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PREFACE

T his report has been prepared w ithin the fram ew ork o f  the ADB funded ТА No. 4820-U ZB 
“Im plem entation and M onitoring o f  Policy Reform s in A griculture Sector’'.

The prim ary objective o f  this report is to prom ote and facilitate the im plem entation o f  agreed 
agriculture sector reform s through the evaluation o f  the agricultural credit options.

The overarching tasks for this objective are:

i) Review  and describe the current sources and arrangem ents for the provision o f
agriculture credit, w ith particular em phasis on the crediting m echanism s for 
cotton and w heat production;

ii) U ndertake an assessm ent o f  the perform ance o f  G overnm ent sponsored agriculture
credit program s, including their im pact on, a) G overnm ent f  nances, b) participating 
com m ercial banks, and c) farm  f  nances;

iii) A ssess the availability o f  com m ercial sources o f  farm  credit and the term s and
conditions w hich apply to such funds;

iv) Prepare a set o f  proposals w hich w ould allow for a gradual increase in  the use o f
com m ercial sources o f  credit for funding agricultural production;

v) A ssist the iden tif cation o f  priority  reform s;

vi) Contribute to  an assessm ent o f  the resource requirem ents o f  proposed reform s;

vii) A ssist in consultation processes w ith national, provincial and district authorities
including sem inars, w orkshops and public aw areness program s;

viii) C ontribute to  the establishm ent o f  a  m onitoring and evaluation system  that can track
selected credit param eters;

The specif с goals for the f  rst m ission, w hich took place in N ovem ber o f  2007, were:

i) A ssess the current state o f  agricultural credit w ithin Uzbekistan;

ii) A  second m ission in A pril 2008 developed specif с proposals to  further prom ote 
lending;
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EXECUTIVE SUMMARY

W ithin the fram ew ork o f  the Technical A ssistance “Im plem entation and M onitoring o f  Policy 
Reform s in Agriculture Sector”, the C redit Expert has undertaken an assessm ent o f  the capacity 
o f  the f  nancial sector to m eet the needs o f  agricultural enterprises operating in U zbekistan. The 
initial input focused specif cally on two tasks tied to the initial phase o f  the project (1) assessing 
the specif с sources and uses o f  credit for agriculture in U zbekistan and (2) contributing to the 
interim  report o f  the project team  in the area o f  credit in collaboration w ith a  local expert. The 
second m ission included in this report expanded on the conclusions o f  the initial m ission to 
further develop specif с interventions in the agricultural credit sector, offering solutions to ease 
credit to the agricultural sector during the m arket transform ations.

B uilding on the results from  the raion w orkshops im plem ented during February and M arch 
2008 by the project, as well as the results o f  the f  rst m ission specif с interventions have been 
developed to overcom e the m ajor iden tif ed problem s o f  the agricultural sector with regards to 
credit. S pecif cally three solutions have been proposed; the developm ent o f  a  guarantee fund to 
overcom e collateral d e f  ciency, a re f  nance facility to offset high interest rates, and w arehouse 
receipt facility to allow for im proved access to w orking capital in order to sm ooth cash f  ow 
needs.

In the tim e available it has not been possible to elaborate on these proposals in detail. However, 
there are w orking m odels available in o ther parts o f  the w orld w hich offer useful experience i f  the 
governm ent wishes to pursue any o f  these proposed interventions. All the proposals m entioned 
w ould require further detailed analysis to shape a particular m odel to  the circum stances currently 
found in Uzbekistan.
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I. BACKGROUND

1.1 A griculture plays a leading role in the econom ic plans o f  U zbekistan, contributing more 
than 24%  to G D P and supporting 40%  o f  the workforce. A gricultural credit schem es, specif cally 
directed credit program m es, have been im plem ented to support specif с strategic sectors in 
the agricultural econom y. Since 2004 several reform s have been introduced to im prove their 
effectiveness and the effectiveness o f  agricultural credit in general. These reform s, relating to 
credit and associated institutions, have included

i) the continuing privatisation o f  farm ing entities, f  nancial institutions, and related 
industries;

ii) the increasing loan size and low ering o f  the interest rate o f  targeted loans to w heat 
and cotton;

iii) the closing o f  the business fund;

iv) M icro f nance law s introduces in 2006;

v) C redit U nion Law  renew ed in 2006;

1.2 D espite the reform s m ost farm ing enterprises do not have access to  the type o f  credit 
options they feel w ould  be m ost benef cial. In general available credit is either directed credit 
w hich has only a small cash com ponent and focused on only targeted uses, or a lim ited amount 
o f  com m ercial credit w hich does not m eet even a small percentage o f  the needs. This is slow ly 
changing as M icro f nance institutions, Credit Unions and Leasing com panies push into rural 
areas and add to  the credit options available to farm ers.

1.3 W hile slow ly reform ing, U zbekistan’s banking sector is still very m uch driven by 
governm ent interventions. The banking sector includes 29 m ainly private banks, though 
m any o f  these have large governm ent ow nership stakes. The governm ent controls three large 
banks, totalling about 60 percent o f  banking assets, which support the governm ent’s econom ic 
priorities through subsidized loans offered to specif с sectors and targeted com m ercial lending. 
Foreign banks m ay operate only in a subsidiary status, and all routine banking operations require 
governm ent perm ission. Taxes can be collected through the banking system , and suspected tax 
evaders m ay have their accounts frozen.

1.4 Since the dissolution o f  the traditional agricultural crediting institution, A groprom bank, 
there has been an em ergence o f  several new  banks focused on agriculture1. A long w ith the new 
banks em erging, there has also been a grow th in C redit U nions and M icro F inance institutions. 
D espite this there are still num erous gaps in the agricultural credit m arket. These gaps m ainly 
relate to  access to  credit by those farm ers who are not involved in the grow ing o f  w heat and 
cotton, as producers o f  those crops are able to obtain credit through a governm ent program m e 
o f  directed credit.

1 P ax ta  B ank, G alla  B ank, and  M evasabzavo t B ank, w hich  w as subsequently  m erged w ith  S avdogarbank, w ere  created  from  the rem nants 
o f  A groprom bank . Turon B ank, M ikrok red it B ank and  Zam in B ank w ere  a lso  established  w ith  som e o r a m ajority  o f  the ir focus on  A gro- 
enterprise.
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1.5 Agricultural credit in U zbekistan is dom inated by  directed credit aim ed at cotton and 
w heat farm ers. This is highly subsidised, at three percent, and does not allow  the farm er m uch 
room  for targeting the use o f  funds. The tim ing is dictated by national norm s, not taking 
into account regional conditions, and the use is inform ally directed by the local Hakim . This 
subsidised rate has distorted the agricultural credit sector, and in areas w here com m ercial credit 
is available, it cannot com pete w ith the directed credit, even w here their term s are m ore liberal. 
Com m ercial credit is m ainly used for crops o ther than w heat and cotton, and through the 
com m ercial banking system  this is m ainly offered to those clients w ith a  concurrent governm ent 
loan w ho need funds to grow other crops in addition to cotton or wheat. O ther farm ers are either 
unable to access com m ercial credit, or cannot afford the high interest rates, averaging around 
20%  for new clients. Due to the d iff  culties o f  accessing credit, 67%  o f  U zbek farm ers do not 
access form al credit.2

1.6 Credit is available through com m ercial banks, credit unions, m icro f nance institutions, 
and leasing com panies. Inform ally m oney lenders also m ake loans in the agricultural sector. 
Overall in the agricultural sector there is a  gap currently  betw een dem and and supply o f  credit. 
W hile slow ly alternative credit granting institutions, such as m icro f nance institutions, credit 
unions and leasing com panies are m oving to close this, this is a long term  prospect and there 
is an im m ediate need to support the current system  o f  com m ercial banks and their m ini-bank 
system  to avoid a collapse o f  rural credit. A bove all farm ers are concerned at the lack o f  
long term  reasonably priced funding for farm  im provem ent and m achinery, w hich m ust be 
addressed.

1.7 The results from  the raion w orkshops generally  re f  ected m any o f  the observations m ade 
in the initial report detailing the agricultural credit m echanism s in U zbekistan, and brought forth 
o ther issues that also need to be dealt w ith through w ider rural credit policies and priorities.

2 AD B O n farm  survey, 2007 
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II. OVERVIEW  OF AGRICULTURAL CREDIT IN UZBEKISTAN

A. Challenge to Agricultural Lending

2.1 The developm ent o f  best practice m ethodology in agricultural lending has been a source 
o f  m uch debate throughout the past several decades, leading to  m any changes in the approach 
taken by  m ost countries. This has been a shift from  a top dow n, interventionist policy towards 
a m ore liberalised m arket oriented approach. The result has been progress in the direction 
o f  long-term  sustainability in the agricultural sector, rather than the achievem ent o f  short­
term  gains at the expense o f  m arket distortions. How ever, to  im plem ent sudden liberalisation 
w ithout developing a netw ork o f  f  nancial institutions w ith the capacity to m eet the credit 
needs o f  the agricultural sector can in fact ham per the developm ent o f  a vibrant agricultural 
sector. U zbekistan faces this crossroads right now, the f  nancial system  is currently developing 
a netw ork o f  banks, m ini-banks (regional sub-branches o f  com m ercial banks based close to the 
clients), M icro f nance Institutions (M FIs), C redit U nions and leasing com panies to  m eet the 
needs o f  the agricultural sector. Yet the mini banks are reliant on delivering directed credit to 
only specif ed activities in agriculture, rather than offering a suite o f  products m eeting a range 
o f  needs. The M FIs and C redit U nions are also constrained by the need to  m eet their operational 
cost base to f  nance only those activities w hich offer high p ro f t w ith a fast turn around time. 
M FIs and C redit U nions also do not have as yet a deep penetration into rural areas. This does 
not yet encourage the m arket to  develop innovative products to m eet the w ider needs o f  the 
sector.

2.2 The challenge m oving forw ard w ill be to continue the liberalisation o f  the agriculture 
and f  nancial sectors and encourage the increase in resources m ade available for credit-w orthy 
agricultural clients. Yet w hile doing so insuring there is no disruption in the f  ow  o f  credit to 
agriculture and the system  to deliver the credit becom es f  nancially sustainable, and in fact 
p ro f table enough to encourage com petitors to enter the m arket. Throughout this shift the 
role o f  the governm ent w ill have to be carefully thought out in establishing legal policy and a 
regulator fram ew ork to  support the transition, as w ell as codifying the extent o f  governm ent 
intervention in the case o f  m arket failure.

B. Analysis o f Directed Credit

2.3 Cotton and w heat are supported through a directed credit program m e o f  the U zbek 
governm ent, operated by the M inistry O f  Finance. Cotton and w heat are cornerstones o f  the 
U zbek econom y, w ith cotton m aking up around 20%  o f  exports, thus creating a perceived need 
to  f  nancially  support the sector. As farm ers are tied into a f  xed price purchase and sales 
contract w ith governm ent institutions for a  m ajority o f  their production, p ro f t m argins are 
m inim al creating the need for subsidised credit. Overall this program  has been successful 
in supporting those two industries and U zbekistan has been able to sustain its position as the 
second largest cotton exporter and f  fth largest producer in the w orld w ith a se lf  su ff ciency in 
wheat.
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1. Mechanism

2.4 The m echanism  for lending the direct credits w as established in January 2004 based 
on the “Regulation o f  procedure o f  crediting expenses o f  farm ing enterprises for production o f  
grain crops and raw  cotton, purchased for state needs by com m ercial banks”

2.5 In order to access the funds a farm ing enterprise m ust sign a purchase contract with 
governm ent suppliers for inputs, develop a business plan w ith expected cash f  ows and balance 
sheet accepted by the tax authorities, and subm it a  report o f  f  nancial condition.

