural development banks in
the early 1990s (BANADES-Nicaragua,
BANDESA-Honduras, Banco Agropecuario
de Fomento-El Salvador, Agricultural Credit
Bank-Jamaica, and Agricultural State Bank-
Trinidad and Tobago) did not yield positive
results, probably due largely to lack of bor-
rower commitment. The Peruvian experience,
however, did yield significant results—the lig-
uidation and closing of a loss producing state
owned agricultural bank—but left a void in the
rural financial landscape that has yet to be sat-
isfactorily filled. This review of IDB sector
lending shows that change in rural finance
happened if there was a prior strong commit-
ment to reform. The balance of payment sup-
port provided by IDB loans generally served
to reinforce this commitment, but was not the
main determinant of reform efforts.
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Often, rural finance was recognized a priori as
a difficult area and expectations for major
changes were low. Other times, the achieve-
ment of substantial reforms in other areas,
deemed of high importance in restoring sus-
tainable economic growth, was accepted and
compensated for slower progress in the rural
finance area. Sometimes the lack of macro-
economic consistency undermined and limited
the performance of sector loans, for example,
in the case of the Jamaican ASAL. In other
cases, such as Nicaragua (ASAL) and Trinidad
and Tobago (ISL), the political value of main-
taining a weak state-owned intermediary
seemed to have outweighed the financial
losses incurred, and attempts at radiccal re-
form were undermined.

The lessons that stems from this experience is
that the issues surrounding rural finance are
complex and may require more focused and
narrow operations, preceded by thorough di-
agnostic work, careful consensus building, and
political commitment prior to loan approval.
Because so much of the reforms needed in ru-
ral finance are of an institutional nature, the
gestation period tends to be long and the lev-
erage from fast disbursing sector loans is
greatly diminished.

SUSTAINABLE AND PERMANENT
PROVISION OF SERVICES

Institution Building

The belief that the provision of lines of credit
to private formal intermediaries would be suf-
ficient and succeed in assuring a permanent
and stable supply of financial services to the
target low-income and collateral constrained
clientele is often incorrect. The provision of
technical assistance may be more important.
Evidence suggests that the creation of sustain-
able financial intermediaries requires identify-
ing organizations with strong leadership; a
clear mission to assist the rural small- and mi-
croenterprise sector; a business-like approach;
a proven microfinance technology; and the



creation of a partnership with these organiza-
tion to address institutional weaknesses.

Although the MicroGlobals have succeeded in
serving a significant number of rural produc-
ers in six countries, the experience with these
loans has also shown that injecting liquidity
into financial systems will not achieve mas-
sive outreach to small-scale borrowers, urban
or rural. The key to success in motivating ex-
isting commercial banks to serve rural bor-
rowers seems to rest in helping them to over-
come barriers to entry into this market. Tech-
nical assistance in the global loans and other
operations has therefore focused on making
the proposition of lending to the poor more
profitable and less risky by transferring appro-
priate technology. Both the technical assis-
tance and the line of credit that may be af-
forded by a global loan serve more to facilitate
the entrance of already interested institutions
into this market, rather than inducing those
that have no prior interest to discover microfi-
nance for the first time, and this seems even
more pronounced in rural markets.

The Bank has had some promising experi-
ences with support to individual institutions,
both in the Small Projects Program and in MIF
operations. The Bank’s relatively short history
of such institution building is greater in urban
microfinance, but some experiences in rural
markets as well as general lessons from all
these programs can provide guidance for fu-
ture operations.

