Chapter 5

CONCLUSIONS, LESSONS LEARNT
AND RECOMMENDATIONS

The first paragraph I;Uf this section provides some critical
observations on, and complements to the main aspects of the
case studies, based on the reflections of the Consultants ! and
on further information collected in the field. The second para-
graph gives some recommendations for future action.

5.1. SOME CONSIDERATION ON EACH COUNTRY STUDY
5.1.1. Egypt: The Credit Guarantee Company

From the above analrlysis, it appears that CGC plays an
important role in the Egyptian economy by encouraging the
financial institutions to lend to SMEs with its guarantee fund
backing. One of the factors behind CGC'’s effective role is its
nature as a private company and the consequent flexibility
that has enabled it to apply different systems, policies, and
procedures tailored to each programme. Another advantage is
its decentralised structute. Moreover, its private nature has
allowed the Company to limit public pressure. Another factor
of success is the constant attention given to the SMEs sector:

' The following observatipns are based on the comments provided by the
Consultants in their background [reports and complemented by the co-ordinator,
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the new partnership with NGOs in both HCPP and Micro
projects reflects this continuous tuning.

However, the Company faces different difficulties in its
operation, that may be explained considering (a) the general
environment of the SMEs business, and (b) the specific factors
that relate directly to the Company’s operation mechanisms
and policies.

Point (a) includes difficulties such as:

— the profitability of a guarantee fund involved in high-
risk business, which does not encourage shareholders to in-
crease their shares or new shareholders to step in,

— banks’ reluctance to deal with small projects due to the
high transaction costs and relatively high risk.

Point (b) refers to:

— the Company’s high administrative costs that add a bur-
den on the Company’s expenses and jeopardise its sustainabil-
ity, despite the quite positive financial results of recent years;

— the credibility of the Company that is highly linked to
the application of simple and easy liquidation processes ensur-
ing quick and fair action for both the Company and the banks.

It is worth noting that, according to the interviews held
with banks, the slow process of liquidation and the relatively
long time taken by the Company to decide on default cases are
some of the reasons that contribute to banks’ reluctance to deal
with it. However, in this respect, the Company confirmed that
this remark is very well taken and that the Company is revising
the contract with the banks to ensure clearer levels of respon-
sibilities and follow-up process, agreed between the two par-
ties. The Company is also reconsidering the liquidation process
in an attempt to streamline it and ensure quick response to
banks’ requests of liquidation.

Concerning the way banks view the Company, they de-
clared that they consider CGC guarantee as an extra security,
sometime encouraging them to accept some credit cases which
they would not have considered without this guarantee (in this
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sense, an additionality effect is taking place). However, it
should be noted that the banks still ask the borrowers to
provide some collateral even in the presence of the guarantee,
where the guarantee is considered as a second-tier security to
share the risk and reduce the banks’ risk ratio.

In order to increase the attractiveness of the system,
banks stressed the importance of having high coverage by
the Fund (80 to 100 per cent). This was introduced in the
HCPP project where, despite high coverage, moral hazard
phenomena are quite limited. It seems that this fact is due
to the prevalence among borrowers of professionals who are
highly educated, have a profession in which it is worthwhile to
invest and are, probably| most keen to repay on time.

On the borrowers’ side, the interviews with some of them
revealed that only few even among those who benefit from the
guarantee are aware of the existence of CGC. In this respect,
banks explained that in jsome cases they add the Company’s
commission to the interest rate without even informing the
borrowers; the latter, ushally, do not ask nor bother, due to
their poor understanding of banking operations and their re-
lief at getting the loans against a limited collateral.

A direct question was asked to the borrowers aware of
the guarantee system ahout their perception of the role of
CGC and their willingness to pay an additional 1 per cent
as guarantee fee. They evaluated it as a useful tool that pro-
vides them with access to credit with limited collateral and
estimated that 1 per cent was a very small percentage repre-
senting no burden on their repayment.

As far as the agricultural sector is concerned, CGC stated

that they might have a role in guaranteeing loans exceeding
LE5,000 ? if a specific fund was allocated for these loans. CGC

* Banks declare that loa.ris under this amount are not worth granting for

them.
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might also encourage the involvement of commercial banks if a
guarantee percentage of over 80 per cent was offered.

As to CGC requirements, the limits of small agricultural
loans emerge: besides the relatively higher estimated risk, their
small size discourages the banks and CGC from intervening.
In this respect, some observers are suggesting to consider a
potential partnership between the company and viable NGOs
or Agricultural Co-operatives to play the role of intermedia-
ries, after enhancing their institutional capacity. However, the
attempts that many development banks made in the past to
work with rural groups or co-operatives as loans distributors
were not always successful; they should not forget that great
attention should be paid to the institutional viability of these
potential intermediaries and that roles and responsibilities in
disbursement and repayment should be clearly established ’.

For Egypt’s case study, it is worth mentioning that the
new experience of the SFD — Guarantee Scheme, where
beneficiaries become members of the scheme, may represent
an interesting complementary action in the Egyptian financial
market.