2.6 The loan is m ade based on a m axim um  o f  60%  o f  the value i f  the production, based 
on the previous years prices and current years quota. This is split into specif с credit lines and 
tranches based on the business plan and agricultural charts. This can take the form  o f

i) Rem uneration o f  wages;

a. This line item  is the only form  o f  the loan lent in cash;

ii) Purchase o f  inputs from  governm ent suppliers;

iii) M achinery rental or leasing paym ents;

iv) Paym ent o f  taxes electricity and w ater related charges;

These line items are fx e d  before the loan is disbursed and, regardless o f  any price changes or 
unanticipated need, the use o f  funds cannot be altered.

2.7 The loans are distributed according to standardized technical docum ents for each 
crop.3

2.8 For cotton the tranches, as a percentage o f  previous years sales and percentage o f  loan 
proceeds are disbursed in the follow ing manner:

i) 10% (or 17% o f  loan proceeds)by January 1 s‘ ;

ii) 25%  (or 42%  o f  loan proceeds) by April 181;

iii) 50%  (or 83% o f  loan proceeds) by July l s t;

iv) 60%  (or 100% o f  loan proceeds) by Septem ber 1st;

2.9 For wheat the tranches as a percentage o f  sales price and total loan proceeds are:

i) 35%  (or 58%  o f  loan proceeds) by January l sl;

ii) 50%  (or 83%  o f  loan proceeds) by April l sl;

iii) 60%  (or 100% o f  loan proceeds) by June 1st;

3 T he use o f  technical docum ents w hich  do not take in to  account local cond itions o r farm ing  m ethods has a lso  been  a  ba rrie r to  the  e f f  cient 
a llocation  o f  m onetary  resources. A lthough th e  M inistry  o f  A gricu ltu re  disputes th is stating  there  are  regional variations.
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2 .10  C o tton  is len t fo r a du ration  o f  18 m onths w h ile  w hea t is len t fo r 12 m onths, 
w ith o u t th e  rig h t o f  ex tension .

2.11 A ny  goods n ecessa ry  to  pu rchase  from  n o n -governm en t supp lie rs  are no t ab le  to  be 
in c luded  u n d er the  term s o f  the  loan , un less sp ec ifica lly  desig n a ted , and  m ust be pu rchased  
from  the  farm ers ow n resou rces . In m any  cases the  use o f  funds on accoun t o f  the farm ing  
en te rp rise  a t the  bank  are d irec ted  by  the  local H ak im iya t ra th e r  th an  the  farm er.

2 .12  In su rance  is no lo nger requ ired  on all loans under the  d irec ted  c red it p rogram .

2. E ffect on Banks

2.13 B anks tha t focus on the  subsid ised  c red it o ften  do th is  at the  expense  o f  o ther 
b an k in g  ac tiv itie s . W ith  cen tra l bank  re fin an c in g  ra tes  a t 14%  and deposits  pay ing  10- 
12%  it is ea sie r  fo r banks to  sell low  cost d irec ted  c red it guaran teed  by  the sta te  then  try  
to  m ob ilise  h igher co st resou rces fo r com m ercial lend ing . E ven  com m erc ial ac tiv ity  in 
the  ag ricu ltu ra l sec to r in large part revo lves  a round  the  needs o f  farm ers w ho have a lready  
rec e iv e d  d irec ted  c red it to  engage in o th er activ ities.

2 .1 4  B anks have  in fac t reduced  th e ir in te rm ed ia tion  ro le  to  a m in im um  as a resu lt, 
a lthough  th is  shou ld  be a m ajo r ro le  o f  the  financ ia l sector. B anks tha t do co llec t deposits  
ap p ear to  do th is  as a resu lt o f  governm en ta l p ressu re  ra th e r than  any  real desire  to  increase  
reso u rces . T hey  also  have to  pay  h ig h er than  expected  in te rest ra tes  as th ey  have to  respond  
to  governm en t p ressu re  to  increase  deposits  in an env ironm en t u n a ttrac tiv e  to  d ep o sito rs .4 
A  recen t go v ern m en t decree  o ffe ring  a “ no q u estio n s  ask ed ” po licy  to  deposito rs  from  
A pril 2008 th rough  A pril 2009 is a im ed  at increasing  deposits  in the  banks sector. T his 
though  has ra ised  qu estio n s  abou t m oney  laundering  issues  from  in te rnationa l regu la to rs  
as the  so u rce  o f  these  funds w ill no t be verified . R ather than  deve lop ing  those  sk ills  in 
e ffic ien tly  and  p ro fitab ly  fu nnelling  m oney  from  investo rs  to  c red it w orthy  c lien ts , banks 
have  ra th e r  focused  on m eeting  the  governm en ts ta rge ted  goa ls  u sing  low  cost funds.

2 .15 It is a lso  c le a r  in the  b an k in g  system  that d irec ted  c red its  have led  banks to  lose 
focus on tran sac tio n  and  ad m in is tra tiv e  costs. T his is m ost c lea rly  seen  in the  developm en t 
o f  m in i banks w ithou t any  c lea r idea o f  th e ir co st s tru c tu re  o r susta inab ility . O verall 
the  ad m in is tra tiv e  costs  o f  the  d irec ted  c red it loans, from  o rig in a tio n  th rough  repaym en t 
appears to  be very  large, due to  onerous app lica tion  and  m on ito rin g  requ irem en ts. As 
banks fo llow  the  p ro ced u res  set by  the  governm en t fo r u n d erw ritin g  and  serv ic ing , the 
ab ility  to  in novate  has been  s tif led  to  the  de trim en t o f  th e ir  c lien ts  in need  o f  a  v a rie ty  o f  
p roducts . A s p riv a tisa tio n  m oves fo rw ard  in bo th  the  ag ricu ltu ra l and  financial secto rs, 
these  banks w ill find  th em se lv es  w ith o u t the necessary  reso u rces  o r sk ills  to  com pete  on 
a  com m erc ia l basis.

4 D eposito rs face both  the  possib ility  o f  the ir funds be ing  inaccessib le  as cash  due to  a  tigh t m onetary  policy  and also the  possib ility  o f  the 
funds be ing  frozen  fo r tax  purposes.
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2.16 In the long term, the rem oval o f  the directed credit program  and further liberalisation o f  
the f  nancial sector will enable f  nancial institutions to increase their e f f  ciency and play  a m ore 
active role in the interm ediation o f  funds in the country. This w ill allow  a m ultip lier effect o f  
m oney in the U zbek economy, insofar as m oney not being kept in the banking system  is m oney 
not being effectively used for investm ent.

3. Effect on Farmers

2.17 The reason farm ers need to acquire the subsidised credit is a  result o f  lack o f  m arket 
forces in the cotton and wheat sectors. Farm ers are forced to  sell a m ajority  o f  their crop to the 
governm ent, often below  w orld prices, w hile being obliged to purchase inputs from  governm ent 
suppliers at prices often above w hat is available in the inform al m arketplace (although other 
inputs are subsidised below  m arket costs). W ithout subsidised interest rates, farm ers w ould 
f  nd it im possible to m ake any p ro f t on w heat or cotton.

2.18 As it stands m ost cotton and w heat farm ers are m aking very little i f  any p ro f t  on 
those activities. As the farm ers are tied to specif с quotas, there is a  disincentive to increase 
production. Farm ers are m ore likely to keep yield low  in order to  (illegally) d ivert resources 
to other m ore p ro f table activities, allow ing them  to increase their cash based activities where 
they can m ake a p ro f t. Insofar as loans are based on previous year sales, farm ers also have 
a disincentive to increase output over the quota, as they w ill have to  use their own resources 
to m ake up the difference in inputs. W hile it is not likely, it is possible that a farm er who 
continually overproduces com pared to the quota w ill have their quota reassessed. Farm ers 
producing under the quota also face the prospect o f  having their lease revoked.

2.19 Farm ers are unable to  e ffc ien tly  allocate the loan funds, but rather are beholden to 
predeterm ined line items, despite w here the current needs m ay be. In m ost cases farm ers do 
not even have the ability to allocate w here the m oney is spent, but this is done by  regional 
authorities on their behalf. O nly the am ount allocated for w ages, w hich is circa 17% o f  the loan 
proceeds, is disbursed in cash for the farm er to control. Even this is m uch less than the farm ers 
need for w ages which is closer to 30-35%  o f  their costs.

2.20 Item s the governm ent suppliers do not sell, such as spare parts, cannot be purchased 
w ith loan proceeds.

2.21 Not having control o f  the funds creates farm ers w ho are not adept at m anaging the m ost 
effective application o f  resources. They will use the entire am ount dedicated to  any one input 
regardless o f  need as they do not w ant to  incur a sm aller am ount in future years i f  they do not 
use the entire am ount in the current year. I f  farm ers w ere able to  control the funds, they w ould 
utilise the inputs to m axim ise p ro f  t by  directing them  to the m ost e ff  cient uses.

2.22 Farm ers have shown them selves w illing to  pay m uch higher interest rates to  be able 
to control the use o f  funds in cash and sell on the open m arket, again for cash. M any farm ers 
who have acquired the lease o f  form er Shirkats are only involved in grow ing cotton and w heat 
in order to access land they m ay use for other p ro f t m aking activities. Further opening up the
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cotton and w heat m arkets to com petition will allow  better use o f  land as well as encourage 
funds to f  ow  from  the banks to the m ost effective farm ers w ho prove their ability to m anage 
credit at a com m ercial rate. W ith a p ro f t m otive, farm ers have traditionally been m ore effective 
in m axim ising the yield and m anaging the land m ore effectively.

2.23 A llow ing m ore access to cash, both in loan form  and from  revenues after harvesting 
w ould be a great incentive for farm ers grow ing cotton and wheat. Currently only that amount 
used to pay  labour charges can be accessed both from the loan and held back from  revenue. 
Farm ers have little ability to access m oney even if  it is in their account as a result o f  revenue and 
is needed for im proving their farm ing activities. This can lead to problem s even in repaying 
loans from  other institutions despite having m oney in their account.

2 .24 In order to  truly revitalise the agricultural sector farm ing enterprises need to have 
access to  a diverse array o f  f  nancial products m eeting their needs. This will allow enterprises 
o f  different sizes, production and needs to  access the f  nancial product geared to their needs. 
Subsidising the agricultural sector through directed credit program s underm ines the developm ent 
o f  sustainable enterprises.

4. Effect on Government

2.25 D irected credit has been im plem ented by the governm ent in order to support policy 
decisions on critical econom ic sectors. The use o f  credit as a tool is usually based on, som etim es 
incorrect, assum ptions about the inability o f  com m ercial banks to lend to these sectors, the 
lack o f  liquidity in the farm ing sector and the inability o f  farm ers to m anage f  nancial tools 
w ithout governm ent support. In U zbekistan directed credits are also ju s tif  ed by distortions in 
the m arket caused by price controls on inputs and production.