For example, the IDB has engaged in success-
ful institution building with the transformation
of several NGOs into regulated financial in-
termediaries. The best-known NGOs in the
region, supported over the last decade by both
the Small Projects Program and the MIF, are:
Prodem-Banco Sol (Bolivia), ADEMI-
BancoAdemi (Dominican Republic), Caja los
Andes  (Bolivia), = AMPES/SC-Financiera
Calpia (EI Salvador), and FondoMicro-Banco
de la Pequenia Empresa (Dominican Republic).
It should be noted that each of these trans-
formed NGOs was the recipient of multiple
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Bank operations, suggesting that longevity in
the relationship is important. Some of these
institutions have also obtained access to IDB-
funded global microenterprise programs,
which have allowed them to grow at a faster
rate than they otherwise would have. Of these
institutions, the last three have both a presence
in rural areas and good current financial per-
formance. Two more NGO conversions are
under the way—AgroCapital and Prodem—
both in Bolivia and both with a pronounced
rural orientation. The success of these trans-
formed NGOs should reduce segmentation in
financial markets and allow better portfolio
diversification.

Instrument Selection

In promoting policy reform, intermediary de-
velopment, and expansion of financial services
to medium and small scale rural entrepreneurs,
the Bank has several instruments that have
varying degrees of effectiveness depending on
the circumstances. Existing Bank instruments
can be refined and better coordinated to meet
the challenges of rural finance in the region.

Wholesale credit operations (Multisectoral
Globals and MicroGlobals)

Wholesale credit operations can reach rural
producers, but their role is limited. They work
best in serving rural clients when there is a
pre-existing density of financial intermediaries
active in rural areas and when agrarian pro-
duction accounts for a large percentage of do-
mestic output and employment. Depending on
the circumstances in a given country, these
operations can include policy conditionality to
improve the environment for financial inter-
mediation, technical assistance to build institu-
tions, and measures that reinforce the effects
of the expansion of the supply of credit.

Sector Loans
In pursuing legal, regulatory, and institutional

reform, the sector loans seemed effective at
resolving only a certain type of problem.



Gross distortions (interest rate ceilings, etc.)
have been corrected in many countries but
narrower and more focused operations seem to
be needed to remove remaining imperfections
(lack of credit bureaus, more efficient public
registries and poorly functioning legal sys-
tems, etc.). Unless there is a strong pre-
existing commitment to reform and develop
rural finance markets, member governments
may not be inclined to accept the conditionali-
ties to borrow for these types of operations
that have long gestation periods and are de-
pendent on the actions of multiple and inde-
pendent agents for compliance with the condi-
tionality (e.g., cooperation between an execu-
tive branch agency, a legislature, the court sys-
tem, and the legal profession). Moreover, ex-
tensive prior economic and legal diagnostic
studies may be necessary to understand the
constraints and interrelationships. Therefore,
these imperfections may be better addressed
with individual MIF or technical cooperation
operations.

Multilateral Investment Fund

MIF operations lend themselves well to both
surgical interventions in the policy reform area
(Window I) and to institution building of spe-
cific financial intermediaries (Window III). In
the future, the demand for this instrument
should be high. The challenges will be good
screening, effective coordination with other
programs, and effective monitoring and super-
vision to increase the chances of success. In
order to have sustainable financial institutions,
bankable clients, and a variety of complemen-
tary investments to reduce risk and increase
rural productivity are needed.

Small Projects or Social Entrepreneurship
Projects

The future role of the Small Projects Program
(renamed Social Entrepreneurship Program
(SEP) in December 1998) in promoting rural
financial market development is limited. It can
serve as seed capital for a selected number of
rural intermediaries and support business de-
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velopment services and productive invest-
ments in rural areas that will complement the
development of the rural financial system. At
present, the trend of approvals for small pro-
jects emphasizing rural credit is upward. It
seems to be serving as a stop-gap measure to
provide credit to low-income rural groups ex-
cluded from formal markets. Nonetheless, sus-
tainability, scale of operations, and funding
availability issues remain. An important ques-
tion will be whether to follow a first-come,
first served selection policy depending on
availability of funding or to be quite selective
and try to support the most promising institu-
tions in terms of transformation potential.