5.1.2. Jordan: The Jordan Loan Guarantee Corporation

The structure of the Corporation, where the Central
Bank covers almost 50 per cent of total shares, has been
one of the major factors affecting its positive performance.
On one side, the capital is made available at no cost to the
Fund and, on the other side, the Central Bank’s important
participation enhances the Fund’s credibility and encourages
other banks to join it. Through the expansion of its activities,
JLGC has succeeded in achieving a high growth rate that has
enabled the Corporation to cover almost 74 per cent of its

} See Vigano (1992%)
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administrative cost deriving from the guarantee on loans in
1998 and 53 per cent of total administrative costs in 1999,
through the guarantee revenue.

The Corporation has been able to tackle different areas
of activities and different target groups and respond to the
different demands and needs of the country. The establish-
ment of the export credit and counselling units are examples
of this responsive approgch.

The role of JLGC ig highly received by the banks as they
state that the Corporatioh participates in reducing the risk of
credit, which leads to a higher volume of loans and a higher
number of customers. This clearly emerges from the growing
guarantee ceiling allocated to these banks by JLGC that rose
from JD11 million at tHe end of 1997 to more than JD24
million in 1999. Howeverj it should be noted that most partic-
ipating commercial bankg * handle the JLGC guarantee as an
additional security element besides the requested collateral. The
guarantee provided by JLIGC does not replace the missing col-
lateral but it is in most cases added to the insufficient collateral,
where the bank, in the presence of the guarantee, secures its
loans by almost 150 per ¢ent of the initial loan amount.

JLGC enjoys a high| level of credibility among the com-
mercial banks due to it$ effective system of guarantee and
liquidation. According tq the banks, the payment process of
defaulted loans is quick and immediate, which is one of the
very important factors encouraging banks to deal with the
Corporation. The banks| view the system of ceilings as a
very good system that reduces the amount of necessary admin-
istrative work. The guarantee fee of 0.75 to 1.5 per cent is also
considered to be reasonable.

The borrowers, on the other hand, appreciate the role of
the JLGC that facilitateg their access to loans, evaluate the

Amman.

Based on interviews with both the Arab Bank and the Housing Bank in
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incidence of the commissions as fair and consider the guaran-
tee fund as a cheap tool to have access to credit.

Including agricultural activities in the Corporation’s scope
needs further examination, as the Corporation is relatively new
to the market, and is still in the process of identifying secure
areas of operation for expansion. The Corporation default ra-
tio was reasonable as it reached 3.2 per cent by 1998 and is
still within the limits of acceptability in 1999 (4.2 per cent).
According to JLGC, getting involved in agricultural lending
with its high default ratio of almost 10 per cent could jeop-
ardise the current reasonable default status of the Corporation.

Also in this case, the Corporation could be encouraged
to cover agricultural activities by establishing a special fund,
especially if the measure is coupled with high coverage of the
banks’ risk. However, these measures may prove to be just a
palliative solution if major steps are not taken to get the Cor-
poration closer to the rural sector, i.e. getting it to know the
agricultural credit business better, rather than just trying to

cover its perceived risk. Contacts might be encouraged be-
tween JLGC and ACC.

5.1.3. Morocco: Various Funds

The situation in Morocco is quite peculiar. More than
one Fund is operating, especially in favour of SMEs. The
CCG is the largest Company, offering services to all types
of sector on its own behalf or on behalf of other donors.
Various reforms of the institution have taken place also as a
consequence of the dissatisfaction of operators with CCG
monopoly position and its long and heavy procedures for
interventions. CCG was accused of being too strict in detect-
ing imperfections in the documentation in order to slow down
its interventions. These problems should have been overcome
by the reform of 1996.

Dar Ad Damane has been created also as a reaction to
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CCG monopoly. The other Fund, GPBM, has a different ori-
gin connected to a European Union intervention. Little infor-
mation is available on the efficiency and effectiveness of these
two funds. What emerges clearly from the analysis, however,
is that none of the Funds in Morocco is really servicing the
agricultural sector, with the exception of the Fonds des
Calamités Naturelles.

The reasons are varjous, and among them, the prevailing
administrative nature of CNCA. The latter, before becoming a
bank, had experienced ah abundance of funds made available
by the Government; as a consequence, CNCA personnel be-
came quite relaxed in loan analysis and evaluation and, in
doing this, CNCA was sdtisfied with minor guarantees. There-
fore, at that time, guarantees were not a problem. Financial
constraints for CNCA have emerged later.

This minor role of guarantee funds in agriculture is also
related to a major issue concerning the real need for an agri-
cultural credit guarantee system in Morocco. Some observers
are questioning the 1mplortance of guarantee funds because
they estimate that the main problems of defaults in agricul-
tural credit arise from the risks of drought. In this respect,
given the high and generalised risk caused by this atmospheric
phenomenon, a guarantée mechanism actually takes on the
role of an insurer. In fdct, the fourth guarantee mechanism
of Morocco, the Fondsrfes Calamités Naturelles is acting as
an emergency mechanism to protect the banks’ portfolios ’

The rationale behind all this, which will be recalled also
in the case of Tunisia, rdlates to the role of credit, in a more
general sense. Credit guarantee mechanisms may become a
good tool to promote dccess to financial services only for
those potential borrowers that have interesting investment op-
portunities and are only experiencing difficulties in getting in
touch with banks. If the profitable investment opportunities

> In this context, the idc# of the insurance was introduced.