2.26 The am ount lent to cotton and w heat in 2007 w as 88 billion and 14.8 billion sums 
respectively. This w as an increase o f  44%  for cotton and 38%  for w heat com pared to 2006. 
This am ounted to 14% o f  expenditures in the agricultural sector in 2 0 0 6 .5

2.27 W hile directed credit program s have helped to support the success o f  cotton and wheat 
production, ultim ately it will be an obstacle in the governm ent’s ongoing shift to a free market. 
A llow ing the m arket to  allocate resources rather than the governm ent underpins a successful 
transition.

C. Commercial Credit

2.28 A gricultural enterprises can obtain com m ercial credit from f  ve sources:

i) Com m ercial Banks;

ii) C redit Unions;

5 M in istry  o f  econom y “on budget expenditu res fo r the  agricu ltu ral sec to r"  2006;
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iii) M icro Finance Institutions;

iv) Leasing com panies;

v) Informal lenders;

2.29 The reality is that these sources, w ith the exception o f  inform al lending from  relatives, 
supplier and local m oney lenders, m eet very little o f  the dem and for credit in the agricultural 
sector. In order to  m odernize the increasingly capital intensive agricultural sector, farm ing 
enterprises will need to have access to a variety o f  credit products; including w orking capital, 
seasonal loans, and longer term  investm ent loans. Poorer people in rural areas need access 
to m odem  and innovative f  nancial services to help clim b out o f  poverty. In m any cases only 
access to credit will allow the small farm er to m ake to investm ent necessary in order to develop 
a p ro f t m aking enterprise. Im proving credit opportunities for farm ers w ill achieve not only an 
increase in production, but also a reduction in rural poverty.

1. Agricultural Credit Granting Institutions

a. Commercial Banks

2.30 A result o f  the reform s o f  the past several years has been a collapse o f  the traditional 
institution o f  credit granting to the agricultural sector, A groprom bank, and the em ergence o f  
new com m ercial, agriculturally focused, f  nancial institutions to take its place. This is a positive 
m ove tow ards the developm ent o f  a m odem  agricultural banking system  and increasing the role 
o f  com m ercial credit. Despite this devolution o f  agricultural credit institutions, the f  nancial 
institutions are still reliant on directed credit program m es o f  the governm ent for a substantial 
proportion o f  their agricultural portfolio.

2.31 Com m ercial banks offer credit to  agricultural enterprises on a com m ercial basis, in the 
banking system  this accounts for 4%  o f  the total portfolio. This usually  entails loans to farm ers 
who have already accessed directed credit to engage in other activities or loans for agro­
processing. D epending on the client, banks offer different interest rates, tenor and collateral 
coverage policies. This can range from  5 year loans at 14% for preferred credit to good clients 
up to 20%  loans for under 1 year for regular clients. C ollateral coverage policy ranges from  
no collateral necessary to 125% coverage necessary. Banks do not have any specif ed loan 
term s, but tailor each to the business plans o f  the farm er, the m ean term  o f  the loans is alm ost 
42 m onths in the agricultural sector6. D ue to  governm ent decree7 banks are also beginning to 
offer som e m icro-lending options to poor fam ilies to  a m axim um  o f  15 m illion sum s, but this is 
not on a com m ercial basis or fully on a cash basis, and the resources are m inim al.

2.32 U zbek banks, using their own resources, are unable to develop the underw riting 
guidelines o f  agricultural loans. They are instead obliged to follow  the governm ent regulations 
on loans to farm  enterprises. This often results in farm ers unable to repay in a tim ely  m anner 
and thus unable to access further com m ercial credit.

6 2007 O n Farm  Survey

7 P residential decree 308 
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2.33 Banks w ill need further training and regulatory leew ay to  begin developing products and 
procedures w hich m eet the needs o f  farm ing enterprises. S pecif cally in dealing w ith sm aller 
farm ing enterprises banks are not able to react to  the needs in a tim ely m anner, which is why 
the farm ers turn  to M FIs and C redit U nions despite the higher interest rates and shorter terms. 
W ith the outreach provided by the m ini-bank system  banks have an opportunity  to now  to focus 
on reaching new  farm ing enterprises, not ju s t those involved in directed credit program m es.

b. Mini Banks

2.34 M ini B anks have been prom oted by the governm ent as a solution for dispersing credit 
services o f  the banks to all regions. Currently there are over 1000 m ini banks, w hich act like 
o ff  ces o f  regional banks branches, offering different levels o f  service. M ini-banks offer an 
opportunity  for banks to begin offering a larger range o f  services to  their agricultural clients. 
O ne o f  the m ajor risks o f  lending to the agricultural sector is the lack o f  client know ledge and 
inability  to m onitor the loan use; m ini-banks put the bank personnel close to their clients to 
overcom e this obstacle. Through the investm ent into the m ini-banks, banks have low ered the 
transaction costs o f  doing business in the regions. By bringing dow n the costs and risks, banks 
should be better able to offer products at a  reduced price to their clients.

2.35 The capacity o f  the m ini-banks m ust be increased to  m ake use o f  these advantages 
and reach sustainability. The m ini-banks need to increase their hum an and technical capacity 
to  allow  m ore functions, such as loan approval to  a certain level, happen at the m ini-bank 
level. This w ould entail having products aim ed at a low er level o f  the m arket which the m ini­
banks w ould be able to reach directly, the sam e clients C redit U nions and M FIs are targeting. 
C urrently  the regulations under w hich m ini banks operate are unclear, this along with the cost 
structure have left m any barely  operational.

c. Credit Unions

2.36 C redit U nions are a relatively new  developm ent in U zbekistan, operating since 2002, but 
have been grow ing at a rapid pace. Currently there are 45 registered w ith 29 fully operational, 
w ith  an average asset base o f  $800,000 for each institution. A griculture represents a  small 
proportion o f  the portfolio, but it is a  grow ing percentage and considered to be a strategic sector. 
Further expansion o f  the C redit U nions w ill be focused m ainly on rural areas. Currently about 
15% o f  the total portfolio is directed fo r agricultural purposes. C redit U nions, as opposed to 
the banking sector, are fully  vested  in developing an interm ediation function, w ith 98%  o f  their 
resources derived from  deposits, paying 3-5%  per m onth. It is necessary to pay the high rates to 
com pete w ith banks who are com pelled to pay high rates to attract deposits due to governm ent 
pressure to do so, despite the disincentive for clients to utilize deposit accounts.

2 .37 Despite the grow th, w hich is anticipated to  reach 90 C redit U nions by 2010, Credit 
U nions still do not have the resources, both in asset term s and delivery system s, to reach the 
large num ber o f  small farm ers seeking credit. As the loans m ust m eet the p ro f t needs o f  the 
Credit U nions, w hich is around 2%  m argin per m onth resulting in interest rates o f  5%  per
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m onth, they m ust be geared tow ards those enterprises that can provide high p ro f t activities 
w ith a short turn around time. This includes construction o f  greenhouses, harvesting activities, 
and grape production, but precludes seasonal loans. This need for achieving high m argins also 

rules out working with governm ent credits w hich do not offer high enough m argins to cover the 
transaction costs. Credit unions that operate in on territory o f  U zbekistan also do not have a 

right to m ake operations using foreign currency, which precludes cooperation w ith m any donor 
agencies.

2.38 Credit U nions have been able to position them selves to m eet the needs o f  agricultural 
enterprises that banks have been unable to credit. A lthough the interest rate is m uch higher than 
banks Credit U nions have found they are only able to m eet a small percentage o f  the dem and 
for their services to the agricultural sector. C lients point to  two m ajor advantages o f  the credit 
Unions:

i) A ccess to cash based loans;

ii) Better and m ore tim ely service;

2.39 The Credit U nion m ovem ent is supported by a C redit U nion A ssociation, w hich aside 
from technical assistance, also runs a stabilisation fund valued at $400,000 to  insure deposits 
and offer some liquidity support. B eginning in 2008, four pilot C redit U nions w ill begin leasing 
program m es.

2.40 Despite the advantages Credit U nions offer their clients they are lim ited in expanding 
agricultural lending by:

i) Lack o f  resources;

ii) Lack o f  know ledge in agricultural lending;

iii) High cost o f  funds;

iv) Inability to  w ork w ith hard currency, and;

v) D iff  culty in accessing good collateral from  farm ers;

d. M icrof nance

2.41 Before 2006 M icrof nance Institutions (M FIs) operating in Uzbekistan w ere not working 
under a strong legal basis, only a Cabinet o f  M inisters Decree from 2002. In m id-2006, two new 
specialized laws —  “On M icrof nance" and “O n M icrocredit O rganizations" - were adopted in 
order to f  nally provide a legal basis for the operation o f  non-bank lending institutions. This created 
a sound environm ent to work but also obliged some international organizations to close their MFI, 
rather than register as local entities as required by the new  regulations. In Uzbekistan M FIs still 
have a low penetration rate in rural areas, and focus m ainly on urban small entrepreneurs. The 
sector is growing again in 2007, with several new  institutions recently registered.
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2.42 In addition to  those M FIs operating under the new  laws, the Uzbekistan governm ent 
has also w orked to dow nscale several banks, and in M ay 2006 the state run Tadbirkor Bank 
w as reorganised as the M ikrokredit Bank, offering a  range o f  subsidised and com m ercial credit, 
w ith rates from  5-14%  to clients seeking small loans. Currently 60%  o f  their portfolio is in the 
agricultural sector.
M any M FIs and the M ikrokredit Bank offer m icro-leasing program m es for agricultural 
m achinery.

e. Leasing Companies

2.43 Leasing in U zbekistan w as established in 1993 and strengthened with Presidential 
D ecree #3122 “O n M easures for the Future D evelopm ent o f  Leasing,” enacted A ugust 28 ,2002 , 
and supported w ith m ore than 40 legislative am endm ents to the Civil Code, Tax Code, Civil 
L itigations Code, and the Law s on Leasing and C ustom s Tariffs betw een 2002 and 2003. Further 
tax advantages w ere im plem ented w ith April 2004 and April 2006 G overnm ent resolutions 
w hich provided even m ore m om entum  to accelerate the activity in the sector. U zbekistan has 
m oved forw ard w ith the privatization o f  leasing com panies w hich, along with the lifting o f  
associated restrictions for entering the m arket, has opened the door for com petition am ongst the 
f  nancial institutions for a portion o f  the leasing business. M any banks and credit unions have 
either begun, or are im plem enting, a leasing program m e, and in m any cases this is expected to 
becom e a large part o f  their business strategy. As equipm ent purchase is one o f  the m ajor needs 
o f  the agricultural sector leasing w ill continue to  p lay  an im portant role in m eeting the needs 
o f  the sector. Currently leasing o f  agricultural m achinery m akes up 57%  o f  the leasing m arket 
(end 2006), w ith a total o f  61.3 m illion dollars in leased m achinery during the year. This is a 
strong indicator that w hen a portion o f  the f  nancial sector is open to com petition the benef ts 
to  the client are positive. C urrently there are benef cial tax privileges for leasing which will 
continue to  m ake it a popular m ethod for f  nancing equipm ent, both from  the f  nancial sector 
and enterprise point o f  view. This includes, as o f  April 2006, an exem ption from  incom e tax 
on leasing transactions until 2009. As the general risks associated w ith agricultural lending are 
increased over a long term  loan, leasing will continue to be an im portant tool to m itigate these 
risks for the f  nancial institutions, as the f  nancial institution m aintains a strong legal position 
for seizure and sale in case o f  default throughout the life o f  the lease.

