Excerpt from FS Series #4: enabling small- and medium-sized enterprise access to finance
B1. Case One: POF in Bolivia

B1a. Background and Environment

Bolivia is one of the poorest countries in Latin America, with sharp regional inequalities in income. Bolivia has the highest rate in the world of the informal sector as a share of GDP.
 The World Bank’s BEI ranks the country near the bottom for the region.

Bolivia has experienced bouts of hyperinflation and severe recession over the past two decades, and more than half its assets are denominated in dollars rather than Bolivian currency (boliviano). Partly reflecting unstable financial conditions, the formal banking system has remained fragile and cautious. Much of the formal financial system is in decline due to unstable domestic conditions and capital flight. Deposits in the formal financial system declined from 52 percent of GDP in 2000 to 44 percent in 2005. During the same period the assets of the banking system (mainly loans) fell from 63 percent of GDP to 35 percent (Beck, Demirgüç-Kunt, and Levine, 2000, pp. 597-605). 
The tendency to avoid formal markets is exacerbated by highly profitable, illicit coca farming. Some farmers find it more profitable to grow the illicit crop; for financial institutions, this increases perceived risk and discourages lending. Many products offered by traditional financial institutions are ill-suited for legitimate SMEs, because they have strict collateral requirements (Ortega, 2008, p. 1). The absence of financial institutions’ branches in rural areas also creates a major problem for SMEs in search of capital. Some informal financing within the value chain does occur, but it is often not flexible enough to meet demand, while short-term working loans from buyers bind producers to specific buyers rather than allowing them competitive choices (USAID, 2006a, p. 14).
In this context, the USAID-funded Rural Competitiveness Activity (ARCo) project was designed to improve licit productive activities and access to financial services in the coca-growing Yungas and Chapare regions of Bolivia.

B1b. Approach

In 2005, the financial services component of the ARCo project began its work by conducting supply- and demand-side analyses of the financial sectors in Yungas and Chapare to determine SME finance needs and available financial services.
The ARCo demand-side analysis found substantial demand for working capital to produce more value-added products (e.g., products made from bananas, coffee, palm hearts, pineapples) and to expand the tourism industry. Small producers in this region had value-chain relations with wholesalers, cooperatives, foreign purchasers, and distributors that could facilitate access to finance. With working capital, producers could improve productivity and quality with fertilizers, new plantings, improved maintenance, harvesting, and increased sales (USAID, 2006a, pp. 3-13).

Project staff determined that working capital should be the first priority, possibly followed by rural leasing and WHR. Based upon orders for sales to actors higher up the value chain, ARCo concluded POF could be used to expand SME access to finance. Banking supervisory bodies, including both the Superintendency of Banks and Financial Institutions (SBEF) and the central bank, responded positively to this idea.

The analysis also sounded some cautionary notes (USAID, 2006a, pp. 9-13). Many rural producers had become accustomed to below-market interest rates; one task would be to overcome attitudes toward repayment stemming from concessionary lending and periodic debt forgiveness.

ARCo’s supply-side analysis showed that Bolivian banks remained reluctant to lend outside of major urban centers and usually required urban real estate as collateral, imposing high collateral-to-value ratios (USAID, 2005b, pp. 25-32). Moreover, with the banking system in a period of crisis and contraction, banks were wary of entering untested market segments. 

ARCo decided that developing the relationships needed to introduce and sustain a viable POF program would require capacity-building with an existing financial institution. Staff solicited expressions of interest from 13 lending institutions that had some history of activity in the targeted regions; three institutions responded positively. ARCo selected FIE, a private financial fund and a leading Bolivian microfinance institution, to implement the POF pilot project. FIE is a financially sound institution and at present has a very strong domestic credit rating of AA.

The agreement with FIE provided for a small subsidy for it to open branches in Yungas and Chapare and to receive TA from ARCo to train financial-institution staff. FIE agreed to use its own funds for the loan pool and issue $2.2 million in POF credits in two years. With these commitments in place, work started to develop a POF product tailored to local needs. This included developing prototype loan contracts, tracking systems, and costing/pricing policies. ARCo conducted training programs for more than 100 FIE staff in identifying clients with need of and interest in new working capital loan arrangements; assessing potential borrowers’ needs; structuring POF loans to meet the needs of small farmers and members of producer cooperatives and associations; assessing POF loan risk and structuring deals to reduce chances of default; and marketing the POF product (R. Ortega, personal communication, March 2009).