I
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are minimal, as when the risk of drought increases, the real
question is whether credit is still a valuable method of pro-
motion or whether other measures, maybe of a fiscal nature,
should be taken.

These considerations may lead to a complete exclusion of
the agricultural sector from the credit market or at least from
traditional institutional credit. In fact, some micro-finance in-
stitutions in the form of NGOs are starting their operations
also in favour of rural borrowers. Among them, there are the
Fondation Banque Populaire pour la Création d’Entreprises
(People’s Bank Foundation for Enterprise Creation) and the
NGO Zakoura. However, the question of the role of micro-
finance in development has already occupied the international
arena and conclusions are not unanimous. While the role of
micro-finance in softening the financial constraints of micro-
units with reference to their subsistence problems is recog-
nised, its contribution to enterprise development, especially
for SMEs, is still questioned.

5.1.4. Tunisia: the Fonds National de Garantie

The National Guarantee Fund is consistent with the in-
centives to private investments offered by the Public Admin-
istration with an interesting division of functions among the
Government, the banks and the insurance company. There is
a high consensus on the usefulness of the National Guarantee
Fund and all parties (Government, banks, economic agents)
are trying to improve the system. However, as stated by the
different actors, the Fund:

— is not characterised by additionality (this opinion is
shared by all interviewees) °;

¢ As reported in the text, total loans covered by the Fund since 1993
accounts for 65 per cent of the loans outstanding at BNA at the end of 1998.
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— it neither reduces the cost of credit nor does it speed
up the evaluation process;

— it is not a collateral substitute, as banks still require
traditional guarantees.

Therefore, according to the international standards men-
tioned in the first part| of the report, the Fund cannot be
judged as successful. Moreover, procedures are not smooth
and banks sometimes declare that the waiting time for obtain-
ing the refund from the Fund is long. The Ministry of Finance
states that the announced reform addresses this problem.

The image of the Fund as perceived by the Tunisian
banks has changed over|time. In the past, before 1993, banks
did not really considered the Fund as safe and durable. There-
fore, even when they applied for the coverage, they did not
keep track of it; in fact, now the Fund has some old portfolios
for which it has no data, Only after the reform and the inter-
vention of TUNIS-RE, |has the attitude changed. After this
change, the Fund appears now to be self-sustainable in the
short-term even if perspectives are less clear in the medium/
long term: the system of payment of the interest charges on
loans to farmers hit by| drought has some drawbacks as re-
scheduling makes it harder for the borrower to repay the
following years (two instalments at a time), which has led to
foresee the intervention |of the fund over five years. This may
create some tension on the banks too. It is a crucial aspect as
the long-term perspectives of the Fund are important when it
comes to attracting banks.

The relationships between the Fund and the banks are
not straightforward as some bankers and other operators per-
ceive its role as more related to keeping the insolvent bor-
rowers (because of droughts) in the market by helping them
soften their financial burden, than to opening and widening
the banks’ markets. In this sense, the guarantee fund is not a
collateral substitute as, if the banks are really concerned with
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repayment, they will in no case accept bad-risk customers and
will consider the guarantee as only subsidiary.

In fact, from the interviews and the observation of real-
ity, it appears that the real objective of the National Guaran-
tee Fund is not to expand access to credit by the marginal
sectors of the economy, such as small rural producers, but
rather to support small customers that are already indebted
with a bank in case they run into difficulties due to contingent
problems, such as a drought. This is probably a realistic in-
terpretation that takes into account the apparently obvious
observation mentioned earlier in the case of Morocco: credit
is a useful tool for development only if opportunities of invest-
ment exist whereas it can be dangerous if the peasant is not in
a position to invest the money in a profitable way. If this is
the case, the Fund takes on the nature of an emergency fund.

On the side of the beneficiaries, particularly those hit by
drought, they do not seem to really perceive the role of the
Fund, as it primarily goes to the benefit of the intervening
bank. Beneficiaries are mostly interested in having more flex-
ible procedures in case of repayment difficulties. This percep-
tion is also likely to be a consequence of the fact that some of
the beneficiaries are also receiving government support
granted through BNA, which diminishes their fear of being
rationed out. Another factor affecting the beneficiaries’ per-
ception is related to the fact that fees and commissions paid
by the other categories of beneficiaries are mostly used for the
cereal growers.

In summary, as in the case of the Fonds des Calamités
Naturelles of Morocco, the Guarantee Fund plays a peculiar
role, including an emergency component, which goes beyond
the real nature of guarantee funds.
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as they are the only opportunity they have, although they do
not meet their preferences, which may contribute to increase
the default ratio °.

From these observations it emerges:

On the second point, a certain increase in supply has
been recently taking place, as new intermediaries are starting
operations in rural areas, such as micro-finance institutions or
projects and NGOs providing also financial services, as their
main mission or together with other activities. Their impact is
difficult to evaluate on a general basis as, also in this case,
their good outreach should be balanced against the costs of
these interventions and, again, against the quality of their
loans. In both respects some problem may arise as NGOs
or projects are often benefiting of public subsidies to meet
their operating costs and the quality of loans is not always
good (as it is the case with Egypt’s SFD). These performances
may contrast with those of spontaneous informal micro-fi-
nance intermediaries that are usually good in assuring their
self-sustainability and loan quality control ' but cannot en-
tirely meet potential demand.