2.44 The legal regulations in place in U zbekistan are som e o f  the m ost progressive in the 
region and provide an enabling environm ent for the grow th o f  this sector. As o f  the end o f  
2006 there w ere 33 institutions involved in leasing, eighteen o f  these are banks, 14 are leasing 
com panies, and 3 are m icro f nance institutions. This is expected to continue to grow as Credit 
U nions and other f  nancial institutions add leasing to their suite o f  products.

f. Informal Credit

2.45 Evidence indicates that there is a large inform al credit sector in U zbekistan, from 
m oneylenders charging annual rates o f  up to 120% to loans from  relatives and suppliers. These 
offer fast alternatives for im m ediate funds com pared to the banks. There have also been some 
inform al rotating savings and credit associations (RO SC A S) w hose m em bers lend and save
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am ongst them selves. Several o f  these Roscas w ere in fact transform ed into C redit Unions. 
Supplier and processor credit is also available in m any instances in U zbekistan. For those 
producing for the export m arket, som e interm ediaries have even developed a form  o f  a futures 
contract for advance paym ent to farm ers to guarantee purchase o f  their goods for delivery.

2.46 Farm ers turn to these inform al m eans due to  a lack o f  alternatives. I f  sim ilar services 
were offered on a formal, and presum ably m ore com petitive basis, the farm ers w ould b en ef t 
trem endously.

2. Other Credit Funds

2.47 Both the governm ent and several donors, including the EB RD , W orld Bank and ADB, 
have developed support funds and credit lines which include agricultural enterprises as part o f  
their target clientele.

2.48 The governm ent has developed the Fund for the Support o f  Peasantry and Farm ers 
(D ekhan Fund) from  the revenue o f  the u n if  ed land tax. The funds lends m ainly to small 
farm ers through the com m ercial banking sector w ith highly subsidised interest rates equivalent 
to  1/3 o f  the central banks re f  nance rate. The average loan size is $10,000 w ith a m axim um  
three year term . The fund has been steadily grow ing since its inception in 1998, allocating a 
total o f  1.3 billion soum s in 2006 and supporting around 500 farm s, out o f  an estim ated dem and 
o f  214,000 possible clients. The D ekhan Fund is not a guarantee and the f  nancial institution 
incurs all repaym eqf risk.

2.49 The ADB and EBRD have provided credit lines directly to the com m ercial banks at 
com m ercial interest rates. The AD B has also im plem ented a project in the A k A ltin Rayon to 
rehabilitate the cotton sector through m arket based principles.

2.50 The W orld Bank has undertaken a pilot project involving the provision o f  credit in f  ve 
rayons, which w ill soon expand to 90. This has entailed the loosening o f  credit criteria in order 
to m eet the needs o f  the farm ers in the pilot regions.

D. Weaknesses of Agricultural Crediting

2.51 W hile support for directed credit has w aned in o ther parts o f  the world, in U zbekistan it 
is considered a prim ary m eans to ensure the continued production o f  goods considered strategic 
to the U zbek economy, specif cally w heat and cotton. W hile this m ay achieve som e goals, it 
weakens the interm ediation function o f  the f  nancial system ; specif cally e ff  ciently transferring 
m oney from  investors to those creditw orthy borrow ers in need. U zbek banks who are relying 
on directed credit for a large part o f  their portfolio are not as focused on m obilisation o f  their 
own internal funds. Due to governm ental pressure they do capture som e deposits, but w ithout 
m uch enthusiasm  because using external funds is less costly. The ro le o f  banks in tax collection 
and the “Cash Forecasting system ” put in place by the governm ent also proves a disincentive 
for clients to hold deposit accounts8. Thus their interm ediation function is alm ost nonexistent.

8 T he governm ent is ab le  to  collect taxes directly  from  deposit accounts held  a t com m erc ial banks. T he  p ro f  ts  an enterprise  m igh t deposit 
a t banks could  becom e frozen i f  ы с  f . te rp r is e  d id  not fo recast the  cash  needs properly, o r n o t convertib le  to  cash  due to  governm ent liquid ity
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2.52 D ue to the preferential interest rates and the governm ents’ requirem ents for the banks 
to  im plem ent the directed credit, the developm ent o f  a vibrant com m ercial credit sector for 
agricultural f  nance has been underm ined. A dd to this a w eak land tenure system , stringent 
collateral requirem ent and regulatory intervention in the devising o f  products, com m ercial 
agricultural credit has been slow  to develop, although it is grow ing on a year to year basis. 
Currently, despite the im portance o f  agriculture in the U zbek econom y, only 4%  o f  com m ercial 
credits are geared to agricultural enterprises.

2.53 The recent banking regulations enacted in July 2007 should com pel the banking system  
to begin increasing their capitalization as well as diversify  their portfolio. A lthough this is not 
geared specif cally tow ards agriculture, insofar as agriculture is considered a priority sector by 
the governm ent is should benef t.

2.54 In order to develop a f  nancial services sector catering to  agricultural enterprises it will 
be necessary for the governm ent and foreign donors to create an environm ent in which f  nancial 
institutions feel secure offering products. In order to accom plish this several w eaknesses m ust 
be overcom e. The current directed credit schem e im plem ented by the U zbek G overnm ent has 
been successful in m obilizing large am ounts o f  credit for use by the agricultural sector, yet only 
for those involved in w heat and cotton production. O ther f  nancial instrum ents have reached 
only a sm all proportion o f  farm ing enterprise that need credit. In order to im prove access to 
f  nancing for all agricultural activities it w ill be im portant to not only develop m echanism s 
allow ing banks to  safely and p ro f tably  lend to  this sector, but also to diversify  the sources o f  
f  nancing opportunities for farm ers.

2.55 There are few  m echanism s outside the directed credit fund guaranteeing the safety o f  
bank lending to the agricultural sector. Financial institutions rightly view  agricultural lending 
as inherently risky due to  vagaries in the m arket, w eather and disease which can adversely 
affect the crop or livestock, as well as unclear collateral. W ith m ore assurances o f  repaym ent 
banks should be able to free up m ore resources, currently  targeted to o ther areas, to  f  nance 
agriculture. D espite m oves tow ard liberalisation the banking system  still has a large am ount o f  
governm ent intervention, and the governm ent has large stakes in m ost o f  the large com m ercial 
banks, and bank lending policies often m irror governm ent policy. This will continue to restrain 
the banking system  from  m oving tow ards an e ff  cient m arket based system.

2.56 The current environm ent does not allow m any farm ing enterprises to offer the 120% 
collateral coverage required by the banking sector due to lack o f  liquid instruments. The main 
reason is a lack o f  liquidity in the land m arket and the lack o f  any secure m anner to use the 
production as collateral. Currently farmers can only lease land from the governm ent, but this lease 
is not liquid and can be revoked by the local Hakim ayit i f  production quotas or cropping targets 
are not met. A lthough as o f  2004 there has been legislative guidelines on the m anner o f  valuing 
the leasehold, without any m arket for the lease banks are reluctant to use these as collateral. As
the farm er m ust fu lfil contractual obligations with regards to use o f  land and production, or risk
   *

p lans w hich  w ou ld  lim it c lients ab ility  to  utilize  th e ir  resources in  the  m ost p ro f  tab le  m anner, sp ec if  cally  taking  advantage o f  cash  opportuni-
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forfeiture o f  their right to use the land, their tenure rights are unclear m aking it even m ore risky 
for banks to take this as collateral. Until the right to use is passed to the leasee without restrictions 
and the m arket for the lease instruments is opened up to provide a real valuation, the utilization o f  
the ‘Right to U se” o f  the land will not be an effective collateral device.

2.57 Aside from  small inroads by C redit U nions, M icro f nance Institutions and leasing 
com panies, there is a lack o f  diversity in credit opportunities for farm ers. One o f  the m ain 
indicators o f  a healthy agricultural crediting sector is the variety  o f  options available for farm ers, 
whose needs are also diverse. By fostering these alternative credit resources, the agricultural 
sector w ill also be strengthened.

2.58 Uzbekistan banks work under a tight m onetary policy w hich lim its the am ount o f  their 
resources that can be lent in cash, the preferable m edium  o f  credit for agriculture. This has 
forced banks to utilize their resources carefully  and aim  tow ards the m ore p ro f  table and secure 
areas o f  the economy.

E. Recommendations

2.59 From  the point o f  view  o f  the developm ent o f  an e ff  cient agricultural credit sector there 
are several policy strategies that can be taken as well as som e specif с interventions into the 
m arketplace that can help support the reform s.

2.60 The rights o f  the leasehold farm ers m ust be insured allow ing banks to have c o n f dence 
the leaseholder will not have their right to use the land revoked. This w ould include abolishing 
the contractual obligations o f  the farm ing enterprise w ith regards to quotas and cropping patterns 
to bolster the underlying value o f  the lease as well as m axim ising the p ro f t o f  the enterprise. 
This w ill also be necessary to begin to develop a m arket for the leases in order for f  nancial 
institutions to assess a tangible value o f  the collateral, as the value w ill be dam pened if  rights 
are not secure and use o f  land is encum bered.

2.61 There needs to be a reduction on lending lim itations faced by the banks. I f  banks are 
unable to set their own lending criteria they w ill be unable to fully control the risks o f  lending 
to this sector. The current W orld Bank project supporting agricultural credit in f  ve raions offers 
a fram ew ork on how to liberalise the agricultural crediting sector successfully. B anks w orking 
with this credit line point to  these areas as the only raions they are able to offer a full range o f  
products to the farmers.

2.62 Som e specif с actions that w ould support the reform s are:

i) A llow  com m ercial banks m ore freedom  in developing products geared to their clients 
needs, rather than based on specif с technical guidelines:

a. A llow  banks to develop products for all types o f  agricultural activities w ith a 
variety o f  terms;

ii) A llow  clients to direct the use o f  credit as deem ed appropriate, w ithin the scope o f  the
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f  nanced activity, allow ing the farm er to m axim ize p ro f t and thus repay in a tim ely 
m anner;

iii) Support the grow th o f  leasing com panies, m icro -f nance institutions and Credit Unions 
in the rural areas:

a. Intervention should take the form  o f  supporting the access to  credit resources for 
those institutions, including those which are unable to access foreign currencies:

1. A s a stabilisation fund already exists for Credit Unions, it would
be possible to  use this am ount, currently $400,000 as a guarantee
for a credit line from  outside sources;

iv) Support the developm ent o f  insurances or guarantees against loss for agricultural loans;

v) Free up liquidity in the banking system , allow ing banks to increase cash based loans to 
farm ing enterprises;

2.63 A ny intervention in the f  nancial sector should have as the f  nal objective the developm ent 
o f  sustainable institutions able to attract com m ercial funds on their own merit.