PROGRAM EXECUTION:
MONITORING AND SUPERVISION

As with all projects, the critical elements to
successful execution of rural finance opera-
tions are clear and realistic goals, competent
and committed management, honored coun-
terpart funding, adequate and timely supervi-
sion, and a generally favorable external envi-
ronment. The Bank’s project design and prepa-
ration process generally succeeds in clearly
identifying the constraints and developing a
feasible solution to the problem on hand.
Three areas of recurrent weaknesses emerged
in the review of projects in rural finance.

First, the time, resources, and appropriate
conditions needed for the herculean task of
reforming financial institutions can be easily
underestimated. The consensus-building and
leadership skills needed to engineer a change
sometimes did not coincide with the fast dis-
bursing tranche design of sector loans.

Second, timely technical interventions by
Bank personnel in difficult operations, espe-
cially those involving complex policy and in-
stitutional reforms, were sometimes lacking.
Given the nature of these operations, the tech-
nical capacity of the field office can become
overextended. Often, the need to identify with
the project protagonists and play the role of
ombudsman and advisor conflict with the need



to comply with strictly administrative duties.
As a result, delays occur and project progress
slows. Similarly, headquarters staff involved
in the design of the operation often cannot pay
close attention to projects in execution due to
pressures to approve new projects. In short,
the structure of incentives in place within the
Bank emphasizes approvals and not high-
quality follow through and successful execu-
tion.

In rural finance, the real problem is not lack of
liquidity in financial systems, but the lack of
an appropriate legal and regulatory environ-
ment that will lower intermediation risk, the
lack of institutional commitment and capacity,
and the lack of appropriate technology. The
investments needed are not high-priced but
rather human intensive. Many critical reforms
needed to lower the cost of rural intermedia-
tion involve consensus-building, restructuring
existing institutions, changing governance in-
centives, training staff, computerization, and
passage of new laws and regulations. There-
fore the technical assistance components are
relatively more important than other compo-
nents and may require more intensive partici-
pation by Bank technical staff in the monitor-
ing and supervision of execution. Also, greater
flexibility to adjust the program to changing
conditions may be needed in order to increase
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the chances of success of individual projects
and create models for dissemination and repli-
cation in other countries.

Third, there is a paucity of verifiable project
risk mitigating elements. Many project docu-
ments pinpoint the external factors that could
impede project goal accomplishment such as:
(1) macroeconomic stability, (ii)) dependence
on the legislative branch to pass a law; (iii)
commitment by key stakeholders to support
reform efforts; (iv) buoyant demand condi-
tions, (v) availability of counterpart funding,
etc. However, few projects have been explic-
itly structured to cope with these threats. If
conditional probabilities for a set of risks,
ranked by likelihood of occurrence and sever-
ity of consequences given occurrence, were
developed, then contingent plans could be de-
veloped for the most probable, adverse events.
Some slowness in project progress and dis-
bursement may, in this way, be eliminated.
There is no clear cut fall-back position in the
cases where the level of commitment and the
necessary coordination is not forthcoming as
planned. A possible suggestion would be to
contemplate adaptable operations that are not
so rigid and would allow rethinking and redes-
ign based on commitment, the level of techni-
cal competency of the executing agency, and
the unfolding of external developments.



Conclusions

In summary, from past experience, the Bank
has learned much more about what does not
work and less about what does work in opera-
tions that aim to improve rural finance. What
seems to explain project success is the rare
confluence of good design, talented and com-
mitted people, a proper alignment of political
and economic interests, institutional capacity,
and favorable external conditions. Looking to
the future, redoubled efforts seem to be
needed to create an environment conducive to
rural financial intermediation through im-
provements in the legal/regulatory/policy
framework. At the same time, more work is
needed to build strong financial institutions.
Both activities can occur simultaneously, but
some minimum level of stability and consis-
tency in the overarching framework is neces-
sary to have success in building institutions.
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While the arsenal of available instruments
seems more than adequate, refinement may be
needed in the design, approval, and monitor-
ing processes. Areas of possible improvements
may include continuing to make operations
more flexible and adaptable to changing con-
ditions during implementation and devoting
more resources to monitoring and supervision.
The possibility for quick redesign and/or phas-
ing during execution and performance driven
disbursements seem to be key features to con-
sider in new operations. The main lesson, is
that the problem of rural finance is not one so
much of limited supply, but of policy and in-
stitutional constraints that need time and dedi-
cation to resolve.
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Type
Agricultural Global Credit