What emerges from this picture is that:

? These considerations are better explained in Vigano (1998).

" See, on these experiences, among others; Adams and Fitchett (1992).
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In the four case studies analysed here, another element of
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uncertainty adds in this respect as the available data are some-
how fragmented and only give an idea of the size of the fund.
In the presence of limited quantitative data, qualitative infor-
mation may help interpret the additionality effect. What
emerges from the above report is that, in both the cases of
Egypt and Jordan, banks consider the guarantee as a supple-
mentary collateral but not as a collateral substitute, which
somehow limits the impact of the guarantee mechanisms with
respect to additionality. In Tunisia and Morocco, on the other
hand, the impact of the guarantee funds for farmers cannot be
evaluated, as coverage is almost automatic in case of drought.
In the case of Egypt, particularly, a significant quantita-
tive effect appears if one considers leverage, as utilisation of
the guarantee fund is growing steadily. However, this indica-
tor stands mainly for the ability of the fund to “multiply” the
initial contribution it received and, only to a lesser extent,
reflects the impact of the fund on the beneficiaries.
In order to favour the additionality effect,

This statement appears somehow trivial but has enor-
mous implications. In fact, while banks tend to cover their
perceived risk with collateral, the reason for their hesitation
to lend to agriculture is usually not due to the lack of collat-
eral but rather to the lack of information on the customers as
in the agricultural sector more than in other sectors quantita-
tive data on the activity of the borrower are not available. For
instance, it was noticed during the different interviews con-
ducted in the course of this research that there is little aware-
ness of the changes and developments in the agricultural sec-
tor, especially among bankers and credit guarantee companies’
staff, even in countries where the progresses of the agricul-
tural sector are evident.
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In this context:

5.2.3. The success of guarantee funds: the effects on banks’
bebaviour

The opportunity to approach a new sector should be
perceived by banks as a way to expand their market and their
business. Otherwise, if this expansion is perceived as an im-
position to comply with |in order to achieve some social ob-
jectives pursued by the Government, banks might be more
subject to moral hazard phenomena. In fact:

— if the banks require the coverage of the guarantee fund
for loans that they do not consider viable but for which, given
the guarantee, they take |no risk, or only a small share of it,
they may not feel the pressure to focus on the loan granting
process. They do not feat insolvency when the guarantee cov-
erage reduces insolvency |costs;

— furthermore, banks that are not interested in widening
their market towards the|target group may not care about the
preservation of the relationship with those customers when
repayment becomes diffiqult; therefore, they can relax in using
the guarantee fund. On the contrary, if the bank is interested
in the segment, it will digplay all means to keep that relation-
ship alive, despite the existence of a guarantee fund.

In fact, a low claim [ratio (i.e. around zero) might be the
sign of a relative ineffectiveness of the guarantee fund as the
fund might be too conservative and have a limited impact.
However, a too high cldim ratio (over 5 per cent) may be
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the result of a relaxed policy and may jeopardise the fund
economic viability '’

Therefore:

Moral hazard is reduced if the fund coverage is not 100
per cent as, in this latter case, the bank does not take any risk
and is more likely not feeling involved in the operations. The
case studies have showed that there is a wide range of possi-
bilities varying from full coverage to coverage as low as 50 per
cent. The best practices mentioned in the introductory chapter
suggest that coverage should not be higher than 80 per cent in
order to avoid moral hazard phenomena. In this respect, the
willingness expressed by banks to be involved in the agricul-
tural sector only if coverage of at least 80 per cent is offered,
should be carefully evaluated, as it may hide some risk of
relaxation in the banks’ motivation. This might be the case
with the request of a high coverage ratio expressed by banks
in Egypt and Jordan for loans to the agricultural sector.
Concerning this crucial aspect:

o

' See chapter 1.
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5.2.4. The success of guarantee funds: economic and financial
performance

Another important | information that complements any
evaluation of the impaqt of guarantee funds concerns the
funds’ economic and financial equilibrium, i.e. any fund should
be considered successful pnly if its quantitative impact is con-
sistent with economic vipbility (i.e. revenues covering costs),
financial equilibrium (i.e| inflows covering outflows) and the
risk it bears (i.e. risk exposure should be proportionate to the
amount of the fund) so that self-sustainability can be assured in
the long run. With respect to profitability, despite the relatively
high numbers of their personnel, Egypt's CGC and Jordan’s
JLGC prove to be on the right path in the period analysed
(however, with the contribution of low cost funds). This matter
is difficult to judge in thelcases of Morocco and Tunisia where,
with specific reference tof the funds for the agricultural sector,
given their purely publi¢ and emerg';ency nature, the impor-
tance of self-sustainability has been underestimated. However,
the solution of Tunisia tp pass through an existing insurance
company is quite interesting although: it requires that roles and
responsibilities are well defined. |

Self-sustainability is| easier to achieve if the fund is de-
posited at one or several |banks rather than creating an ad hoc
structure as this at least avoids a duplication of efforts and
costs for loan analysis.




RURAL CREDIT GUARANTEE FUNDS

In the latter case, a specific accountancy system should
be developed in order to keep the performance of the Fund
under control. This system, however, is sometimes probably
deemed to be too costly as compared to the perceived advan-
tages of such control, especially for public funds.