2.64 The directed credit program  should be transform ed and eventually discontinued in order 
to foster a m odem  agricultural credit sector. It will be im portant to  do this in a prudent m anner
in order to  insure that by  doing this a void is not created m aking it even m ore d iff  cult to farm ers
to com pete and access credit. The w ithdraw al o f  the directed credit m ust be accom panied by 
further liberalisation in the agricultural sector allow ing farm ing enterprises to increase their 
p ro f t m aking capability. This includes allow ing farm ers to direct their cropping patterns and 
choose w hen and w here to  sell their output, increasing their p ro f lability and ability  to repay 
com m ercial credit. There m ust also be viable alternative credit sources in place to avoid any 
dism ption in the ongoing operation o f  the enterprises. This w ill entail supporting all sources 
o f  credit, such as m ini banks. C redit Union, and M FIs to  ensure their p ro f table involvem ent in 
the sector. In addition there needs to be during the period o f  adjustm ent to m arket rates some 
subsidised agricultural credit available, to avoid any w ithdraw al o f  credit available to the sector. 
Such interventions are specif ed in section II.
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III. PROPOSED INTERVENTIONS

A. Priority Concerns

3.1 D iscussion w ith stakeholders, surveys o f  farm ers and raion level w orkshops have 
iden tif ed four m ajor areas where the agricultural credit sector faces im m ediate issues that need 
to be addressed in order to m ake it m ore accessible for the farm ing comm unity.

i) H igh interest rates for com m ercial credit;

ii) Lack o f  effective collateral available for banks;

iii) Inability o f  farm ers to control use o f  funds;

iv) Lack o f  long term  credit;

3.2 Under these overarching categories, specif с issues were also identif ed affecting the agricultural 
f  nance sector. Results o f  workshops held at the rain level prioritised the following issues in table 1, 
fairly consistently throughout the country, as their major concerns relating to agricultural credit.

Table 3.1: Priority Issues and Interventions.

Priority Problem Interventions needed to solve
1 Current directed credit does not 

cover the real needs for credit.
ТА (technical assistance) in developing cash 
f  ow lending skills and product development

2 Lack o f  ability to withdraw funds 
to use for urgent needs

Liquid loan proceeds and income

3 Fixed dates o f  dispersion not in 
line with need9

Farmer needs to have more discretion, loans 
cash based and disbursed on cash f  ow needs

4 Constricted use o f  funds ТА for product development to widen the 
credit options in market.

5 Credit availability is very limited 
for other agricultural activities 
outside o f  cotton and wheat.

Development o f  re f  nance facility and ТА for 
product development.

6 Collateral is insuff cient or not 
liquid

Development o f  guarantee fund and support 
land market and tenure reforms

7 No long term credit for land 
improvement, irrigation, new 
technologies

R ef nance facility with long term funding 
available.

8 Commercial credit high interest 
rates

R ef nance window for agricultural credit at 
lower than Central Bank rates

9 Need agro-processing loans Longer term loans through commercial 
banks using re f  nance window. ТА for 
product development and improved lending 
technology.

9 M in istry  o f  A gricu ltu re  disputes th is  and  states that all reg ions have technical m aps s p e c if  с  to  the ir needs. 
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Priority Problem Interventions needed to solve
10 M echanism forusingthe leasehold 

as collateral not working
Improve tenure rights and create liquid 
m arket for leases. Enforcement o f  legislative 
directives.

11 Lack o f  knowledge and 
ineff ciency o f  bank o ff cers and 
lending methodology

ТА and opening f  nancial sector to 
competition

12 Lack o f  working capital Develop warehouse receipts
13 Poor leasing terms and high 

collateral requirement
Extend guarantee fund to leasing.

14 Lack o f  commercial or directed 
credit to farms under 20 hectares

Encourage alternative f  nancial institutions 
in the raions, specif cally Credit Unions and 
M icrof nance Institutions

15 Need to open 7-8 bank accounts 
to manage current credit 
program me 10

Increase e ff  ciency and run loan proceeds 
through only one account

16 Highly bureaucratic and 
expensive to gather needed 
document to access credit 11

ТА in lending methodology

17 I f  m oney is not accessed and used 
within 5 days it will be returned 
to the bank

Enforce freedom to dispose o f  loan proceeds 
as needed

18 Need to have cash available at 
local branch

ТА to banks for cash management and asset 
and liability committees (ALCO) to manage 
cash needs

19 Leasing quite expensive when all 
costs included

Open competition through other f  nancial 
institutions

20 Adm inistrative fees drive 
effective interest rate o f  even 
directed credit to very high 
levels

Support competition and implement ТА to 
develop e ff  cient and transparent procedures

21 Communication with farmers ТА in origination techniques.
22 No common appraisal techniques 

for livestock
ТА for appraisal techniques

3.3 M ost o f  these problem s can be m itigated through some specif с interventions, with 
governm ent, donor and f  nancial institution involvement. W hile it is often considered good 
practice to deregulate and let the m arket solve the problem s, it is important to recognise the reality 
on the ground in Uzbekistan. A sudden m ove to a m arket priced f  nancial services sector would be 
an im prudent f  rst step, as this w ould lead to a  severe curtailing o f  affordable credit available in the 
sector. There is a  need to  initially focus on sustainability and viability o f  f  nancial institutions and 
farm ing enterprises through interventions that would expand access to credit and knowledge o f 
agricultural lending technologies while decreasing the distortions a highly subsidised programme 
causes. Any strategy m ust provide for solutions to these issues that will be tem porary measures 
slow ly curtailed until the sector is prepared to operate in a m arket based environment.

10 G overnm en t states th is has been  taken  care  o f  tw o years  ago w ith  “one specialised  account”
11 M in istry  o f  A gricu ltu re  and  M in istry  o f  F inance w ork ing  to  s im plify  application  p rocedure  fo r d irected  credit program m e.
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3.4 A ny transform ation should aim  for the long term  goals of:

i) free pricing o f  f  nancial products;

ii) a  shift aw ay from  targeting;

iii) recognizing the variety o f  agricultural enterprise needs and dispose o f  rules perm itting

only limited credit uses;

iv) encouraging dom estic savings m obilization and a focus on interm ediation;

v) em phasizing the soundness o f  f  nancial interm ediaries participating in credit

program s; and

vi) encouraging com petition am ong in term ediaries12;

B. Resolution

3.5 These solutions to these concerns m ust also be a part o f  the greater strategy o f  reform  
which will continue to m ove the entire econom y tow ards a m ore open, liberal and m arket 
oriented path, an avenue the governm ent has already been pursuing. D uring this process a 
sudden shock to the f  nancial sector, such as an im m ediate liberalisation, w ould be to the 
detrim ent o f  the agricultural f  nance sector, as the distortions in the rest o f  the production chain 
w ill m ake the sector to risky to lend to  under standard prudential norm s for banks.

3.6 The goal then is to im plem ent transitional structural change that w ill guide the f  nancial 
sector tow ards m ore m arket oriented, and therefore e ff  cient, operations; allow ing them  to 
ultim ately lend to this sector p ro f tably at m arket rates.

3.7 Figure 3.1 details the m ost pressing problem s iden tif ed and the m ost effective solutions 
iden tif ed to  overcom e the problem s.

12 M acD onald e t a l., 1989 
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Figure 3.1: Problem Tree.
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3.8 Instituting these proposals w ould allow  for the transition tow ards a m arket oriented 
agricultural f  nance sector. They w ould provide for the developm ent o f  skills w ithin the f  nancial 
institutions to lend to  this sector successfully, spread the risk am ongst the stakeholders, and 
keep the credit affordable to the farm ing enterprises. Once linkages are m ade betw een the 
agricultural enterprises and the f  nancial institutions, and the loans are being m anaged securely 
and p ro f tably, these support facilities can slow ly begin w ithdraw ing and allow  the m arket to 
function w ithout intervention.

1. Guarantee Fund

3.9 A  guarantee fund is a tool to overcom e collateral d e f  ciencies in a sector w ith perceived 
risks higher than banks w ould generally take. In U zbekistan m ost farm ers do not have su ff  cient 
collateral to satisfy bank requirem ents, usually  up to 120% o f  credit required. This m ainly re f  ects 
the lack o f  real liquidity in the leasehold m arket. A lthough in reality there is a m echanism  for 
valuing leaseholds, effectively there is no m arket for them  m aking them  unusable as collateral. 
Banks point this out as a m ajor im pedim ent for them  to begin any large scale lending in the 
sector. Even if  offered credit lines, the risk is considered too great to enter the m arket on any 
scale. A guarantee fund is designed to overcom e this problem , it w ould provide a repaym ent 
guarantee, for a percentage o f  the outstanding loan am ount, to a bank in the case o f  default, 
thus providing to  a bank the security the farm er is unable to provide. A  G uarantee fund should 
encourage banks to lend to clients that have a good prospect for success, but do not necessarily 
have the collateral or business record needed to m eet the banks general risk tolerance.

a. Overview

3.10 G uarantee funds, w hen correctly designed, can be used as a robust tool to encourage 
com m ercial lending to  agriculture, a  sector banks in U zbekistan view  as high risk. W hile
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there have been m any successful exam ples o f  guarantee funds deepening the f  nancial sectors 
knowledge of, and participation in, the rural and agricultural sectors, there are as m any instances 
o f  failures and ultim ately irrelevant funds. M ore than h a lf  o f  all countries and alm ost all OECD  
countries operate some type o f  credit guarantee schem e to  target priority  areas underserved by 
the com m ercial f  nance sector; w ith different levels o f  success in overcom ing the w eaknesses 
iden tif ed which initially lead to  the developm ent o f  the fund. The design, underlying econom ic 
conditions, sources o f  capitalization, fund m anagem ent, and stakeholder support all contribute 
to  the success or failure o f  guarantee funds.

3.11 There are m any pros and cons to  the developm ent o f  guarantee funds, w hich m ake
them  very susceptible to poor design. The m ain reasons for the support o f  their developm ent in 
Uzbekistan are:

i) guarantees can overcom e current collateral constraints:

a. offsetting the risks o f  lending to the agricultural sector, and;

b. overcom e the lack o f  liquidity  in the land m arket;

ii) com pensating for low  p ro f t m argins:

a. Through grouping several f  nancial institutions offering sim ilar loans, the 
guarantee facility can spread the cost o f  developm ent o f  lending m ethodology 
and developm ent o f  baseline data for the target group:

i. gathered data can be used as an inform al credit bureau, further low ering 
the cost o f  client assessm ent;

b. In m any cases ТА from  the fund m ay help bring product developm ent and 
adm inistration costs down;

iii) forcing f  nancial institutions to  develop skills in agricultural lending:

a. This w ill lead to a higher level o f  com fort in providing credit to  the sector and 
eventually further expansion;

iv) produce additionality:

a. A llow s a target group unable to  access credit o therw ise to be granted a loan;

3.12 A well designed program m e w ill ensure these issues are taken into account, in particular 
additionality; m eaning that i f  guarantees only provides for credit to those enterprises w ho w ere 
already able to access the credit m arkets, it is not effectively developing a m ore robust credit 
m arket. This is particularly im portant in U zbekistan w here only a small percentage o f  farm ing 
enterprises are actually able to access credit.
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The pitfalls to avoid in design are:
i) The supply o f  credit available is not enough to effectively leverage the fund, and in fact 

no additional loans are made;

ii) The cost structure overburdens the fund:

a) I f  the adm inistration cost is too high the tund will be dim inished 
rapidly;

b) I f  the fund inaccurately prices the risk, it will also run at a loss;

iii) G uarantee fund takes over the assessm ent o f  credit from  the banks:

a) Banks should be m ore adept at assessing their clients and shoulder the
risk;

iv) Banks w ill only use the guarantee fund for their risky loans:

a) B ank given the chance will display opportunistic behaviour and 
only guarantee their risky assets rather than blanket coverage for all 
agricultural loans:

1. This will increase the risk to the fund;

3.13 The governm ent o f  U zbekistan has m any com pelling reasons to develop a guarantee 
schem e. Several o f  those issues iden tif ed during the w orkshops w ith stakeholders can be 
overcom e using guarantee funds, specif cally lack o f  collateral and the em ploym ent o f  associated 
technical assistance to  increase banking com petitiveness and know ledge o f  agricultural lending. 
In addition guarantees can help to m otivate lending to  enterprises w hich currently  do not have 
access to  appropriate credit, and increase the social goal o f  supporting the agricultural sector.

