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3. The economics of collateral and of
collateral reform

Heywood Fleisig

Developing countries face daunting problems in funding the investment
they need for growth. Private funding, domestic and foreign, will play the
most important roles. Donor funding will supply a small fraction of these
needs. These savings alone, though, cannot guarantee that domestic invest-
ment opportunities will be funded. Rather, funding investment successfully
also requires a financial sector — bank and non-bank — that mobilizes these
savings and delivers them to the highest return domestic investment oppor-
tunities. If industrial country experience is a guide, the most important
funding instrument will be lending, not capital market equity.

In mobilizing loans and directing them to their most efficient use, secured
transactions play an important part. The importance of collateral arises
from how well it addresses key features and risks in financial markets.
Financing movable property is essential to growth, as it amounts to more
than half of the enterprise capital stock (see Figure 3.5 below). Obsolete
laws and legal institutions, however, sharply restrict the use of movable
property as collateral for loans. The remedy lies in reforming the laws and
institutions that govern using property as collateral for loans. This reform
costs little and delivers large benefits. Therefore, a simple economic model
of social change that imagines governments and donors gravitating toward
reforms with large net benefits would predict its wide acceptance. This has
not happened. While the reform has progressed slowly over the past 15
years, many factors continue to impede its adoption. The outlook is for con-
tinued slow progress, possibly becoming more rapid as successful reform
examples multiply and if international opinion coalesces in support.

3.1 FINANCING INVESTMENT: HOW MUCH AND
BY WHOM?

In 2005, developing countries have invested about US$2.8 trillion (Figure
3.1). Where did this money come from? Donors often focus on donor
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Source: Industrial and developing country GDP and investment taken from World Bank,
Key Data, 2007. Net lending by multilateral Wnancial institutions (multilateral
development banks and the International Monetary Fund) are taken from Joint BIS-IMF-
OECD-WB External Debt Hub, 2007. Foreign aid disbursements from OECD, DAC, Final
ODA Data, 2007

Figure 3.1  Gross domestic investment in developing countries, compared
with aid and multilateral lending ( USS$ billion, 2005 )

efforts. However, developing countries largely financed this investment with
private resources, their own and foreign. Against this US$2.8 trillion invest-
ment, foreign aid amounted to US$117 billion. International financial
institutions (IFIs) (the multilateral development banks and the
International Monetary Fund) could also have funded part of this invest-
ment. However, net disbursements by IFIs in 2005 were negative, that is,
developing countries repaid about US $36 billion more to the IFIs than
they borrowed (Figure 3.1).

Even these enormous levels of gross domestic investment, however, will
not close the per capita income gap between developed and developing
countries. For developing countries to support per capita incomes equal to
those of today’s industrial country, gross investment in developing coun-
tries must rise to about US$48 trillion annually (Figure 3.2).

Donors and multilateral development banks cannot finance these invest-
ment needs. Nor will domestic public entities. Domestic public funding of
commercial investment, both loans and loan guarantees, is being discon-
tinued all over the world because of its poor track record in funding
good investments. For well-documented reasons, they have not been a
solution in the past and for the same reasons are unlikely to be a solution
in the future. Consequently, private sources, both domestic and foreign, will
likely have to fund most private domestic investment in developing
countries
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Source: Industrial and developing country GDP and investment taken from World Bank, Key
Data, 2007. Net lending by multilateral Wnancial institutions (multilateral development banks
and the International Monetary Fund) are taken from Joint BIS-IMF-OECD-WB External
Debt Hub, 2007. Foreign aid disbursements from OECD, DAC, Final ODA Data, 2007.

Figure 3.2 Required and compared with actual gross domestic investment in
developing countries, aid, and multilateral lending (8 billion, 2005 )

3.2 FINANCING INVESTMENT: WHAT
INSTRUMENTS?

Some enterprises will have more funds than they need for their own invest-
ments and some consumers will be saving for future consumption. Other
enterprises will be unable to fund all their profitable investments. Effective
financial markets transfer these savings from savers to their highest return
uses of investors.

Will that transfer take the form of lending or equity issued in capital
markets? The experience of the United States is instructive. There, the gov-
ernment and the private sector have invested enormous amounts in the
infrastructure for equity finance, starting with the Securities and Exchange
Act of 1934! and continuing with the expansion of the Securities and

1
2007.

Available at www.sec.gov/divisions/corpfin/34act/index1934.shtml. September
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Source:  Statistical Supplement to the Federal Reserve Bulletin, various issues. New stock
issues of US private firms appears in Table 1. 46, ‘New Security Issues, U.S. Corporations’
while borrowing by US firms appears in Table 1. 59, ‘Summary of Credit Market Debt
Outstanding’.

Figure 3.3  Debt versus equity financing: share of new equity issues and
new borrowing in external finance of US private firms,
2001-2005

Exchange Commission, which regulates public exchanges. Despite this
support for equity finance, US private business raised only about 10 cents
in equity capital for every US$1.00 in debt capital (Figure 3.3). Even non-
financial US corporations, who rely most heavily on stock markets, raised
only about 35 cents in equity capital for every US1.00 in debt capital. Non-
corporate businesses (microenterprises and many SMEs) depend entirely
on debt capital.

In developing and transitional economies, where the infrastructure for
equity capital is less developed than in the United States, it seems safe to
assume that an even smaller fraction of private business investment funding
will take the form of equity rather than debt.

3.3 INCREASING PRIVATE DEBT FINANCING

When firms in developing countries, therefore, seek outside funds for
investment, they will rely largely on private debt. How can the legal envir-
onment encourage such lending?

o
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Any successful private lending system must respond to the lender’s
central concern: ‘How do I get my money back?” Financial markets have
developed two systems for addressing this concern: secured lending and
unsecured lending. How do these systems compare?

We can see the difference reflected in the loan terms of the credit union
of the employees of the International Monetary Fund (IMF) and of the
World Bank. This credit union operates in Washington, DC, where the legal
framework governing debt collection is well developed. When the borrow-
ers offer collateral for a loan instead of only a signature, the credit union
offers better terms: it will, lend at interest rates that are about half as
high, make loans that are five to ten times larger relative to income and give
the borrower as much as five times longer time to repay (Figure 3.4). These
differences are true whether the collateral consists of movable or immov-
able assets, but these differences are even more marked for immovable
assets.