An important contribution to self-sustainability can de-
rive from investing the fund in profitable assets. However, this
should not reduce the incentives of the fund to issue the
guarantees. In fact, it has been observed that an excessive
stress on “making a profit” may induce the guarantee organ-
isation to be too much concerned about preserving the fund
in order to obtain an income from investment and, conse-
quently, slow down the process of issuing guarantees '2.

As a matter of fact, guarantee funds seldom achieve eco-
nomic and financial equilibrium and, in many cases, receive
public subsidies. In this respect, some observations are made
hereafter.

5.2.5. The success of guarantee funds: the effects on the bor-
rowers’ behaviour

With respect to the determinants of profitability, besides
the opportunity to invest the funds in remunerated assets
(which happens in most of the cases analysed), the role of
the fees paid by the beneficiaries or by the banks should be

12 See Levitsky (1997') who refers to a case in Romania.
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stressed. In the cases under analysis, beneficiaries pay a com-
mission and, when interviewed, declare their willingness to do
so, considering the advantage of thus getting an easier access
to bank loans. _
The case of what ¢ould be called “emergency fund”,
such as in Tunisia, is quite peculiar. As explained earlier,
the fund is designed to jintervene in case of general atmos-
pheric damages in order |to reduce the impact of loan losses
on the participating banks. In this case, beneficiaries seem to
be quite inelastic to the application of fees because they are
actually more concerned|with not being sued for insolvency
than with having better opportunities to get a loan.
> side, it cou!d be concluded that

There are actually some contra-indications to the appli-
cation of fees to the beneficiaries, as they may increase the
moral hazard affecting the bank-customer relationship. In fact:

Once again:
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as in this case customers are more interested in being eligible
to new loans than to exploit the advantage of the guarantee
coverage for only once. For the same reason, the image of the
guarantee fund is also important. Co-operative guarantee
funds may find it easier to preserve their image as members
have incentives to keep the funds’ reputation and, therefore,
to believe in it.

5.2.6. Preconditions for success: the reputation of the fund and
its effectiveness

The aspect just mentioned above, i.e. the reputation of
the guarantee fund, is important because it affects customers’
behaviour in the sense that if the customers feel that a fund is
stable and durable, they may be more encouraged to repay
regularly in order to benefit again of the fund’s coverage in
the future. On a more general basis:

T T T I LI Acidiar Lo,

In fact, even taking the additionality and permanent ef-
fects of the guarantee funds for granted, the operational suc-
cess of a guarantee system depends on its effectiveness, sus-
tainability and adaptability to local conditions, which contrib-
ute all to making its reputation.

Rl L 4 e ety PR ] O 2| i

It is crucial that clear rules are established among all the
parties involved — the funds, the banks and the beneficiaries
— without making the process too long or too heavy. In fact,
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the relative burdensome Procedures noticed at least in some
of the cases analysed, where bureaucratic accomplishments
prevail over the actual appreciation of risk, undermine the
effectiveness of the funds. The need for a quickly responsive
system of appraisal and liquidation has emerged, particularly
from the concerned banks. This does not mean that the funds
should relax their attentipn on the guaranteed loans but that
clear relationships with the banks should be established, in
which monitoring is performed effectively and, therefore,
liquidation is speeded up. In this context, exclusion criteria
for non-performing banks should be envisaged so that the
funds keep the quality of their partners under continuous
control and, therefore, can be more flexible with performing
banks. On the contrary, delays affect the guarantee credibility
and discourage banks from dealing with guarantee companies.

5.2.7. Preconditions for success: the relationships between the
fund and the partidipating banks

The effectiveness of the Funds is pivotal in determining
success, as '’:

of Malaysia, examined in paragraph
2.6, mistrust between the fund and the banks may compromise

ularly important if the funds do not intervene in loan-granting
decisions but delegate this responsibility to the bank. How-
ever, this is not often the tase, as in most of the funds analysed
the guarantee institution |performs its own evaluation on the
acceptability of the loan. There is actually a difference between

On this perspective, se¢ Masini (1985)
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the guarantee companies operating in all sectors and the pro-
grammes designed for atmospheric disaster in Tunisia and
Morocco. In the latter cases, risk analysis may not be per-
formed at all as, when a disaster occurs, the intervention of
the fund is almost automatic; but this is a special case where
the decision is made in compliance with public procedures
rather than based on individual borrower’s creditworthiness.
The activation of the fund’s decision on each individual
borrower derives from its direct involvement in the operation
coverage. It has been observed that this double verification is
quite costly but seems unavoidable unless the fund acts ac-
cording to a portfolio model covering a certain share of the
bank’s portfolio and leaving the bank free to choose the ben-
eficiaries. In any case, when the fund is not in direct contact
with the borrowers, the role of the bank and its good and clear
relationships with the fund become extremely important.

This is, for example, the case of Poland (par. 2.2) where
the incentive to good performance is represented by the pros-
pect for banks to transform this fund into capital after some
years of sound management. This solution has the advantage
of assuring speedy and flexible procedures, and reduces man-
agement and transaction costs. The same solution has been
applied in the case of Senegal (par. 2.5), but the intervention
of just one bank may reduce the incentive as compared to the
case of a competitive environment.