3.14 In order to  ensure the success o f  a guarantee schem e in U zbekistan it will be im perative 
to d e fn e  clear and precise goals, against which perform ance is regularly  m onitored, apply 
realistic pricing v e rif ed by  consistent and transparent accounting, and pay close attention to 
the m arket forces that effect the interm ediaries as well as the benef ciaries o f  the fund. To do 
this an independent entity m ust be created to  m anage the fund, although with representatives o f  
stakeholders on the board.

b . F u n d  D esign

3.15 The overall concept o f  a guarantee fund involves an independent institution shepherding 
investor funds, usually  a m ixture o f  a loan for capital and a grant for initial operating costs, to 
prom ote lending to  specif с sectors through the f  nancial sector (f  gure 3.2).
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Figure 3.2: Guarantee Mechanism.

Investors
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3.16 Ideally this pool o f  funds rem ains safe, and in som e cases providing a small incom e to 
the investors. Investors can be donors, governm ent, fnancial institutions, pension funds e tc ... 
These funds are then able to the returned to the investors upon term ination o f  the fund. This entity 
should have m em bers o f  the f  nancial sector, governm ent, agricultural enterprises and the donor 
comm unity on the board, depending on the ownership o f  the fund, to set the strategy o f  the fund.

3.17 The effective design o f  the fund from  the initial stages w ill determ ine w hether or not 
it m eets its sustainability and social goals. Table 3.2 indicates the m ajor design factors o f  a 
guarantee fund, and w hat is suggested for the U zbek environm ent.

Table 3.2: Suggested Fund Parameters.

Sample o f fund parameters
Factor Sample Range Suggestion for 

Uzbekistan
Comment

Leverage (max) 2.5-10 4 M any funds rem ain 
underleveraged due to 
the lack o f  loan capital 
available in the m arket.

Coverage (percent 
o f  loan covered by 
the fund)

50-80% 75% This is m axim um  
allow able, the average 
w ill be low er

Cost (prem ium ) • 1 -2%  per annum  
depending on bank 
perform ance.

• 3%  for small loans
• 2.5%  o f  loan value

1.5% /annum  o f  
outstanding am ount 
guaranteed

A dm inistrative costs 
m ust be kept low, i f  
the cost to the bank 
and borrow er is too 
high the fund w ill be 
ineffective.
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Sample o f fund parameters
Factor Sample Range Suggestion for 

Uzbekistan
Comment

• at inception and 1% 
annual on outstanding 
1.5% per annum  
guarantee value

• 3% /annum  am ount 
guaranteed

Default 1.2-3% A nticipate 2% H igher for failed funds
O ther collateral M ost often bank decision B ank decision
Funding Soft loan, trust fund Soft loan M ust closely m anage 

the investor base.
Provisions 4-27% 5% W ill adjust based upon 

actual payout
Payout 15 days - 2 year lockout 

(cannot claim  during this 
tim e) then after 30 days 
only 75%  o f  payout with 
rest after all recoveries 
f  nished

30 days 75%  paid 
out w ith rest paid 
after all recoveries

Tim ely payout will 
reinforce use o f  fund. 
Fund failure is often 
tied lack o f  trust in the 
fund to prom ptly pay 
on claims.

U nderw riting Banks review  all - 
Fund review s all

Banks responsible 
for all underw riting

Fund m ust set 
u n d e r w r i t i n g  
param eters and audit 
portfolio.

W orking capital vs. 
investm ent

20-100%  w orking capital 60%  working 
capital

Serve a planned mix 
o f  institutions and 
benef ciaries

N um ber o f  
em ployees

11-179 25 Keeping adm inistration 
costs to a m inim um  will 
be essential

In the developm ent o f  any  guaran tee  schem e there  are tw o im portant concerns to  keep in 

m ind:
i) Farm ers and  banks m ust not perce ive  the coverage o f  their loans as autom atic 

and  w ithou t any consequences in the case o f  default. F inancial Institu tions 
m ust upho ld  the  quality  o f  underw riting  o f  all guaranteed  loans;

ii) T ransaction  costs m ust no t be out o f  reach to farm ers and agricu ltural 
en terp rises, bu t still a llow  sustainab ility  o f  the fund;
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c. Leverage

3.18 From  a governm ental standpoint guarantee funds are a popular tool, as a relatively small 
sum  o f  m oney can leverage a large num ber o f  loans b en ef tting a specif с target group. It is this 
leverage that also gives guarantee funds a m arket oriented view point, w hich can help during a 
transitional process such as U zbekistan is experiencing; as the funds are designed to  stim ulate 
m arket based lending. In addition to  the loans directly guaranteed by the fund, the larger goal 
is that it w ill also leverage further unguaranteed loans from  the f  nancial sector as they  becom e 
com fortable lending to agriculture.

3.19 For m any funds the m ain problem  has not been over-leveraging, but in fact under- 
leveraging. This is due to m any factors, but in U zbekistan two m ajor issues m ust be faced 
to avoid this problem . The f  rst is to ensure that there is available liquidity in the m arket that 
can be used to generate the loans, and also keep the cost structure to  a m inim um  allow ing the 
borrow er to afford to access the guarantee. The developm ent o f  a re f  nance facility  for the 
f  nancial sector, discussed in the next section, is a  solution to the liquidity problem , and is also 
effective in keeping the overall costs down. The fund design w ill also have to keep costs at the 
forefront o f  the strategy on order to avoid pricing them selves out o f  the m arket.

3.20 An initial m axim um  allow able leverage o f  4:1, thus allow ing the fund to  guarantee credit 
worth four tim es the funds capital base, w ould be appropriate until the real risk  characteristics 
o f  the fund are determ ined. As the real default rate is determ ined, the allow able leverage can 
be raised or lowered.

d. Cost and Pricing

3.21 Sustainability is one o f  the m ost d iff  cult goals to realize w hile still achieving the social 
objectives o f  the fund. The design phase m ust m ake great effort to keep dow n the adm inistration 
costs to a point the incom e can cover these as w ell as any claim s the fund m ay incur. In box 3.1 
it m akes clear the large burden the costs o f  m anaging the fund can have on the sustainability.

Box 3.1: Cost Example.

Rom anian Rural Credit G uarantee fund (RCG F)

The RCGF w as set up in 1994 w ith involvem ent o f  the Rom anian G overnm ent, 
The European U nion and local com m ercial banks. The fund received euro 9 m il­
lion from  the EU to  guarantee the fund com m itm ents, and euro 40 m illion from  
the Rom anian state budget to  seed the fund. The fund takes an active approach 
tow ards the risk analysis o f  individual loans, thus increasing the overhead costs. 
Overall the cost to provide a guarantee o f  $100 costs the fund $19.84 in adm inis­
tration costs and loan provisions; this supports a loan o f  $166. Prem ium s and fees 
only cover 15.7%, or $2.66, the rest m ust be derived from  investm ent incom e, 
w hich m ust be carefully m anaged to avoid eating into the capital.
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3.22 I f  the investm ent incom e is below  expectations the fund will quickly f n d  itself 
unsustainable, w hich unless a further grant o f  operating capital is injected into the fund will 
m ean a dim inishm ent o f  the funds capital and eventually the inability to continue operations, or 
m eet payout obligations.

3.23 Farm ers have pointed out that the adm inistrative and indirect costs o f  accessing credit 
is as m uch a burden as the interest rate. Transparency and e ff  ciency needs to  be built into the 
system , both on the banks operations as well as the operations o f  the fund to m inim ise these
costs.

e. Product Design

3.24 Product innovation and a custom er focus m ust be part o f  the culture o f  any guarantee 
fund. The initial design m ust take into account both the needs o f  the farm ing enterprises as 
w ell as the f  nancial institutions. This should include the guarantee o f  several types o f  products, 
allow ing both short and long term  credit. W hile the fund m ust set basic underw riting guidelines, 
they  should be f  exible enough to allow  the f  nancial institutions to m odify the basic terms 
to m eet their client needs. The fund should set m axim um  and m inim um  lim its in which the 
f  nancial institutions can operate. This w ill include m axim um  loan values, m inim um  borrow er 
contribution, m inim um  qualifying incom e ratios, use o f  fund restrictions and other standard 
underw riting techniques.

3.25 In order to prom ote the expansion o f  agricultural credit options, any fund should not 
focus on only the banking sector, but also develop products useful for C redit Unions and 
M icro f nance institutions.

2. R ef nance Facility

3.26 A r e f  nance fac ility  is a tool o f  the governm ent to  d irect credit to stra teg ic  sectors 
o f  the econom y in as an e f f  c ien t m ode as possib le. It uses the sam e system  as the m arket,
i.e. se tting  a d iscoun t rate  th rough  the central bank, bu t sets a low er rate for the portion o f  
a f  nancial institu tions po rtfo lio  d irected  tow ards sp e c if  с sectors. T his allow s f  nancial 
institu tions to access central banks funds at p referen tia l rates to  lend to these sectors, and by 
re f  nancing  th e ir po rtfo lio s does no t in fact reduce th e ir capital. As the surveys com pleted  
o f  U zbekistan  farm  en terprises have show n that the curren t com m ercial rate  o f  20-60%  is 
too  h igh fo r farm ers to  m anage, this is too l to  offer realistic  rates o f  in terest fo r farm ers 
and ag ro-processors to  access. The funds curren tly  used  to support the d irected  credit 
p rogram m e could  even tually  be used to  seed  a re f  nance facility, as both  are funded  through 
the central bank.

a. Overview

3.27 R e f  nance  schem es are p roducts  o f  cen tral banks, using  the d iscoun t w indow  as a 
tool to  fund the ag ricu ltu ra l p o rtfo lio  o f  p a rtic ipa ting  f  nancia l in stitu tions. T his instrum ent 
has the  op tion  to  o ffer d iffe ren t p roducts (long  short-term ) to  d ifferen t types o f  institu tions 
depend ing  on the  target w hich  m ay include com m ercial banks C red it U nions, M FIs and 
leasing  com panies. A ny  ag ricu ltu re  r e f  nance schem e shou ld  be developed  w ith  a targeted
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share o f  short, m edium  and long term  funding . Short term  for w ork ing  cap ita l, m edium  
term  for equ ipm ent and developm ent pu rposes and  long term , i.e. f  ve years  and  m ore, fo r 
p ro jec t f  nancing.

b. Management

3.27 W hile the scope o f  the lending should be limited, agricultural enterprises in this instance, 
introducing a re f  nance facility w ith severe restrictions w ill continue to  lim it the autonom y o f  the 
banks. There m ust be a com prom ise betw een enforcing underw riting and servicing guidelines 
and allowing the bank to develop independent internal policies. Part o f  the transform ation process 
is the need to allow banks in Uzbekistan to becom e com fortable lending to the agricultural sector 
without relying on third parties to im part all lending characteristics and m echanism  on them. 
Currently U zbek banks have not developed skills in agricultural lending for this reason, they 
follow only the governm ent regulations and have not developed their own skills.