Agricultural Global Credit

Agricultural Global Credit
Integrated Rural
Development

Integrated Rural Development

Investment Sector Loan

Investment Sector Loan
Financial Sector Loan

Financial Sector Loan
Investment Sector Loan

Financial Sector Loan

Financial Sector Loan

Agricultural Sector Loan

Agricultural Sector Loan

MIF

MIF

MIF
MicroGlobal
MicroGlobal

MicroGlobal
MIF

MIF

Multisectoral Global

Multisectoral Globall

Multisectoral Global

Small Project
Small Project

ANNEX 1:
List of Projects Reviewed

Loan Number/
Title

521/SF-EC and
339/0C-EC

404/SF-PN and 554/SF-PN
335/0C-PE and 589/SF-PE
350/SF-DR

293/0C-ME and
443/SF-ME

773/0C-AR
UR-0057

773/0C-DR

677/0C-PE and 678/0C-PE
730/0C-UR and 704/0C-UR

626/0C-UR and 664/0C-UR

595/0C-VE

JA0097

20/IF-NI, 724/OC-NI,

725/0C-NI, and 897/SF-NI

ATN/MT 5078/ MIF/AT-67

Bankable Property Rights Reform Program
ATN/MT-5479-PR

Institutional Strengthening of the Banking
Superintendency

ATN/MT-5063-ES

Strengthening Agricultural Commodity
Exchange

CRO016

NI0035

PE0035

958/SF-PE

MIF/AT-32

Institutional Strengthening of the Jamaican
Cooperative Credit League

MIF/AT-6

Equity Investment in Financiera Calpia

BO-0167
CH-0108

612/0C-ES and 850/SF-ES

SP/TF-79-10-NI
SP/SF-91-11-CR
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Country
Ecuador

Panama

Peru
Dominican
Republic

Mexico
Argentina
Uruguay
Dominican
Republic
Peru
Uruguay

Uruguay

Venezuela

Jamaica

Nicaragua

Haiti

Paraguay

El Salvador
Costa Rica
Nicaragua

Peru
Jamaica

El Salvador
Bolivia
Chile

El Salvador

Nicaragua
Costa Rica

Date

1978

1974
1977
1979

1972

1974

1992
1992

1993

1992
1991

1991

1990
1990

1992

1995

1997

1995
1992
1993
1995

1994

1994

1990

1989

1992

1979
1991

Amount (US$)

19,900,000

12,080,000
21,000,000
11,500,000

24,800,000
60,000,000

350,000,000

68,800,000
102,000,000

221,825,000
68,800,000
151,700,000

300,000,000
50,000,000
54,850,000

650,000

1,200,000

685,530

10,000,000
23,600,000

20,000,000

1,900,000

800,000

51,200,000
358,458,000

60,000,000

500,000
500,000



Annex 2:

Persons Interviewed or Contacted by Email

(Spring 1999)
Name Title Department

George Alexandrou Sr. Financial Specialist RE2/EN2
Sarah Almonte Sr. Financial Specialist COF/CNI
Guillermo Arrivillaga Financial Specialist COF/CPE
Edgar Carvajal Local Sectoral Specialist COF/CES
Dora Currea Advisor (Currently Representative EC) EVP
Sandra Darville Investment Officer MIF

SDS/ENV

Ruben Echeverria

Principal Agricultural Specialist

(Currently Chief, SDS/RUR)