The direct involvement of banks requires, once again and
even more than in other solutions, that the banks feel really
committed to expanding their market through these funds,
and, of course, that they are sound financial intermediaries.
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Especially if the funds are, made available by the Governments,
a risk should be avoided, i.e. that banks consider these funds as
subsidies that they are allowed to use to provide services to
some market segments that, although unattractive, are part of
major Government priorities which these banks should comply
with. This is why the banks’ spontaneous willingness to expand
the market should be apparent and their soundness proven.

The process of bank selection and the incentive system,
therefore, are very important. The case of Trinidad and To-
bago (par. 2.4) shows thd importance of selecting performing
banks and, on the contrary, the potential difficulties involved
in operating with NGOs.| Good performance may be encour-
aged by some incentive measures; for instance, in the Italian
case, the banks’ contribution to the fund is proportionate to
their performance in loan recovery.

5.2.8. A leading principle| the market view

After all these reflections, an idea emerges as the leading
basic principle of guarantee funds creation, besides any con-
sideration on their impact or effectiveness:

In this perspective, |any measure to encourage the ap-
proach of rural customers to financial services should be
taken as a means to promote the development of market
forces by avoiding, or at|least reducing, any distortion effect
so that the mechanism may show its ability to become self
sustaining and independent.
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This market approach is likely to be more feasible in
countries where the process of liberalisation of the economy
is advanced while it is difficult to implement if the guarantee
fund has to comply with, for instance, a heavily administered
agricultural credit system.

In this market perspective, a guarantee fund might have
the following characteristics:

— private beneficiaries or lending banks may take a part
in the capital of the fund *;

— the Government may act as a private shareholder with-
out influencing the flow of resources and avoiding any com-
pulsory link between the (agricultural) loan and the guarantee;

— borrowers pay the guarantee service they receive entirely.

In the reality of many countries, also those analysed in
this report, Governments’ or donors’ support to credit guar-
antee funds is quite strong because guarantee funds are con-
sidered to be of public utility, as tools to promote private
investment in general. This is one of the reasons why guar-
antee funds are often criticised, also in industrialised coun-
tries.

What should be kept in mind is that:

It is quite dangerous to entrust guarantee funds with
solving the problem of access to credit for the customers
that are not creditworthy, even if the latter deserve attention
from a social point of view. As a matter of fact, and according
to this view:

""" As already stated, this institutional measure may limit the moral hazard

on both the borrowers’ and the banks’ side.
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This may appear to|be a quite restrictive view, limiting
the scope of guarantee funds. However, it should be consid-
ered that:

— if potential borrowers do not have attractive investment
opportunities, it becomes| hard for them to repay their loans;

— attractive investmeént opportunities are not a matter of
size and may also exist for small or micro entrepreneurs.

In fact, in many developing countries, nowadays more
than in the past, comme¢rcial banks are looking with some
interest at rural markets, as it seems that profitable opportu-
nities exist also in rural dreas, even on small rural loans. The
main problem is that thdse banks do not have sufficient ex-
pertise in dealing with these customer segments and, there-
fore, are discouraged from starting aperations.

Of course, is not easy to start working with these new
market segments, as it requires developing specific competen-
cies, particularly when firms are small, somehow informal and
very different from thosd banks are used to deal with in the
trade or manufacturing| industries. Appropriate products,
lending technology, evalugtion processes and procedures, mar-
keting techniques, delivery mechanisms, monitoring, and pric-
ing systems should be deiveloped and are the most important
conditions for the success of their expansion in operation .

" Gudger (1998) and Vigano (1992).
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Concerning the latter point, for instance, a major step in
making the rural sector more attractive is educating rural en-
trepreneurs to deal with banks, to submit clear and docu-
mented applications and to negotiate with banks. In one of
the guarantee systems studied in this report, the case of Jor-
dan, a supportive service in this respect is offered as the fund
has a consultative department assisting borrowers in their re-
lationships with banks. Other external entities, such as NGOs,
can also play this consultative role. The potential role of
NGO:s is better analysed in the following paragraph.

While these encouraging measures are meant to stimulate
a spontaneous action by banks, it is not advisable to push
banks to intervene by imposing mechanisms such as the com-
pulsory quotas established by the Central Bank in the case of
Malaysia. These mechanisms do not prove to be very effective.

5.2.9. A leading principle: credit, development and the role of
the Government or extension services

It may be objected that the market view presented above
is hard to achieve, as rural operators are so poor or so high
risk that no bank would ever intervene without some guaran-
tee or other encouraging measure. This may in fact be the case
in some countries as it happens, for instance, with farmers-
cereal growers in Morocco and Tunisia in periods of serious
droughts. However, in such situations, it is hard to imagine
that any credit intervention would ever be a success; in fact, in
the Moroccan and Tunisian cases, it is declared that these
funds have the nature of an emergency intervention rather
than of a guarantee.