3.28 There should be quite strict governance criteria to ensure that any re f  nance facility 
does not becom e a new  m ethod o f  state intervention in the sector w hich w ill continue to  distort 
the sector. The following list is based on the governance criteria The W orld B ank enforces for 
sim ilar types o f  institutions, w hich offers a good guideline:

i) Fully autonom ous m anagem ent that is held  accountable fo r the facilities f  nancial 
perform ance;

ii) Exem ption from  civil service pay scales to  attract and rew ard quality  s ta ff on the 
basis o f  the institu tion’s fnancial perform ance;

iii) Insulation from  sta ff ng pressures by local authorities, for exam ple through 
autonom ous organizational charts w ith professional q u a lif  cations criteria;

iv) Freedom  to set lending rates to provide an adequate spread to cover costs;

v) A pplication o f  international best practice prudential regulatory, accounting, and 
disclosure practices, and therefore the developm ent o f  a  strong m anagem ent 
inform ation system  by  the institutions, and both off-site supervision and on-site 
exam inations by the sam e agency that supervises private banks;

vi) A hard budget constraint;

vii) A  clear tim e-bound strategy to develop rural f  nancial m arkets that are supported 
only w ith initial, nonexclusive, transparent budgeted subsidies;

3.29 A longside the lending schem e, capacity  building, hum an resource developm ent and
product developm ent assistance needs to be offered to the fn an c ia l institutions availing
them selves o f  the re f  nance schem e. U zbekistan is specif cally  in need o f  support for the 
developm ent o f  innovative products, such as those based upon cash f  ow  lending, m ore closely 
m atching the needs o f  the farm ing enterprises.

30



ТА 4820-U ZB : Im plem entation and M onitoring o f  Policy
Reform s in A griculture Sector project:
Credit Report

Final Report

c. Pricing

3.30 As re f  nancing schem es are by d e fn itio n  aim ed at specif с targeted sector, there is a 
built in cost involved w ith m onitoring the use and im pact o f  funds. In addition there needs to be 
a com prehensive technical assistance com ponent, specif cally needed in U zbekistan, to  support 
the f  nancial sector to  e ff  ciently and securely lend to the agricultural sector. The rates charged to 
interm ediary institutions should be set at levels that do not underm ine their deposit m obilization 
activity, as the post transition goal is to allow  the f  nancial sector to se lf  f  nance agriculture 
through m obilisation o f  funds. D espite the general consensus am ong farm ers in Uzbekistan 
that they need very low  interest rates experience has shown that borrow ers, specif cally small- 
scale borrow ers are m ore sensitive to  the n o n -f nancial costs o f  transactions (processing fees, 
travel costs, and incom e lost due to  delays in approval and disbursem ent) than to the f  nancial 
costs(interest paym ents).

3.31 Feedback from  farm ers in  U zbekistan indicates that the adm inistrative costs, burdensom e 
requirem ents and lack o f  cash proceeds are alm ost or equally as im portant as the interest rate, 
as these o ther costs can increase the effective interest rates o f  even subsidised loans to 14-15%. 
This is underpinned by the fact they w ill take loans at up to 60%  from  alternative sources if  
the adm inistrative requirem ents are low, approval is fast and credit is in cash. Thus it is as 
im portant, or m ore im portant, to keep these costs dow n in addition to  low ering the interest rate; 
this includes not only direct cost but the indirect costs associated w ith the m any days spent 
accessing the funds w hich results in incom e lost as well as costs o f  travel.

3.32 A s sensitivity analysis on an average sized cotton farm  o f  around 16 hectares shows, 
based upon current lending schedules, there w ould be a difference o f  $597 U SD  in the interest 
costs betw een a loan o f  7%  and a loan o f  20% , this w ould drop to $300 for a typical 12.6 
hectare w heat farm  (see table 3). W hile this m ay be sign if cant, m uch o f  this could be offset 
through m ore e f f  cient and tim ely lending techniques, as anecdotal evidence indicates that 
the costs, d irect and indirect, resulting from  the current directed lending regim e, m ay not be 
m uch different from  this am ount. This w ill entail a need to increase incom e by  7 and 10% 
respectively to offset the h igher rates. Fam ers have indicated that m ore e f f  cient crediting 
m ethodology which w ould allow  them  to direct the use o f  funds w ould increase their income, 
this m ay eventually be enough to m eet the higher incom e targets needed to m anage the higher 
rates. A n ongoing W orld B ank project indicated that yields increased betw een 20 and 50%  due 
to im proved use o f  inputs, partly  attributed to m ore liberal credit term s

3.33 A ctivities undertaken by  the W orld B ank has shown that a sudden increase to m arket 
rates o f  around 20%  cannot be accom plished effectively, specif cally i f  subsidised rates are still 
available. There needs to be a period o f  transition tow ards the m arket rates through a period o f  
subsidised rates in conjunction w ith an increase in technical assistance needed to elim inate the 
indirect costs through m ore transparent operations and enhanced e ff  ciency. The preponderance 
o f  farm ers w ho had access to  credit at m arket rates through the W orld Bank sponsored project 
returned to  the directed credit program m e in order to  access credit at 3%.
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3.34 Com pared to a loan at 3%  a farm er w ould  have to pay $780 m ore in interest paym ents 
on cotton and $393 m ore interest on w heat over the course o f  a year for a com m ercial loan at 
20%. In all cases though the revenue derived from  the farm ing activity is not enough to provide 
standard debt coverage, in the case o f  both cotton and wheat, approxim ately 75%  o f  revenue 
w ould need to  go to debt service, where anything over 60%  is considered dangerous. In fact 
unsubsidised credit at 20%  w ould return only a slight net incom e o f  $289 on cotton farm ing, 
w hile w heat w ould show  a small loss o f  $ 8 8 .13 Table 2 show s the actual difference betw een a 
subsidised rate o f  7%  and m arket rates o f  20% , and the im pact for the farmer.

Table 3.3: Interest Rate Sensitivity Analysis (US dollar)

Sensitivity Analysis o f Interest Rate Im pact14

Average 
revenue and 
cost for Uzbek 
farming 
activity

Cotton Wheat

per ha per farm per ha per farm
Total Revenue $716 11647 305 3,852
Total cost $642 10438 275 3,478
Net income $74 1208 30 374
Credit need 
(80% of costs)

$514 8351 220 2,782

Without
Subsidized
Credit

Loan
A m ount

Interest total
repaym ent

m inim um
revenue
needed

Increase 
in interest 
paym ents

increase in 
incom e to 
qualify

Cotton $8,351 20.00% $9,269.76 13,905 $597.11 6.88%
Wheat $2,782 20.00% $3,244.90 4,867 $300.80 10.22%

With
subsidized
Credit

Loan
am ount

Interest total
repaym ent

m inim um
revenue
needed

Cotton $8,351 7% 8,673 13,009
Wheat $2,782 7% 2,944 4,416

3.35 Pricing w ill thus have to be at a level attractive to  farm ers, but still m oving in the 
direction o f  m arket rates. Feedback from  the w orkshops has suggested that rates betw een 7 
and 9%  w ould be appropriate. As farm ers and the f  nancial sector becom es m ore e ff  cient at 
accessing these funds, and the overall adm inistrative and indirect costs decrease, agricultural

13 Farm  incom e inform ation  is a  resu lt o f  on  farm  surveys and  data  collection  com pleted  in 2007/2008  in the  course  o f  the  A D B  M onito ring  
and Im plem entation  o f  Policy  R eform s in  the  A gricu ltu ral Sector Project.
14 Ibid
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enterprises should be able to accept a slow  m ove tow ard the m arket rate. Thus any long term 
re f  nance product w ould need to be priced at 2-4%  allow ing the f  nancial institutions to include 
a m ark-up to  m eet their m argin needs and absorb the costs o f  any associated guarantee fund. 
In addition the banks w ould need to  be sure the fund term s m atched the longer term  loans they 
w ould be providing for investm ent and land im provem ent.

3 .36 For sm aller scale loans through m ic ro f nance institutions as w ell as C redit U nions 
the pricing w ould be less im portant as their high cost structure currently  requires a margin 
o f  2%  per m onth, or around 24%  yearly rate, and yet they  are still unable to m eet dem and 
despite interest rates o f  5%  per m onth. Thus access to  funds is o f  prim ary im portance to this 
sector that w ould focus on short term  loans, as well as introducing technology to  low er the 
transaction costs o f  these institutions in o rder to bring dow n rates. In addition to increasing 
credit access, o f  im portance w ould be developing new  products and system s m eeting a wide 
variety  o f  needs, from  seasonal loans to agro-processing credit. M ikrokredit Bank has already 
begun delivering som e subsidised credit to  the agricultural sector at 5-14%  with a resulting 
strong dem and.

3. Warehouse Receipt

3.37 The developm ent o f  a suite o f  f  nancial instrum ent to support the f  nancial sector is an 
im portant step in the creation o f  an e ff  cient agricultural sector. W arehouse receipts are one 
such instrum ent that has proven to be particularly  successful in transitional econom ies in the 
provision o f  credit during crucial post harvest period in order to f  nance the m arketing o f  the 
product as w ell as continued harvesting activities. In Uzbekistan this w ill be im portant for 
those farm ers w ho currently hold back product and store at their house for future sale, and allow 
them  to  store their goods properly w hile availing them selves o f  the liquidity they offer. This 
w ould  be im m ediately applicable to the grain sector w here farm ers are able to sell 30-50%  o f  
their production, depending on their ability to produce over quota, on the open market. This 
w ill allow  the farm ers access to w orking capital w hile storing their crops until h igher prices 
in the future instead o f  being forced to sell im m ediately for a low er price in order to receive 
funds.

3.38 It has been show n that in countries undergoing sim ilar reform s, the establishm ent o f  
credit f  ow s in the short term  will be critical to the overall success. W arehouse receipt offer a 
tool to provide these credit f  ows in a m anner appropriate to the f  nancial sector as well as the 
agricultural sector.

a. D esign

3.39 W arehouse receipts deliver to  the farm er p ro o f o f  ow nership o f  the product which they 
have stored at a  c e rtif  ed w arehouse, this can then be used as collateral for a loan from  f  nancial 
institutions as shown in Figure 3.3. The fn an c ia l institution is able to convert this collateral 
into cash in a very short tim e in the case o f  default, thus lim iting their risk. The advantage o f  
this system  is:
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i) Fast access to liquidity for the farm er;

ii) Source o f  incom e for the warehouse;

iii) Source o f  alm ost risk free incom e for the f  nancial institution, and;

iv) E ff cient system  to assess product quality and quantity  for buyer and seller;

3.40 In order for a w arehouse-receipt system  to be viable, the econom y w ithin w hich it 
operates m ust m eet certain conditions:

i) There m ust be an appropriate legal environm ent;

ii) There m ust exist a dependable independent v e rif  cation and certif cation system  
guaranteeing the quality and fn an c ia l viability  o f  w arehouses as w ell as the 
quality and quantity o f  stored goods;

iii) There m ust be the availability o f  a reliable insurance carrier to  insure the goods 
under storage;

3.41 W here these prerequisites do not exist in other system s such as bank  ow ned w arehouses 
have also been introduced to  occupy this f  nancial niche.