The project gave FIE strong incentives to commit the necessary time and resources to designing and implementing the POF product. FIE could expand its client base with a new product that could compete in Bolivia’s saturated microcredit markets. TA deepened FIE’s overall capacity in credit evaluation, risk assessment, loan management, and international trade. The performance-based subsidy incentives tied to four specific lending targets lowered FIE’s financial risks in launching a new product with a new client group. ARCo’s approach to creating incentives and reducing risks resulted in a set of conditions that enabled FIE to successfully launch POF and understand its profit potential (R. Ortega, personal communication, March 2009).
B1c. Results

One of the first POF operations under the program involved transactions between Cooperativa Agropecuaria Integral Noreste, a 260-member association of small coffee producers, and A. van Weely BV, a well-known Dutch trading company specializing in organic foods. Integral Noreste had received a purchase order from A. van Weely for a full container (nearly 20,000 kg) of washed Arabic organic Bolivian coffee, but they needed financing to process and ship the order (Ortega, 2008, pp. 5-6).

In October 2007, FIE issued a $30,000 POF loan to Integral Noreste for 90 days at a 12- percent annual rate. Integral Noreste used this financing to purchase coffee beans from producers and for post-harvest packaging. Integral Noreste officially transferred its A/R from A. van Weely to FIE, which kept control of the funds and paid suppliers for bills incurred by the cooperative. For further security, Integral Noreste deposited $10,000 in cash into a special FIE account. No other fees or collateral were used (Ortega, 2008, pp. 5-6).

Previously, Integral Noreste could pay its members (i.e., coffee suppliers) only after it received payment from the buyer — usually three to four months after delivery. As a result, producers often sold their higher-quality coffee to other intermediaries for immediate payment, albeit at lower prices. The POF loan allowed Integral Noreste to pay suppliers upon delivery of the coffee, providing an incentive for members to sell their coffee to the cooperative. In the future, this will allow the cooperative to negotiate higher purchase prices for premium coffee, benefiting the small growers (Schiff and Stallard, 2009, p. 5).

B1d. Key Findings and Lessons Learned

Several important lessons emerge from the ARCo model (R. Ortega, personal communication, March 2009):

· The financier’s risk was reduced by creating an A/R mechanism based on demand from creditworthy clients.

· Targeted subsidies were introduced to lower costs of entering the market and encourage long-term sustainable interventions by financial institutions.

· Buyers, sellers, and financial intermediaries established links of trust and cooperation through increased information-sharing.

We can also draw several other lessons for implementing similar projects (Schiff and Stallard, 2009, pp. 5-6):

· Take time to determine the type of product required.

· Initiate interventions based on well-functioning relationships within the value chain.

· Due diligence is necessary on both ends of the transaction. The financial institution should obtain character references about both the seller and the buyer (e.g., how serious the entity is about the business, its payment records, and length of time in business).

· Training the financial institution’s staff in marketing is important to project success.

· Devise products tailored to the results of the demand survey. No single product is appropriate for every need.

· Carefully choose the best institutional delivery mechanism (e.g., a credit union with strong local links, a commercial bank, an NBFI, an SME-financing institution, or a microfinance institution).

· Adjust the product to the financial institution’s culture, procedures, rules, and regulations to minimize resistance to change. Make sure the leadership is fully aware of the process and buys in. Spend ample time on training and TA to middle management and loan officers.

· Work through the process step-by-step with the financial institution toward a successful first operation. Early success is essential for demonstrating the benefits of the arrangement.

· Build in incentives to make the intervention sustainable.

· Design an exit strategy to avoid creating dependency. Empower the institution to continue the operation after the project’s exit.

Project Impact


The POF pilot project continues to grow throughout the target regions, with FIE disbursing more than 280 POF loans totaling $2.5 million in just a little more than two years. Owing to its positive experience with this project, FIE is exploring opening additional branches at its own expense in other rural areas and expanding the use of POF throughout the country. It is also introducing POF in larger urban markets to finance SMEs. FIE’s success has had a demonstration effect on other financial institutions: Prodem, an NBFI operating in Bolivia, now offers a POF product (R. Ortega, personal communication, March 2009).








� A World Bank report (2008, p. 7) estimated that 80 percent of employment in Bolivia is informal.