When this is the case, the Government should have the
role to promote conditions for farmers to become bankable
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through public interventions such as building infrastructures
(e.g. irrigation or transpottation systems), liberalising commod-
ities markets, introducing land tenure regulation, improving the
legal environment or farmers’ education to financial culture.
These are measures |of a fiscal nature that should not be
implemented through the banking system. They may comple-
ment the action of the banking system or be implemented
prior to any credit interyention. Contrary to what happened
in many developing countries in the past decades, it should be
recognised that:

(= RS S

Some observers are| looking at NGOs, Agricultural Co-
operatives, and extension| agents as actors that can help create
the pre-conditions for making credit intervention feasible. Of
course, being close to th¢ rural sector, these entities may be a
valuable support in improving farmers’ professionalism by
transferring technical knowledge, organisation and marketing
skills and by promoting access to basic infrastructures.

On the contrary, they can hardly be viewed as potential
intermediaries between Eanks and rural customers. For in-
stance, in the past, many development banks passed through
extension agents or co-operatives for credit delivery to rural
customers but, on average, those experiences have been de-
ceiving. The co-operative or the external agent being just a
“fund disbursing unit”, they hardly felt really involved in the
loan evaluation process| follow-up and recovery and their
“false integration” in the banking structure often ended-up
in many defaults '°. Unless intermediate structures are en-

" See, on this subject, Masini (1987 and 1989).
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trusted with specific responsibilities, they may not be effective
and can have serious drawbacks.

For the same reasons, when talking about guarantee
funds:

The case of Trinidad and Tobago is a good example of
the dangers of integrating NGOs in the lending process, unless
these entities are really specialised in banking activities .

5.2.10. Are there market alternatives to guarantee funds?

While it might be dangerous to implement a forced inte-
gration of the supportive organisations mentioned in the pre-
vious paragraph in the financial service delivery process, the
success that some spontaneous group, pre/co-operative or in
the form of NGOs or other micro-finance intermediaries are
having in providing financial services to the rural sector is an
altogether different matter. These experiences are well devel-
oped, for instance, in most African Sub-Saharan countries, and
many of them have their roots in traditional cultural values
that led to their establishment decades or even centuries ago.
Some observers view these structures as valuable alternatives
to the banking system in offering financial services to rural
areas, thus also reducing the needs for guarantee mechanisms.
As mentioned earlier, some experiences are taking place also in
the countries analysed, such as in Tunisia or Egypt.

" The opportunities and limits of NGOs in this context depend on the
nature of the NGO. While some of them may be considered as real banks, as they
have developed banking skills, some others are not specialised in this function, In
the latter case, their integration in the lending process is dangerous. On the sub-
ject, see, for instance, Adams (1998) and Mustafa (1999).
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While the role of these intermediaries, which may also be
informal or semi-formal, [is universally recognised, particularly
for the lowest-income bracket of the population, given the small
amounts of their transactjons and the prevailing short-term na-
ture of their lending, their effectiveness in promoting rural en-
trepreneurship going beyond subsistence farming is still an
open question. Therefore, they might be better viewed as com-
plementary to, rather than substitutes for banks intervention.

As a matter of fact, besides the important issue of en-
couraging banks to adopt an appropriate lending technology
for the target customers| which may help treating the infor-
mation and control for the risk of default %,

An appealing possibility to promote direct relationship
between banks and rural customers without the intervention
of guarantee funds is represented by group lending: farmers’
associations or groups apply for a single loan to a bank and,
instead of a collateral, offer their joint responsibility. If in the
group there is strong cohesion among members, this system
may work very well, as peer-monitoring among members and
the members’ will to keep the reputation of the group are
much more effective than any collateral measure. Again,
some interesting experiences can be found, for instance, in
Africa. On the other hand, group lending becomes risky
when the group link is|loose. In group lending, then, the
real challenge for the Bank is assessing the nature of the
group; if the loan amount is important, the bank may find it

18

See, for instance, the applicability of credit scoring techniques, as sug-
gested in Vigano (1993),
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reasonable to invest its time in this evaluation, which is not
the case with single borrowers.

Another alternative to guarantee mechanisms is the prac-
tice to ask the farmer to deposit a percentage of the amount of
the loan she/he is applying for with the bank as a personal
contribution; this deposit may be remunerated or not, and is
used by the bank to partly cover the loan in case of insol-
vency. The final effect of this measure is that:

— instead of paying a fee for the guarantee, the borrower
has an implicit cost derived from renouncing to use the de-
posited amount (in particular, if this deposit is not remuner-
ated) and an explicit cost for the interest she/he has to pay on
the supplementary amount she/he has to borrow from the
bank;

— in case of default, the bank is covered by the percent-
age of the deposited amount. The coverage is usually much
lower than the average percent coverage assured by guarantee
funds.

Another alternative, suggested by the observers who are
sceptical about guarantee funds, is that banks may just 7x-
crease the interest rates on loans of a percentage corresponding
to the higher risk '”. In comparison with a guarantee fund
operating according to market rules and without subsidisa-
tion, the average increase in the interest rate would be as
high as the fee that the guarantee funds demand of their
customers. While this alternative has the advantage of elimi-
nating the risk of moral hazard, the hypothesis of equivalence
of the risk premium is not straightforward. In fact:

192

In this sense, for instance, a comment by Richard Meyer appeared on
the electronic “Development Finance List” of The Ohio State University (26 May
1999).
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Some alternative wdys of diversifying the risk of agricul-
tural loan portfolios have recently emerged. For instance, it is
possible to think of applying credit derivatives also in this
context and thus transferring some of the portfolio risk to
other banks ?. However, these techniques are still at an early
stage in many countries.