Collateral improves the terms for loans because it deals efficiently with
important features of the market for loans. Collateral addresses adverse
selection. Lenders cannot bring their supply of loans into line with greater
borrower demand simply by raising interest rates to select the borrowers.
As lenders raise interest rates, some honest borrowers will find that returns
on their projects fall below the interest rate and will leave the market.
Remaining in the borrower pool are honest borrowers with high-return
projects, fools who do not understand the risks they are taking, and knaves
who conceal risk from the lender or who have no intention of repaying
either loan or interest. With each increase in the interest rate, good bor-
rowers drop out of the pool while fools and knaves remain. As a result, the
pool gets worse — hence, ‘adverse selection’. In unsecured loans, lenders
manage adverse selection by reducing the size of their loans (as seen in the
terms of the WB-IMF credit union (Figure 3.4)) and by lending to a larger
number of borrowers. In taking these steps, lenders hope to reduce their
overall risk by diversification, reducing the impact of any single default. In
secured loans, however, lenders take collateral and, thereby, can address
adverse selection more powerfully. The lender can supplement the assess-
ment of the borrower’s character and capacity to pay with the more easily
determined value of the collateral. The collateral provides a route to
payment that is an alternative to the borrower’s project, about which the
lender may be misinformed.

Collateral also addresses moral hazard. Suppose a lender knows from a
borrower’s payment history that a borrower has reliably paid back earlier,
smaller loans. Can the lender reasonably infer from this history that the
borrower will repay a new, larger loan? Stripped to its economic funda-
mentals, borrowers can be seen as weighing the benefits of payment:

o
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Note: Table shows how the terms of loans for the same borrower change when the
borrower offers different collateral compared to the terms the same borrower faces when not
offering collateral (unsecured or signature loan). The time for repayment of a secured loan
is up to five times greater, the amount of the loan is three to ten times greater, while the rate
of interest is about half as great.

Source:  Author’s computations using lending terms taken from the World Bank/
International Monetary Fund Staff Federal Credit Union, available at http://bfsfcu.org/
consumer_loan_rates_161.html, September 2007. Personal loans are capped at six months’
pay. Total debt service is set at 36% of income, using the ‘back-end’ ratio at the low end of
the range followed in the guidelines of US Government-sponsored enterprise mortgage
lenders (Federal National Mortgage Association (‘Fannie Mae’), Federal Home Loan and
Mortgage Corporation (‘Freddie Mac’), cited at www.mortgageunderwriters.com/debtto.
html, September 2007. Given the interest rate and term of loan, setting loan payments at the
back-end ratio determines the loan size relative to income. For each type of loan, the table
uses fixed rate loans with the maximum maturity.

Figure 3.4  Power of collateral: terms of loans at WB-IMF staff federal
credit union, Comparing secured to base-line unsecured,
September 2007
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access to future loans, against the benefits of default: absconding with
today’s loan. The larger is today’s loan relative to possible future loans,
the more that balance weighs in favor of default. Moral hazard is the risk
that the borrower’s behavior will change with the size of the loan. In unse-
cured loans, lenders manage moral hazard by increasing loan size slowly,
always holding out to the borrower the prospect of larger loans should
the smaller loan be repaid. However, this is an imperfect way of manag-
ing moral hazard. Even though past behavior may point toward debt
repayment, circumstances may change and the borrower may not repay
the loan in the future. This system also carries a high social cost. Since
good borrowers remain underfunded during the adjustment period to
higher loans, they and society lose the returns on the high-return but
unfunded projects. In secured loans, collateral addresses moral hazard
better because the amount of the collateral can be adjusted to the size of
the loan.

Finally lenders face the prospect of uninsurable risk. For some adverse
outcomes, no insurance is available or easily acquired, for example insur-
ance against an illness that disables a key employee? or a mistaken business
decision. In unsecured lending, lenders adjust to the prospect of uninsur-
able risk by giving many small loans to many different borrowers. In
secured lending, collateral addresses this problem, however, by giving the
lender a different route to payment whose value is independent of the unin-
sured risk and which the lender can verify accurately and inexpensively.

Because of the ways in which collateral addresses the problems of
adverse selection, moral hazard and uninsurable risk, all but the largest
borrowers will get better terms on a secured loan than on an unsecured
loan:? lower interest rates, larger loans relative to income, and longer
periods in which to repay. Modern lending relies on borrower’s credit
history, capacity to repay and the quality of the collateral. As the World

2 Tllustrating the uneven way in which insurance covers risks facing firms, firms
cannot easily get disability insurance for key employees but can easily get life insur-
ance on them. In part, that is because it is easier to determine when a key employee
is dead than when a key employee is disabled.

3 That does not mean that secured loans, as a group, are less risky than unse-
cured loans. A US$20,000 unsecured loan to a billionaire may be less risky and than
a US$20,000 loan secured by the house trailer of a poor person. However, for any
given borrower, a loan with collateral will always be less risky than a loan without
collateral. Moreover, securitization choices can dramatically change risk-return
configurations. For example, a portfolio of sub-prime loans may be more risky than
a portfolio of prime first mortgages. However, a US$1 million loan with a first pri-
ority claim on a US$10 million portfolio of sub-prime may be less risky than a US$1
million loan with a first priority claim on US$1 million in prime mortgages.

o
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Bank/IMF credit union example indicates, the first two alone have much
less impact on access to credit than do the first two combined with good
collateral. Collateral is an efficient social institution for reducing risk and
transactions costs in financial markets.

3.3.1 Unsecured versus Secured Lending

These features of secured lending do not mean that unsecured lending
is generally inferior to secured lending. Rather, these different lending
systems serve different purposes. Loans that take collateral are more expen-
sive to set up than loans that are unsecured (see also the need for collateral
system to be efficient, Dahan and Simpson, Chapter 5, this volume).
Consequently, small loans or loans to buyers with long histories of timely
debt servicing are often made without supporting collateral. In modern
financial markets, secured and unsecured lending co-exist happily.

A modern framework for secured lending builds on this complementar-
ity, playing a key role in integrating secured and unsecured lending.
Modern securitization takes portfolios of unsecured loans (credit card,
micro credit, accounts receivables and chattel paper from merchants selling
on credit) and uses these portfolios of smaller loans as collateral for asset-
backed securities.* This permits refinancing small unsecured loans in
capital markets or with private investors, thereby transmitting the cost-
reducing effects of collateral to the unsecured loans. In advanced financial
systems like that of the United States, about one-third of credit is unse-
cured and about two-thirds is secured. Both forms of credit have important
places in modern systems. The legal framework for secured lending is a
central feature of both secured and unsecured lending in modern financial
systems.