Rudolf Faller Evaluation Officer EVO

Eduardo Feliciangeli National Financial Specialist COF/CPR

Mark Flaming Financial Specialist RE2/FI2

Kurt Focke Sr. Financial Special RE2/RE2

William Gheen Senior Evaluation Officer EVO (retired)
Kathryn Hewlett-Jobes Investment Officer MIF
S
Hunt Howell Principal Financial Specialist FI/RE3

Miguel Linares Administrative Officer 11 COF/CDR

Julio Luna g?iggfgﬁic;lmre Private Consultant
Charles MacDonald Former IDB Employee Private Consultant
Fredrich Mack Operational. Specialist Co-financing RE1/CEP

José Marciel

Chief, Project Executing Unit

Banking Superintendency of Pa-
raguay

George Montalvan Junior Management Analyst CON/OMS
. Principal Natural
Gabriel Montes Resources Agriculture Specialist RE3/EN3
(continued)
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Annex 2: (Cont.)

Persons Interviewed or Contacted by Email

(Spring 1999)

Name Title Department
Michael O 'Donnell Operational Specialist COF/CTT
Terry Powers Deputy Manager RE2/RE2 (retired)
Jeff Poyo Senior Development Specialist DAI
Renato Puch SpectalisMicroenterprse REL/FIL
Stefan Queck Operational Specialist-Microenterprise RE3/0D6
Fernando Rees Records Assistant RE2/RE2
Rafael Riveria Local Sectoral Specialist COF/CES
Anna Maria Rodriguez-Ortiz ~ Sr. Financial Specialist. RE2/RE2
José Andrés Rosales Junior Evaluation Officer EVO
Miguel Rosales National Sectoral Specialist COF/CCR
Paul Trapido Sr. Social Developrpept COF/CHO
Mod. of State Specialist (currently RE2/EN2)
Bibiana Vasquez Investment Officer MIF
Roberto Vellutini Senior Advisor PRI
Waldo Vergara Principal Financial Specialist REI/FI1
Fernando Villimizar Economist RE2/EN2
Jesse Wright Financial Specialist ﬁ:llglfr/eFr{tzly COF/CNI)
Luis Ruben Zavaleta Natural Resource Specialist RE2/RE2
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Annex 3 :

List of Multisector Programs (1980-1998) US <000s

Approval

Country Project Name Code Date Amount

Argentina Global Multisector Credit 4 p 5055 1993 300,000
Program

Bahamas Multisector Credit Program BH-0015 1992 7,837

Bolivia Global Multisector Credit BO-0034 1994 70,000
Program II

Brazil Global Multisector Credit BR-0172 1990 250,000
Program I

Brazil Global Multisectoral Credit BR-0155 1995 300,000
Program II

Brazil Global Multisectoral 11 BRO277 1998 1,100,000

Chile Global Multisectoral Credit CHO108 1989 358,458

Ecuador Multisectoral Global Credit EC-0089 1992 60,000
Program

El Salvador Multisector Global Credit ES-0086 1990 60,000

El Salvador Multisector Global Credit 11 ES-0057 1995 100,000

Honduras Multisector Global Credit HO-0034 1992 60,000

Mexico Consolidation of Financial ME0126 1995 250,000
Institutions

Panama Multisector Credit Program PN-0085 1984 8,339

Peru Multisector Credit Program PE-0113 1994 100,000

Peru Multisector Credit Program PE-0191 1998 200,000

Uruguay Multisetoral Global Credit UR-0063 1992 90,000

Uruguay Global Multisector Financing UR-0021 1998 155,000
Program

Regional: Caribbean Multisector Loan Program RG-0036 1984 22,572

Development Bank

Reg;onal: Seed Multisectoral Loan Program RG-0051 1998 3,000

Capital

Reglopalz Latin IIC Multisector Global Credit RG-0014 1997 300,000

America Program

Regional: Central CABEI Institutional Support

glonal. and Multisector Credit Pro- CA-0008 1997 100,000

America
gram

Regional: Andean  CAF Multisector Institutional -5 5510 1993 200,000
Support Program