Among the alternatives discussed above, some (such as
group lending) can be relatively easy to apply while others
(like the use of credit derivatives) require the existence of
well-developed financial markets.

In conclusion, despite the many possible limitations and
drawbacks that have been pointed out, also with reference to
the experiences examined in this report, guarantee funds may
actually play a role.

5.2.11. A final statement on the potentialities and limits of
guarantee funds

If, as it was stated| above, the major obstacle to bank
lending is not the objective risk of the agricultural sector
but, rather, the risk that banks perceive due to their lack of
knowledge of the agricultural sector,

2 Masini (1998).
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Their effects are more likely to be beneficial if these
structures operate according to the usual good management
principles of any financial intermediary, i.e.:

— they adopt a suitable organisation structure, which
should not necessarily be big or complex;

— they adopt flexible procedures and adjust to different
contexts (decentralisation might be important in this respect);

— they balance the need for a suitable structure with the
need to keep their expenses under control and to pursue the
goal of self-sustainability (for instance, the goal of decentral-
isation should be made consistent with the costs of such a
policy);

— they have good quality and motivated personnel.

All this would contribute to promoting long-lasting ef-
fects on bank-customer relationships. Of course, once again:

21 This effect is the opposite of what stated by some observers of guarantee
funds because they find that the burdensome procedures and the double screening
by the bank and the fund usually increase the cost (see chapter 1).
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The opportunity to launch guarantee schemes for the
agricultural sector depends on this basic distinction. Once it
is estimated that banks have a real interest in the sector,
because it offers some |appealing investment opportunities,
then, the suggestions presented in this report can be taken
into consideration for the implementation phase. In the oppo-
site case, i.e. if the agricultural sector is actually too risky and
low profit, some fiscal measures are necessary and no guaran-
tee fund could solve this structural problem.
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— Mr. Faeek NASAR, Financial
— Mr. Khaldoun KALAF, Head

and Administrative Manager, JLGC
of the Export Credit Guarantee Division, JLGC

— Mr. Mohanad Mohamed ELRASHDAN, Head of the Domestic Loan

Guarantee Division, JLGC

#*

reports.

It includes the persons met by the Consultants providing the background
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Morocco

— Mr. Larbi BELAHA, Central Director of the CCG

— Mr. Aomar CHAIB, Chief of the Department on Studies and Evaluation, CCG

— Mr. ESSAOUABI, Deputy Manager of loans, Banque Populaire de Rabat.

— Mr. Tarik HADDI, Chief of the Department of Capital Markets, CNCA

— Mr. LAASSIRI, Responsible for the Direction of Programming and Economic
Affairs, Ministry of Agriculture

— Mr. Hassan MOULINA, Chief of the Department of Centre and South of the
Péle Engagements, CNCA

— Mr. Moha OUSBANE, Chief of the Department of Recovery and Juridical
Affairs, CNCA

— Mr. Khalid YACINE, Director, Péle Développement, CNCA

TunISIA

— Mr. Ali AYDI, General Direction for Finance, Ministry of Agriculture;

— Mr. Salah BEN ACHOUR, Director, TUNIS-RE

— Mr. Mohamed BEN RAIS, Director of Loans, BNA

— Mr. Fadhel BEN OTHMAN, Deputy General Manager, BNA

— Mr. Rudha CHALGHOUM, General Direction of Finance, Ministry of
Finance;

— Mr. Khaled HAMMI, Director of Studies and Financing, BNA

— Mr. Mohamed M'RAIDHA, Chief of the Division “Seasonal Loans”, BNA

— Mr. Adnene ZBISS, Chief of the Division “Loan Follow-up and Assistance”,
BNA

IN THE VARIOUS COUNTRIES: Interviews with anonymous guarantee funds bene-
ficiaries.










Summary

NENARACA (Near East-North Afnca Regional
Agricultural Credit Association), In cooperation
with FAO, and CICA (Confedération Internationale
du Credit Agricole) carried out a study on the
apphcability, advantages and limits of guarantee
tunds with specific reference to agricultural credit
in the Near East and Northern Africa Region. The
research was financed by CICA. The Co-ordinator
of the research team and author of the study is an
advisar of Giordano Dell’Amore Foundation, The
study covers the following aspects

- a review of the literature on guarantee funds
and best practices for their application;
some international expenences,

- the analysis of guarantee funds in four coun-
trigs of the NENA Region: Egypt, Jordan, Mo-
rogco and Tunisia.

The main aspecls covered for each guarantee
scheme are: history, legal status, funding, working
principles and procedures, quantitative data and
financial perfcrmance, contribution to the agricul-
tural sector, perspectives.

Based on these experiences, same key issues for
the implementation of a sound and effective gua-
rantee system are presented. It emerges that gua-
rantee funds

have the main function of reducing the infor-
mation gap between the customer and the
bank, so that direct relationships between the
two parties may later take place.

can be effective only if banks are willing to
establish long-lasting relationships with pre-
viously ignored market segments;

- ara not the sole measure to encourage bank
lending and, in any case. cannol solve the
structural problems the agricultural sector
might suffer which often prevent sound finan-
cing practices