3.4 IMPORTANCE OF MOVABLE PROPERTY FOR
PRODUCTION AND GROWTH

For a modern economy as a whole, about half of the enterprise assets are
movable property; about half are immovable (Figure 3.5). This statistic rep-
resents the average for the economy, including enterprises such as railroads,
electrical and gas utilities that use immovable property more intensively
than the average. At the other extreme, the vast majority of micro, small,

4 Of course, securitization can also use as collateral secured loans, such as mort-

gage loans.
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Source:  New investment in transportation vehicles taken from US Department of
Commerce, Bureau of Economic Analysis, National Economic Accounts, National Income
and Product Accounts Tables, Table 5.5.5. ‘Private Fixed Investment in Equipment and
Software by Type’, available at www.bea.gov/national/nipaweb/SelectTable.asp?Selected=
N#SS5, September 2007. US inventories from US Department of Commerce, Bureau of
Economic Analysis, National Economic Accounts, National Income and Product Accounts
Table, Table 5.7.5B. ‘Private Inventories and Domestic Final Sales by Industry’, available at
www.bea.gov/national/nipaweb/TableView.asp#Mid, September 2007, accounts receivable
data appear in Federal Reserve Board, statistical release Z.1, Flow of Funds Accounts of the
United States; Flows and Outstandings, Second Quarter 2007, Table L.101 ‘Nonfinancial
Business’, available at www.federalreserve.gov/releases/z1/current/z1.pdf, September 2007.
Remaining stocks of capital by type are taken from US Department of Commerce, Bureau
of Economic Analysis, National Economic Accounts, Fixed Asset Table, Table 2.1. ‘Current-
Cost Net Stock of Private Fixed Assets, Equipment and Software, and Structures by Type’,
available at www.bea.gov/national/FA2004/ TableView.asp? Selected Table=18&First Year=
2001&LastYear=2006&Freq=Year, September 2007.

Figure 3.5 In modern economies, most enterprise assets are movable: Shares
of different capital in the US private business capital stock, 2005

and medium scale enterprises, as well as many farms, often operate out of
rented immovable property. For them, the share of movable property in
total enterprise assets can reach 100 per cent. The same holds for key
growth areas in the service sectors, including private medical and law prac-
tice, computer software and equipment sales and maintenance.

Movable assets include a diverse variety of property that can serve as col-
lateral in modern legal frameworks: inventories; accounts receivable; any
debt instrument, secured or unsecured; leases; intellectual property rights;
equipment; and transport vehicles (Figure 3.5). For producers, when prop-
erty can serve as collateral, two advantages follow: first, they can borrow
using their existing assets as collateral for loans; second, they can buy this
property on credit.
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3.5 PROBLEM: WHEN MOVABLE PROPERTY
CANNOT SERVE AS COLLATERAL

Collateral is important to lenders. Movable property is important to pro-
ducers. Nonetheless, most movable property cannot effectively serve as col-
lateral in most developing countries and economies in transition.> Even
when laws nominally permit taking movable property as collateral, the
rules for taking it are so cumbersome, inefficient and awkward that collat-
eral loses its economic function of mitigating risk for lenders. This failure
arises from poorly designed secured transactions laws; from badly run,
badly designed legal institutions; and from weak enforcement. It has no
significant causal roots in the economy or, typically, in regulations issued
by banking and capital market supervisory authorities.

Of these problems, the most serious follows from poorly designed laws.
Modern laws can circumvent many of the constraints presented by poorly
designed legal institutions. Good laws can mandate more efficient institu-
tions, replacing obsolete registry systems with Internet-based filing archives
that have greater private participation. Good laws can bypass weak enforce-
ment by permitting creditor administered repossession and sale.

The problems in the law’s design arise at each crucial stage of a right to
use property as collateral: creation, priority, publicity, enforcement. These
issues are ably discussed elsewhere in this volume by several legal contribu-
tors (see Mathernova, Chapter 9 and de la Pefia, Chapter 11, this volume).

3.6 SOLUTION: REDRAFT LAWS, REFORM
INSTITUTIONS

The solution is straight-forward: introduce a modern secured transactions
law and an Internet-based filing archive.

The results of some past reforms are encouraging. In the Romanian
reform (see Lupulescu, Chapter 10, this volume), cumulative filings sur-
passed 1000000 by 2006 in a reform begun in 2000 (Figure 3.6). This
volume of filings represents an economic gain more than 10 percent of
Romanian GDP. Other reforms have not fared so well, some apparently
stagnating, and others indicating some progress. Other rumored reforms,
disturbingly, have not generated publicly-available statistics by which to

> Sometimes the legal framework for selling new registered transport vehicles
(motor vehicles, ships, planes) on credit and using them as collateral does function.
However, this property amounts to only about 2 percent of the movable business
capital stock.
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Note: The source document explains the derivation of the chart and data sources. The
relative quality of reforms can be shown with simple estimating procedures. It assumes that
individual loans will have a size proportionate to per capita income that is similar across
countries, a plausible but untested assumption. The demonstration of the size of the gain
relative to GDP requires an additional assumption about the difference in interest rates on
secured and unsecured loans. The calculation shown here assumes that interest rates on
secured loans will be about 6% (600 basis points) lower than those on unsecured loans,
other characteristics of the borrower being the same. These issues are explored more fully in
the source document.

Source:  Heywood Fleisig (2006), Indicators of Success in Secured Transactions Reform,
Washington, DC: Center for the Economic Analysis of Law, CEAL Issues Brief, June (rev.
May 2007), available at www.ceal.org, September 2007.

Figure 3.6  Details matter: estimated economic impact of different reforms
of secured transactions

judge them that are available on the Internet or easily available by email
contact with responsible parties: Guyana, India, Ukraine, Trinidad and
Tobago, Sri Lanka, Viet Nam, Mexico and Peru. With a well-designed
online filing archive, gathering the data shown in the figure is simple. So the
unavailability of data already indicates some problem in the ‘reformed’
system.
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3.7 REFORM: SUPPORT AND OBSTACLES

A simple economic model of any reform would compare the cost of under-
taking a reform with the benefit from the reform. The greater the economic
return from the reform, the more quickly the government will move ahead
on it. Reforming the law of secured transactions seems to meet this test
easily. It costs less than US$1 million per country, but has a considerably
greater economic return. As noted earlier, the gain from the Romanian
reform is estimated conservatively at 10 percent of Romanian GDP® after
seven years of operation and is still rising. This gain amounts to about
USS$12 billion. The annual rate of return on this project is several hundred
percent per year. So a simple economic model of reform that predicts
that donors and government officials will do what is most economically
beneficial for the country would predict that this reform would be high in
the list of desirable projects for governments and donors.

However, such a model fails to explain what we observe. Governments,
on the whole, are not enthusiastic about this reform. And when they do pass
new laws, they tend to remove features that require that they actually
change legal and institutional features that are major barriers to access to
credit. These adjustments reduce or nullify the economic impact of the
legal reform.

What explains the minimal support for an important reform with a low
cost and huge impact?