TOTAL 22 4,095,206
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Global Multisectoral Credit Loans
Purpose

Global Multisectoral Credit Loans are intended to improve the continued supply of medium and longer
term financing for productive projects by the private sector. Due to the structure and functioning of many
financial systems in the region and ongoing structural adjustment policies, the availability of longer term
financing is problematic. Factors that explain the difficulties are high interest rates due to the need to con-
trol inflation; overall low domestic savings rates; intermediary dependence, and economic instability that
make long term investment planning very uncertain and investment returns highly variable. Consequently,
to avoid maturity mismatches and adverse selection risk, financial institutions tend to lend short.

Main Features

The loans usually had three components. First, the establishment of an auction or a rediscount facility as the
fund allocation mechanism at a cost not inferior to the average deposit rate of interest in the financial sys-
tem marked up by the reserve requirement in order not to undercut deposit mobilization. The apex or sec-
ond tier institution lends funds to eligible first tier financial institutions who then on-lend to private firms
with eligible productive investment projects in a number of different sectors. Second, the strengthening
and/or creation of a second tier institution to manage the program. Third, the adoption of environmental
standards in credit appraisal procedures. The terms and conditions of financing tended to use Ordinary
Capital with of standard variable rates and commissions with an amortization period of 10 years, a com-
mitment period of 3 years and a disbursement period of four year. To prevent weak institutions from par-
ticipating, capital adequacy, operational capacity, and asset quality benchmarks were preestablished as well
as full compliance with the rules and regulations of the Banking Superintendent. Steps were also be taken
to limit the amounts going to related individuals and firms.

Actual Outcomes

The projects in Chile, Ecuador, El Salvador, and Bolivia mentioned in previous table served as the sample.
Partial evidence suggests that most of the funds were used to finance industrial projects in urban areas.”’
The typical use was for fixed investments in plant and equipment in the industrial sector. The exception
seems to have been Bolivia (BO0167). The Project Completion Reports states that 54.59% of the loan dis-
bursements went to agriculture and agroindustry. In all, 10 operations were estimated to were believed to
have reached rural industries. The value is estimated as nine percent of the total amount approved(staff es-
timates). Common findings related to rural finance included:

L 1. The projects did not seem to directly benefit small rural entrepreneurs but could have had
an indirect effect. Except for the Bolivia I program, no disaggregated data are available but it can be
reasoned that modernizing food processing plants and tourism related industries, if successful in use
of loan funds, could be expected to increase demand for primary and handicraft products from rural
areas.

II.

37 In the Ecuador Project Performance Monitoring Report evidence suggest that the average loan sizes were large >$100,000 and that
most of the funds were used in financing the industrial sector (est. 80%). In the Chile program the average loan size was US$149,149
with sectorial use unspecified. In El Salvador the average loan size was US$203,439 again with sectorial end use unspecified.

64



Multisectoral loan operations contributed to a strengthened banking system which indirectly helps
rural finance. The Multisectorial loans helped transfer of developmental banking activities from the
Central Bank to newly created second tier banks. This allowed Central Banks to focus on monetary
policy and being lenders of last resort. NAFIBO in Bolivia, Corporacion Financiera Nacional
(CFN) in Ecuador, BMI in El Salvador, and CORFO in Chile were all strengthened. In the case of
Chile, one clear innovation was the inclusion of leasing companies. Leasing companies disbursed
US$697.4 million out of a total of US$999.3 million or 68%. Leasing companies can serve the col-
lateral constrained medium and small entrepreneurs, because unlike banks, the typical guarantee is
the leased equipment itself, not properly titled real property which smaller firms may not have. Un-
fortunately, no data were available that would permit a reliable estimate of how many of these
leases benefited rural producers.
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