3.7.1 Lawyers versus Economists?

This reform requires both lawyers and economists. Lawyers must lay out
drafting options and write the law. Economists must assess the costs and
benefits of different ways of adapting foreign legal principles to the laws
and institutions of the country undertaking the reform. Perhaps lawyers
and economists have difficulty communicating (see Dahan and Simpson,
Chapter 5, this volume). Lawyers are often averse to considering the eco-
nomic implications of their laws or of economic aspects of alternative legal
formulations. Compounding this, local lawyers in the reforming countries,
even when they have been foreign-educated, typically do not study the debt
collection systems of developed countries. So foreign education, which
often can help disseminate new techniques, tends not to disseminate infor-
mation about modern debt collection systems.

6 Romania’s GDP in 2006 was US$121.6 billion. World Bank, ‘Key develop-
ment data and statistics’, available at http://worldbank.org/, September 2007.

o
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On the other side, economists often do not understand that some obscure
laws can have important economic implications.” Some economists seem to
have resisted this reform because the economic function of collateral is typ-
ically something they have not learned about in graduate school.

Since the vast majority of government policymakers are lawyers and
economists, this gap in communication could explain some of the reluc-
tance of governments to act.

However, this argument cannot be pushed too far. Certainly, our group
at the Center for the Economic Analysis of Law (CEAL) includes econo-
mists and lawyers who have worked together toward a common goal
for years. CEAL staff members have, moreover, been in touch with
John Simpson and other EBRD-lawyers since the beginning of the
EBRD-sponsored secured transactions reforms. Similarly, CEAL staff
members have worked with lawyers at UNIDROIT, UNCITRAL and the
American Bar Association on different aspects of the reform of the law of
secured transactions.

Moreover, lawyers specializing in secured transactions have published
hundreds of articles conjecturing about the economic gain from systems of
secured lending, both pro and con. Certainly they have published far more
articles exploring these issues than have economists and have reached out
to the community of economists. Economists, for their part, have not
devoted as many resources to analysing secured transactions law and
almost none to implementing such reforms in a developing country
context. However, they have to some degree; and that literature largely
points to the same conclusions set out here. In addition, economists have
certainly analysed other laws embodying economic principles. So commu-
nication problems between lawyers and economists could explain some of
the slowness of adoption of this reform, but it is not my impression that it
explains very much of the slowness.

7 In the author’s experience, economists do understand that clearly labeled laws,
such as ‘capital markets law’, ‘labor law’, ‘the tax code’, ‘competition law’ or
‘banking law’ have important economic implications. However, they do not seem
generally aware that the background codes (the civil code, the Companies Act, and
the commercial code) can have equally important implications. Many economists,
in addition, delegate not just the legal drafting to lawyers, but the content of the
laws. IMF-sponsored banking laws, drafted by the IMF legal department, for
example, sometimes regulate ‘financial activities’, and other times regulate
“financial institutions’ or ‘deposit-taking institutions’. These are large differences,
insofar as the first broad definition could include (and discourage) economic agents
such as fertilizer dealers selling on credit. Despite this, the pros and cons of regu-
lating just deposit-taking institutions are rarely discussed in World Bank or IMF
financial sector documents.
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3.7.2 Opposition and Support within the Country

Governments of developing countries have not strongly supported this
reform. Donor assistance is more tolerated than sought. Only a few gov-
ernments have hired teams of experts in developed country legal systems to
evaluate their own secured transactions laws. Nor have they convened
national commissions or task forces to redraft them?. Since governments
are largely composed of lawyers and economists, it could be argued that
this lack of enthusiasm could be another manifestation of economists and
lawyers failing to communicate.

However, this explanation will not suffice. Governments, alas, often pass
laws or take actions where they do not fully understand the merits of the
case. They do that because of pressure from interest groups. What is strik-
ing about this reform is that, despite the large potential gain, no group of
stakeholders systematically supports it. At the same time, different interest
groups emerge under different circumstances who strongly oppose it.
Governments, consequently, are slow to act and, when they do act, they
pass laws with limited effectiveness.

Banks and banking associations®

While individual bankers are often the most aware of the issues surround-
ing collateral, few banking associations have formally supported this
reform. In some cases, the banking associations have opposed it. I know of
no country where a banking association has actively pushed forward a
strong reform. Lawyers of banking associations often oppose the reform
ostensibly on grounds of legal principle. This opposition can continue long
after exhaustive presentation of legal arguments and even, in one case,
where the president of the Supreme Court stated that the reform was con-
sistent with local law. Nor is the unchecked opposition of bank lawyers
consistent with observed support from lawyers from other chambers.
Typically, bank lawyers report to a hierarchy of bank managers who con-
sider overall business needs of the bank.

In some cases, this management structure simply instructs the bank
lawyer to support the reform. Typically, though, bank management does
not issue such instructions to its lawyers or to the banking association.
Where banks and their associations have supported reforms, they have

8  Peru convened such a commission as, apparently, has Hungary.

9 This section draws on work prepared for the Inter-American Development
Bank, Fleisig and de la Pefa (2007), ‘How weak property rights limit finance, and
supervision and regulation’ in Carolin Crabbe, (ed), Banking on Small Business
(Washington, DC: Inter-American Development Bank, 2007).

o
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done so only after removing key economic features of the law that permit
non-bank lenders and credit sellers to compete with banks. Where they
have actively opposed reform, they have specifically mentioned these key
economic features as points of objection.

These features are crucial to the economic success of the reform. Non-
bank lenders, such as equipment dealers, can manage the risk of reposses-
sion and sale of specialized equipment, located in remote places. The huge
expansion of credit occurs because banks can refinance such non-bank
activities. The banks can then take as collateral the debt instruments
created by the sales of the dealer. Banks have an advantage in evaluating
the financial condition of such dealers — a considerably greater advantage
than they have in making final loans for equipment and inventories in busi-
nesses and areas they may not know well, especially when the declares’
clients have no long term relationship with the bank.

As a result of this broader granting of credit, banks operating in modern
secured transactions systems account for a smaller fraction of total
credit granted. In the typical developing countries, banks account for
more than 90 percent of credit. In the United States, that number is closer
to 40 percent. Banks in the United States, however, do more business than
banks in developing countries relative to GDP. Banks in the United States
have 40 percent of credit amounting to 220 percent of GDP, or 88 percent
of GDP. Banks in developing countries have 90 percent of credit amount-
ing to at most 50 percent of GDP, for a total market of 45 percent of
GDP; that is, about half as much business relative to GDP as their US
counterparts.

However, for banks to voluntarily cede monopoly powers may require
taking a deep breath and overcoming childhood fears based on hearing the
national equivalent of ‘a bird in the hand is worth two in the bush’. There
is ample economic literature supporting the view that low-income farmers
resist experimentation more than do middle-income farmers because for a
low-income farmer, failure can be disastrous. Perhaps bankers are more like
farmers than we think.

More darkly, it has been suggested that poorly regulated and under-
capitalized banks that are concealing uncollectible debts and banks with
many related-party loans on their books have no underlying interest in
improving legal framework for collecting either secured or unsecured
loans. CEAL has worked in only one country where the banks insisted
that any improvement in the legal framework for secured lending not
apply to the existing portfolio of secured loans. However, this is an
interesting logical possibility and we should be alert for evidence for and
against.
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Chambers of commerce and of industry

These typically, but not invariably, support the reform. The reason for
support is apparent: their members can finance a larger amount of
profitable business opportunities and can safely expand their sales on
credit. Opposition is more idiosyncratic. Sometimes the issue is self-
interest. In one country, the chamber of commerce controlled the filing
archive for the commercial pledge and the officers of the private company
operating the archive and of the chamber were the same. Their opposition
to reform of the filing archive was ferocious. However, in other countries,
where membership in the chamber seems to represent a broader group of
businesses, chambers of commerce who received revenues from existing
filing activities supported the reform.

Chambers of commerce seem far more likely to support the reform than
are chambers of industry. One systematic difference that may contribute to
this is that, compared to commercial enterprises, industries often have more
real estate that they can use as collateral. By contrast, commercial enter-
prises in chambers of commerce have larger holdings of movable property
such as inventory and accounts receivables on their balance sheets. Another
difference may arise from the often greater ability of large industries to get
state-directed subsidized credits and, thereby, avoid the credit constraint
imposed by the weak framework for collateral. However, the support of
these chambers is typically less strong than is the opposition of the banks.
A group whose members perceive large individual losses may oppose a
reform more forcefully than another group, perceiving small individual
gains, will support the reform. This can occur even when the total of these
gains to the supporting group is far greater than the loss to the opposing
group.10

Key government agencies: ministry of finance, supervisors and regulators of
financial institutions, central bank

Ministries of Finance rarely support the reform. Task managers of multi-
lateral development banks routinely report that their government counter-
parts, typically the Ministry of Finance, do not request collateral reform to

10 Consider US protection of domestically-produced sugar, ongoing since the
early 1800s. This policy imposes costs on consumers in every congressional district.
These costs typically exceed the gains to producers in those districts. Moreover, the
total cost of the program to consumers exceeds its total gain to domestic produc-
ers. However, in the few congressional districts receiving net gains, representatives
work ferociously to protect the arrangement. They do this by swapping votes on
many issues for the few votes of other congressmen necessary to preserve the sugar
tariff.
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be included in reform programs and, when such projects are suggested fre-
quently actively oppose them. With few exceptions,!! no reform has been
championed by a Ministry of Finance and pushed through the legislative
process. This may not be surprising given the lack of support from the
banks, typically a powerful lobby and the most visible representatives of the
financial sector in most countries.

Similarly, with few exceptions, Central Banks have not supported this
reform. In one presentation at the IMF to an audience of about 50 devel-
oping country central bank lawyers, the speaker asked for show of hands
on what country was considering reforming the secured transactions laws.
Not a single hand went up.

Sometimes Central Banks oppose the reform. In one Country, at a large
public meeting presenting the draft law, both the head of the Central Bank
and the head of supervision and regulation took the opportunity of their
presentations to oppose the reform, dismissing the economic problem as
insignificant and the proposed legal solution as inappropriate.

Agencies in charge of financial sector supervision and regulation

These would seem to have a natural interest in supporting this reform: after
all, the reform permits the supervised financial institutions to expand
lending at the same time that they reduce the riskiness of the portfolio.
Nonetheless, in our experience, supervisors and regulators divide about
evenly in supporting and opposing this reform, with the majority sitting out
the reform. Reasons given for failure to support or even oppose the reform
have included a desire to avoid the political process of passing a law, not
wishing to spend political influence on a reform they see the financial insti-
tutions as opposing, and recitals of supervisor bromides like ‘good collat-
eral doesn’t make a good loan’ and ‘bankers are not pawnbrokers’. On the
other hand, one head of supervision and regulation overruled his skeptical
staff and demanded immediate action on reform; another convened a
large international seminar and announced that the superintendency’s
full support of the reform would go beyond the more narrow requests of
the sponsoring donor; and another supervisor attempted ushering the
law though a complex ratification process in a difficult political environ-
ment that included, inexplicably, the strong opposition of the chamber of
commerce.

11 One interesting exception to this is the IADB’s Peru program, which eventu-
ally overcame the opposition of the Ministry of Finance by supplying extensive
documentation of the need for reform and its likely economic impact and then
patiently urging reconsideration by the Ministry of Finance.

o
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Registries

Before reform, if they exist at all, security interests in movable property in
the possession of the debtor are made public with a registration process
that verifies and files key documents. After reform, publicity should rely on
a notice filing system; a database that does not verify documents and files
only a notice of the existence of these documents. The new system requires
far fewer employees. The registration systems of some small countries
operate with hundreds of employees. In contrast, the notice filing system of
the state of California, whose GDP is eighth among the countries of the
world, employs about seven employees.!? The super-modern notice filing
system of Romania is supervised by one state employee.!? Not surprisingly,
public registrars often oppose this reform. Poorly designed efforts by
donors to strengthen national registration systems have actually worsened
this problem in recent years. The efforts have often supported national reg-
istry laws and funded institutions that turn the registries into enormous
organizations with monopoly powers. Typically, the reform fares better
when the existing filing archive is in an economic ministry or a chamber of
commerce that is responsive to the broad concerns of its members. In two
such cases, the registry operators were strong proponents of reform and of
decentralized registration with private participation.

Courts and Ministries of Justice

These differ considerably among countries in their roles in legal reform. In
some countries, the Ministry of Justice is the gate-keeper for all laws. In
other countries, the economic ministries have the main responsibility for
economic laws. These differences seem uncorrelated with the region or
whether the legal regime is based on civil code or common law. Sometimes,
courts and Ministries of Justice have principled legal concerns that can only
be met by extensive discussions with international experts and trusted
local lawyers. Sometimes their objections are not so principled. Ministries
of Justice and court systems may get a large portion of their budget

12 Presentation by the head of the California filing archive, 1996. Ranked by
GDP, California was eighth in the world in 2006 behind the remaining United
States, Japan, Germany, China, United Kingdom, France and Italy. GDP data from
US Department of Commerce, Bureau of Economic Analysis, ‘Gross Domestic
Product (GDP) by state, 2006°, Table 1. Real GDP by State, 2003-2006, available
at www.bea.gov/newsreleases/regional/gdp_state/2007/pdf/gsp 0607.pdf. GDP for
other countries taken from International Monetary Fund, World Economic and
Financial Surveys, “‘World economic outlook’ Database, April 2007, available at
www.imf.org/external/pubs/ft/weo/2007/01/data/index.aspx, September 2007.

13 Correspondence with Paul Stanescu, Ministry of Justice, Romania, March
2007.
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revenues from the fees charged by the registries, as well as from the
auction and appraisal fees arising from the obsolete recovery processes
mandated in current laws. In every country where the courts or the Ministry
of Justice have such an interest, they have opposed reform of these key
features.

3.7.3 International Peer Guidance: Inner Circle!4

Most of us like to think of ourselves as operating by right reason, but who
among us is not susceptible to the voice of authority whispering in our ear,
‘It is so! It is so!!"” Who could be these voices of international authority for
national decisionmakers to push for collateral reform?

International financial institutions and bilateral donors

The ‘front line’ agencies in the effort to convince national decisionmakers
of the importance of any reform are the bilateral donors and the inter-
national financial institutions: the multilateral development banks (MDBs)
and the IMF.

Among the MDBs and the donors support for reform has increased
steadily since the early 1990s and more sharply over the past five years. The
EBRD was the first MDB to officially endorse this reform, with its Model
Law. It remains the only institution to have continuously supported the
reform since 1994 (see details at www.ebrd.com). Developments in the
other MDBs have also become more positive. Hits for the word ‘collateral’
on the websites of MDBs, for example, have risen sharply between 2000 and
2006. The World Bank’s widely-quoted ‘Doing Business Indicators’ now
feature several indicators of the state of secured transactions. The World
Bank has now published two guides to reform.!3

While this MDB endorsement is promising and lends credibility to the
reform, the MDBs have done little to raise the reform of the framework of
secured transactions to the policy dialogue state, where the MDB offers the
short list of actions that the country should take. The reform typically
receives no attention in the MDB reviews of the financial sector. The major-
ity of MDB credit line, banking, micro-credit and financial sector lending
operations, as well as credit line operations, contain no proposals for
reform of the legal framework. And, typically, when they do contain such
proposals, they are not implemented.

14 This section draws on Fleisig and de la Pefia (2007).
15 See Fleisig et al. (2006) and Baranes et al. (2001) available at http://rru.world-
bank.org/Toolkits/Collateral/.
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This inattention is a key reason why Ministers of Finance often do not
take this reform seriously. The reform of secured transactions suffers
because it is not on the list of actions that MDBs recommend. Not sur-
prisingly, a policymaker confronted with a long list of tasks for which a
large loan will be disbursed will pay little attention to an additional task
such as ‘reform secured transactions’ that is not on that list. Moreover,
because the time and power of most policymakers is limited, the reform
suffers because other actions are present on the list. Policymakers ask, not
unreasonably: if secured transactions reform is so important, why is it not
on the list?

MDBs also have some trouble managing effective legal reform projects
within their lending programs. For the small amounts of money required
for the reform, the administrative costs of loan preparation and loan super-
vision typically exceed the amounts the MDBs routinely budget for such
activities. Such actions require particularly great dedication when the gov-
ernment does not want to borrow for the reform at all. It is possible but
difficult to get around this budget constraint by including the reform com-
ponent in a larger policy-based loan. However, since such a loan disburses
fast, linking a reform with an uncertain schedule to loan tranches can force
surrendering of key legal details if the rest of the loan is be kept intact. It
takes a cool task manager with solid backing from his superiors to delay
disbursement of US$100 million tranche for a year, as the World Bank’s
task manager did on a loan to the Government of Romania, pending agree-
ment on the organization of the filing archive. Most managers find this
prospect too daunting. As one Division Chief explained, ‘I can’t afford to
do secured transactions. I have a division to feed’.

MDBs are making some progress in reform implementation, mainly by
moving the reform outside the lending program. The IADB is partnering
with its Multilateral Investment Fund grant program for secured transac-
tions reform; the World Bank has organized some stand-alone projects and
also offers technical assistance from its International Finance Corporation
trust funds; and the ADB has made substantial use of its grant-based tech-
nical assistance funds. The EBRD has long given such technical assistance.
It remains to be proved whether such projects, divorced from loan condi-
tions, can achieve a solid economic impact.

Among the donors, USAID was an early champion of this reform, about
contemporaneous with EBRD efforts in the transitional economies. It has
now expanded its support to other regions. Nonetheless, like the lending
operations of the MDBs, most USAID solicitations (‘requests for propos-
als’) on access to credit, micro-credit, rural finance or financial sector activ-
ities do not include components aimed at reforming the law of secured
transactions. Without such instructions, bidding contractors have little

o
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incentive to propose the inclusion of such elements. Another US donor, the
Millennium Challenge Corporation, has made reform of secured trans-
actions part of its compact in several countries. It is too early to assess their
impact on the reform.

All of these efforts have produced reforms of widely varying quality. The
enormous performance spread between the impact of the best and worst
reforms shows that considerably more attention needs to be paid to the eco-
nomic impact of legal details before we can get consistently good results.

Altogether, though, awareness today is much higher than ten years ago.
In 1996, the staff of the International Labor Organization presented a com-
petent survey of the work on collateral and development to assembled
donors. It polled the donor representatives on the importance of collateral.
The representatives of all donors present (except for those of USAID and
one from the World Bank) stated that further work on the laws governing
collateral was not a central concern.!®

Perhaps the single most influential donor on issues of reforming the laws
governing finance is the International Monetary Fund. Support for the
reform of secured lending, unfortunately, has not yet arrived at the IMF. In
1997, the G-10, concerned about financial instability in developing coun-
tries, set out a broad agenda of ‘Key elements of robust financial systems’
that gave primary emphasis to the ‘creation of an institutional setting and
financial infrastructure necessary for a sound credit culture and effective
market functioning. To this end, it is necessary to create a legal environment
where the terms and conditions of contracts are observed and where legal
recourse, including the taking possession of collateral, is possible without
undue delay’.!” It emphasized the reponsibilities of the IMF and MDBs in
supporting this reform.!® Following up on this detailed G-10 directive, the
G-22 instructed the IMF to support the reform of secured transactions.!®

16 Bernd Balkenhol and Haje Schiitte (1996). See, especially Annex:
Survey responses by members of the Donors’ Working Group, responses to
question 9. ‘What do you think are the implications of the collateral problem
for donors interested in the development of the financial sector in developing
countries?’

17" Group of Ten, ‘Financial stability in emerging market economies: A strategy
for the formulation, adoption and implementation of sound principles and prac-
tices to strengthen financial systems’, April 1997, available at www.bis.org/
publ/gten02.htm. See p. 3, but also pp. 15, 25-7, 37, 66 and 74.

18 Tbid. pp. 2, 6,7, 52, 61, 62, 64.

19 The Working Group on International Financial Crises noted ‘debtor-credi-
tor regimes were identified as important means of limiting financial crises and facil-
itating rapid and orderly workouts from excessive indebtedness. The report outlines
the key principles and features of such regimes (p. iii)’. The report sets out in
‘Annex B: Key Features of Effective Debtor-Creditor Regimes, key elements of 1.

o
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These ministerial urgings notwithstanding, an IMF review of its
Financial Sector Advisory Program? prepared in 2006, which studied 25
countries in depth, mentions the legal framework for secured transactions
in only one of the countries examined. In the Letters of Intent and
Memoranda of Understanding,?! the IMF’s principal record of IMF
agreement with borrowing member countries, a brief study of those for
Latin America indicates that only Ecuador and Peru mention the reform of
their systems for taking collateral or registering security interests. (For
more details on how the region is in dire need of reform, see de la Pefia,
Chapter 11, this volume). The remaining Latin American countries either
do not mention collateral or mention it only in the context of central bank
operations and security for debt swaps and transactions with the IMFE. The
IMF’s lack of interest in this reform will remain a heavy burden on its
public acceptance.??

Footnote no. 19 (cont.)

Creation of Security Interest; 2. Priority; 3. Registration of Security Interests;
4. Enforcement. It stated that ‘technical assistance from both the IMF and
the World Bank should help encourage and facilitate improvements in existing
insolvency and debtor-creditor regimes’ (p. 18). Group of 22 ‘Report of the
working group on international financial crises’, October 1998 available at
www.imf.org/external/np/ g 22/#crises. The G-22 Working group on Strengthening
Financial Systems similarly emphasized the role of good collateral in resolving
financial, restating the old advice ‘to maintain incentives for good management,
liquidity assistance should be provided only for short periods; the loan should be
fully collateralised, and granted at a penalty rate’ (p. 22 and again at p. 25 and
p. 26). It noted ‘For these purposes, the existence and strict implementation
of applicable laws on liquidation, bankruptcy, the assumption of collateral
and seniority rules for claims are crucial.” (p. 26). It recommended the use of
conditionality to achieve these ends: “The use of conditionality in IMF and World
Bank programmes is a powerful means of fostering the implementation of
standards and sound practices directly’ (Group of 22, Working Group on
Strengthening Financial Systems, Report of the working group on strengthening
financial systems’, October 1998 p. 42, available at www.imf. org/external/np/g22/
sfsrep.pdf).

20 International Monetary Fund (2006), p. 119.

21 Letters of Intent are prepared by the member country. They describe the poli-
cies that a country intends to implement in the context of its request for financial
support from the IMF. Memoranda of Economic and Financial Policies are
prepared by the member country. They describe the policies that a country
intends to implement in the context of its request for financial support from the
IMF. These documents were searched using the term ‘collateral’. Available at
www.imf.org/

22 This discussion draws on a paper prepared for the Inter-American
Development Bank and non-Latin American countries were not studied. See Fleisig
and de la Pefia (2007).
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3.7.4 International Peer Groups: the Outer Circle?3

Other important institutions influence both the views of the IFIs and those
of developing country decisionmakers. Among the more important are
bank regulators such as the Federal Reserve, the Comptroller of the
Currency and the Bank for International Settlements. These influences are
transmitted partly through the extension of supervisory standards, partly
through the example they set throughout the world, and partly through
their staff who are often hired by the IFIs.

Shortly after leaving the presidency of the Federal Reserve Bank of New
York, a position with enormous responsibilities for national and inter-
national bank supervision and regulation, Gerald Corrigan stated that: ‘it
is a total myth to suggest that Latin American and Caribbean banking prob-
lems will be solved by improved banking supervision, even if it is clear that
improved supervision is needed’ (p. 13) ‘the problems associated with the
credit life cycle are severely complicated by the historic lack of a credit
culture that firmly establishes in law, tradition and custom, the relationships,
duties and responsibilities between creditors and debtors. One particular
and very costly aspect of this lack of a well-established credit culture is the
enormously complex set of issues surrounding the collection process for bad
loans. These problems tend to ensure that ultimate losses on bad loans will
be very high, if for no other reason than the fact that the passage of time
usually means larger ultimate losses’ (p. 17).2* That point extends far
beyond Latin America and remains true for today’s developing countries.

Sadly, Corrigan’s view is the exception. The importance of the property
rights regime and its bearing on the financial sector remains largely ignored
by industrial country bank regulators. By law, the Federal Reserve and the
Comptroller of the Currency assess the riskiness of Latin American
banking systems in order to regulate branches of Latin American banks
operating in the United States. However, the analyses of foreign financial
systems available on their websites or described in their supervision
manuals show no awareness of how problems in property rights affect the
debt collection system in Latin America. They do not discuss the greater
riskiness of both secured and unsecured loans in countries without
reformed systems.2> Yet these problems are central in any appraisal of the

23 This section draws in the discussion set out in Fleisig and de la Pefia (2007).

24 Corrigan (1997) available at http://www.iadb.org/sds/doc/ifm-107e.pdf

25 Federal Reserve examination procedures dwell heavily on collateral and collat-
eral adequacy. Hundreds of references in their examination manuals address different
aspects of collateral and the link between the taking of collateral and the legal
foundation of collateral in the Uniform Commercial Code, Article 9. The manual

o
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soundness of any loan by a US-based banking institution to a Latin
American client or using collateral located in Latin America, or assessing
the soundness of the dealings of a US branch of a Latin American bank
with its parent bank.

Nor has the link between risk mitigation and its legal foundation been
given much attention by the Basel Committee on Bank Supervisors, who
are issuing international standards on bank supervision. The Basel II
standards show a considerable advance since the 1998 agnosticism of Basel
I about collateral, which stated that: ‘it has not been found possible to
develop a basis for recognising collateral generally in the weighting
system’.26 However, even the Basel II standards steer clear of generaliza-
tions at the country level about the quality of laws governing collateral.
Instead, they leave these judgments to a bank-by-bank assessment and to
the national supervisor’s review.2’ Curiously, hundreds of hits show that the
BIS has focused on the use of collateral for cross-border transactions for
banks, but not examined the legal frameworks for secured lending and debt
collection in the systems of the countries whose risk they hope to assess.

Footnote no. 25 (cont.)

repeatedly emphasizes the need to comply with that law and other laws. However,
the taking of foreign collateral and the evaluation of bank branches of banks that
depend on foreign collateral is largely glossed over. Here is the Federal Reserve’s
only treatment of foreign collateral in its examiner’s manual: ‘The branch [of the
foreign bank] should have policies for taking foreign collateral as security for a loan
to assure adherence with the local [foreign] required procedures. For example, liens
on fixed assets in many countries must be registered with the local government’.
Board of Governors of the Federal Reserve System (1997), available at www.feder-
alreserve.gov/boarddocs/supmanual/us_branches/usbranch.pdf.

26 “In view of the varying practices among banks in different countries for
taking collateral and different experiences of the stability of physical or financial
collateral values, it has not been found possible to develop a basis for recognising
collateral generally in the weighting system. The more limited recognition of col-
lateral will apply only to loans secured against cash, and against securities issued by
OECD central governments, OECD noncentral government public sector entities,
or specified multilateral development banks’. Basel Committee on Banking
Supervision, International Convergence of Capital Measurement and Capital
Standards, July 1988, updated to April 1998, (iv) Collateral and guarantees, para.
39, p. 11. Available at www.bis.org/publ/bcbsc111.pdf39.

27 ‘the additional credit risk mitigation permitted under Basel I1.. . . will depend
on which additional eligible instruments are used as collateral in a particular juris-
diction, whether the legal basis for the enforcement of collateral is eVective, the exis-
tence of liquid markets to obtain reliable collateral valuations and the availability
of a larger range of guarantors, including providers of credit derivatives’.
Basel Committee on Banking Supervision, Implementation of Basel II: Practical
Considerations, Basel: Basel Committee on Banking Supervision, July 2004, p. 10,
available at www.bis.org/publ/bcbs 109.htm.
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There is no evidence from the public documents or websites of these
institutions that they themselves understand how much the success of their
own regulatory policies rests on the advanced systems for property rights
in their own countries. However, when banks and regulators in developed
countries follow the myth that the success of their financial systems arises
from their regulatory efforts alone and is independent of the legal frame-
work for debt collection in the industrial countries, it is a harmless vanity.
The progress of laws, property rights and legal institutions continues in
these countries independent of the view of these regulators.

Nonetheless by ignoring these problems, these institutions indirectly pro-
mulgate the myth that developing countries can develop their financial
sectors only by improved financial institutions supervision and regulation
and by improved banking techniques. Many supervisors and regulators,
including those from industrial countries, have questioned the points set
out in this chapter simply because they are not reflected in the concerns of
the BIS, the Fed or the Comptroller. The argument from authority is alive
and well. By this silence, these agencies make the task of reform harder.

In contrast to these institutions, several other international agencies have
taken steps that recognize the importance of the legal framework for
secured transactions. UNIDROIT has issued an international convention
on international mobile equipment financing (aircraft, railway stock, satel-
lite). UNCITRAL has issued an international convention on accounts
receivable financing, though the optional registration requirements will
limit its importance as a security device. UNCITRAL has also issued a leg-
islative guide on secured transactions reform. And the OAS has issued a
model secured transactions law for Latin America. These efforts all con-
tribute to the respectability of the reform and, thereby, to its support.
However, their effect is limited because economic policymakers know little
about them, as do international economic agencies. Curiously, those efforts
aimed largely at advising (the OAS model law and the UNCITRAL leg-
islative guide) have so far had little effect on the judicial and legal commu-
nities who presumably do recognize their authority.

3.7.5 General Obstacles

Finally, over and above issues peculiar to secured transactions, are some
general features that inhibit all successful reform.

No measurement of impact

Neither MDBs nor donors measure the impact of their programs. In
the face of past concerns about over-reliance on rates of return, they
have abandoned such measurement almost entirely. MDBs and donors,

o
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therefore, typically have no idea what the gain is from the programs they
support. Sometimes they are even unsure whether countries undertake the
actions that loans and grants are supposed to support. In such an environ-
ment, where only a loose intellectual link exists between resource input and
economic output, the high potential return from the reform of the frame-
work for secured transactions simply attracts no attention.

Slowly changing paradigms

MDBs, donors and policymakers have paradigms — ways of viewing and
understanding reality — about the development process. These paradigms
change only slowly. For many years, MDBs supported the development of
government finance agencies in developing countries that would lend
directly to ‘underserved’ business and agriculture (see Beck, Chapter 2, this
volume). Even though billions of dollars were lost by these institutions,
MDBs never asked why developing countries needed state-run lenders to
handle “‘underserved’ lenders when private lenders in developed countries
would make exactly the same loans to the same clients. After years of
failure and billions in losses, the paradigm shifted to a mix of credit line
operations, some of which disbursed through private banks in order to
ensure efficiency. But, especially when efficient, these disbursements tended
to be slow and these operations did not seem to reach target borrowers.
Once again, MDBs did not ask why private lenders did not onlend these
credit lines in order to make loans in developing countries that their equiv-
alents in developed countries were happy to make. The paradigm again
shifted, this time to micro-credit: small unsecured loans. These programs
did appear to exploit a significant market niche. However, since these pro-
jects were also undertaken with no attention to the legal framework for col-
lecting either unsecured loans or secured loans, they too seem to have
reached the limits of their utility (on micro-finance, see Engelhardt and
Regitz, Chapter 6 and Holtman, Chapter 7, this volume). The time may be
ripe for a new paradigm. Some MDB managers support taking a step back-
ward and advocate once again funding government-run credit lines, which
will make loans despite the absence of a reformed legal framework for
secured lending. But others may be prepared to look at reforming the
underlying legal framework that prevents the private sector from making
these loans in the first place.

General resistance to change

People resist change, even when it is good for them. Hybrid corn was intro-
duced in the United States in the second half of the nineteenth century.
Planting hybrid corn is a simple horticultural decision: all inputs — plowing,
harrowing, weeding, seed drilling — remain the same. Only the seed changes.
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A hybrid corn seed, however, produces about three times as much corn as
an ordinary seed. Tripling your income for the same effort seems simple to
explain and quite attractive. Nonetheless, it took American farmers
50 years to fully adopt hybrid corn.

Change can be risky

American sharecroppers (poor farmers who reimbursed the landowner
with part of their harvest) knew that growing cotton yielded more
income than does growing corn. Nonetheless, sharecroppers devoted a
large fraction of their effort to growing corn, not cotton. Because they
were poor and had no cash reserves, poor sharecroppers risked starvation
if their cash crop failed. So they must always plant some food. For poor
countries, embracing the future may be similarly scary. They will require
not just a consensus among their international peer group, but many suc-
cessful adoptions by other developing countries before they take a step
forward.

3.8 REFORM: THE OUTLOOK

The outlook for reform is guardedly optimistic. The number of legal reform
projects is rising and the MDBs and US donors are wheeling more resources
into play. Disturbingly, many projects implement financial reforms that do
not address the economic fundamentals of secured lending. Consequently,
many reforms have had to be redone, sometimes more than once. However,
donors seem willing to finance these duplicative efforts until success is
achieved. This push, together with a rising volume of supporting research
from MDBs, will increase the respectability of the reform and push it higher
on the agendas of MDB task managers and country policymakers.
Adoption of successful reforms should spur interest, though this will be a
slow process since criteria for a successful reform do not yet seem to be of
interest to those funding the reform. If it occurs, endorsement of the reform
by the IMF and other international organizations influential in the financial
sector will accelerate adoption. Remembering the experience with hybrid
corn, this hopeful outlook should be guarded.
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