3.42 In order to determ ine the capacity o f  a w arehouse receipt system  to w ork in U zbekistan 
a pilot project involving a handful o f  grain elevators could be im plem ented to  d e fn e  the 
ce rtif  cation and v e rif cation procedures needed to  secure the integrity o f  the system  and 
concurrently assess the legal basis for the system .

' 1
Warehouse Receipt

Figure 3.3: System of Warehouse Receipts.
--------------------------------  Product

Farm

Financial Institution

Warehouse (silo, elevator)
• Inspected
• Insured
• bonded

3.43 Currently in the w heat sector, the m ost viable crop to begin developing this system , all
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storage facilities are governm ent ow ned through U zdonm aksolut. This organisation currently 
has excess capacity and w ould  be very w illing to support any attem pts to initiate warehouse 
receipts. This w ould provide them  another source o f  incom e, which w ould currently  run between 
U S$ 1 and $4 per tonne per m onth in storage fees depending on the elevator used. Farm ers have 
a  choice to store in any elevator in the U zbek Republic. These fees com pare to an international 
standard o f  about $ 1.20-$ 1.50 per tonne per m onth.

b. C ertif cation and Insurance

3.44 A reliable certif cation and guarantee m echanism  m ust be in place to backstop the 
system . This m ust insure that the physical infrastructure is appropriate for storage, the f  nancial 
health o f  the w arehouse facility  is strong and that the quantity and quality o f  stored goods are 
as stated upon the receipt. In U zbekistan there is a State body, Texnizavod, currently providing 
these ce rtif  cations; the quality  o f  the inspections is considered appropriate by the State insurance 
com pany and U zdonm aksolut. The insurance com pany w ould be able to rely on these assurances 
to  provide property and casualty  insurance on the goods at .5 to  2%  o f  the value. C urrently only 
the state insurance com pany U zA groSigorta is operating in this sector, but feel if  the dem and 
is large enough to provide a p ro f  t they w ould be very interested in providing this underlying 
insurance. A side from  the state there is at least one private certif cation com pany assessing 
cotton w arehouses and one private com pany certifying grain quality operating in Uzbekistan.

c. Legal Basis

3.45 The legal system  m ust support pledge instrum ents, such as w arehouse receipts, as secure 
collateral. The lack o f  an appropriate legal environm ent is probably the single m ost im portant 
constraint to develop a system  in U zbekistan, as all o ther parties are ready to  m ove forw ard if  
this system  is in place.

3.46 The pertinent legislation m ust m eet several conditions:

i) W arehouse receipts m ust be functionally equivalent to stored com m odities;

ii) The rights, liabilities, and duties o f  each party to a w arehouse receipt (for exam ple 
a farm er, a bank, or a w arehousem an) m ust be clearly d e f  ned;

iii) W arehouse receipts m ust be freely transferable by delivery and endorsem ent;

iv) The holder o f  a w arehouse receipt m ust be f  rst in line to receive the stored goods 
o r their fungible equivalent on liquidation or default o f  the w arehouse; and

v) The prospective recipient o f  a  w arehouse receipt should be able to  determ ine, 
before acceptance, i f  there is a com peting claim  on the collateral underlying the 
receipt l5;

3.47 The current legislation is supportive to  the developm ent o f  a w arehouse receipt schem e,

15 R ichard  Lacroix  and  Panos V arangis, 1996
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although will it need som e m inor revisions to ensure it is specif с to this transaction. The 
key lesson learned from other transitional countries establishing sim ilar schem es, is that the 
warehouse receipts m ust be specif cally recognised in the legal system  so that the ow nership 
o f  the underlying goods are not challenged. The specif с articles that m ay need to  be adjusted 
under the Law  o f  the Republic o f  U zbekistan on Collateral, issued on 9/12/1992 and updated in 
01/05/1998 are:

i) A rticle 9

a. The tim ing o f  the right for the right o f  pledge to  be used  fo r collateral 
on goods held by  a third party m ust arise at the m om ent the goods are 
delivered to the third party  and agreem ent concluded for storage;

ii) A rticle 12

a. The subject o f  any pledge under control o f  a third party  m ust be insured 
by  the third party according to storage agreem ent;

iii) Article 14

a. In the case a pledged property is stored under agreem ent w ith  a third 
party, the risk o f  accidental loss or dam age o f  the pledged property shall 
be  taken by  the third party;

iv) A rticle 36-1; C ollateral kept w ith third parties:

a. The subject o f  the pledge kept w ith third parties m ay be agricultural 
production as d e f  ned in article 5 o f  the current law;

b. The m echanism  for designing the p ledge for agricultural production 
should be d e f ned in the legislation;

3.48 In addition to these specif с legislative issues, it m ust be assured that the ow ner o f  the 
receipt has priority  over the tax departm ent for the goods i f  the farm er or w arehouse ow ner is 
delinquent on taxes.

4. Technical Assistance

3.49 W ithin the banking and farm ing sectors there is a great need for education and training; 
focusing on fnanc ia l literacy for the farm ers and agricultural lending techniques for the banks. 
Banks need to m ore fully understand the cost o f  loans to the agricultural sector and how  to low er 
them  by im proving lending practices. Farm ers need to m ore com prehensively understand their
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obligations w ith regards to credit, and w hat form  is m ost benef cial for their needs. The World 
B ank Rural Enterprise Support Project has shown the effectiveness in the provision o f  training 
to all sides in the developm ent o f  proper loan decisions initially and an increase in repaym ent 
rates throughout the term  o f  the loan.

3.50 In order to  increase the success o f  both a guarantee fund and re f  nance facility the needs 
to  be an integrated technical assistance program  associated w ith the activities. M any o f  the 
issues raised by  attendees in the w orkshops relate to  the lack o f  capacity w ithin the f  nancial 
sector to e ff  ciently m anage agricultural credit and provide the services needed. To low er the 
adm inistrative costs, increase the service level to the borrow er and help safeguard the funds a 
high degree o f  know ledge transfer to the f  nancial institutions partnering on any program m e 
will have to  take place before lending can begin.

3.51 A gricultural lending requires a unique set o f  skills, in designing the products, originating 
the loans and instituting ongoing servicing. S pecif с farm ing activities are often only one source 
o f  a  farm ers incom e, thus to develop skills in cash fo w  lending techniques encom passing 
different incom e sources can allow  a m ore accurate assessm ent o f  repaym ent capacity. As 
f  nancial institutions enhance their ability  to  securely and p ro f  tably lend to  this sector, the need 
to  external guarantees and subsidised credit w ill diminish.

2.52 The im m ediate areas that need to  be addressed are:

i) D evelop new  docum entation allow ing farm ers to m ore sim ply access credit while 
providing the f  nancial institution the necessary inform ation to m ake an informed 
credit decision;

ii) Training o f  asset and liability com m ittees to develop skills enabling the availability 
o f  m oney at the locations, and during the season, it is needed. Clients need to 
rely on funds being available as they becom e needed. The com m ittee can also 
m anage the m atching o f  funds to increase the level o f  long term  credits to the 
sector;

iii) Training o f  credit o ff  cers in cash f  ow  lending techniques to ensure the client has 
access to the funds needed at the tim e they are needed. Lending too little is as 
dangerous as lending too m uch, and it is the credit o ff  cers who need to  determ ine 
the optim um  am ount, w hich m ay differ from  client to client;

iv) D evelop realistic collateral appraisal techniques to protect the banks as well as 
allow  client to  fully leverage their assets;

v) Support the developm ent o f  new  products and service lines to fully address the 
needs o f  the sector;
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vi) Provision o f  technical assistance w ith particular em phasis on deposit m obilization;
f  nancial and project m anagem ent and use o f  inform ation technology;

3.53 Longer term  capacity needs to  be provided to research and academ ic institutions to conduct 
studies and convene policy level discussions that w ill prom ote aw areness o f  agricultural f  nance 
as an integral part o f  econom ic policy and prom ote it as a sound com m ercial investm ent.

3.54 Overall the f  nancial sector, com m ercial banks especially, needs to  increase their ability 
to handle risk, as currently theirs is a very risk adverse culture w hich view s the agricultural 
sector as a risky area outside o f  their com fort zone. They need  to begin lending to this sector as 
a strategic business decision, rather than as a result o f  governm ent directives. This w ill m ean 
supporting their understanding and m anagem ent o f  the risks involved.

3.55 D ifferent types o f  assistance w ill also need to be delineated for banks, credit unions, 
M FIs and leasing com panies, depending on their target clients. Short term  loans, seasonal 
loans, equipm ent loans, livestock loans are all exam ples o f  products w hich rely on specif с 
skills to m anage successfully.

3.56 Lessons learned from  other international exam ples o f  support funds has show n a direct 
relationship betw een the am ount and quality o f  technical assistance and the overall success o f  
the program m es.

C. Partnerships

1. Financial Institutions

3.57 Financial institutions that w ork w ith any o f  these schem es w ill need to  prove their 
capacity to  lend to this sector, and as well their com m itm ent to  serving these clients long term , 
beyond the scope o f  these types o f  support m echanism s. U zbek banks, w hich do not alw ays 
have the best technology to lend to the agricultural sector m ust also be able to  accurately w ork 
w ithin the underw riting guidelines o f  the re f  nance facility, and any associated guarantee fund. 
M FIs and Credit U nions often have a m ore thorough understanding o f  how  to lend to their 
sector, but m ust also be given support on how  to adapt this to specif с agricultural needs. For 
exam ple, a com bined household and business m odel o f  credit analysis (in w hich all business 
and personal incom e and expenditure f  ows are considered in calculating repaym ent capacity), 
is m ore appropriate to this m arket segm ent, and m akes specif с restrictions on end use o f  credit 
im practical and undesirable. This w ould im prove upon the current system  o f  basing credit 
decisions on previous years prices and quotas

3.58 The creation o f  sustainable fn an c ia l interm ediaries w orking w ith  the facility will 
require identifying organizations w ith  strong leadership; a clear m ission to  assist the rural 
sector; an e f f  cient approach; a proven lending technology, or a  w illingness to  adjust current 
m ethodology to address institutional w eaknesses. The process o f  selecting institutions w ill be 
crucial to success; consideration o f  all alternative f  nancial institutions and rigorous analysis o f  
their actual and potential perform ance will be essential.
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3.59 Initial activities o f  any entity m anaging this facility m ust f r s t  develop a rigorous 
approach to the iden tif cation o f  partners. To ignore or lim it focus this crucial aspect in order to 
concentrate only on the developm ent o f  the facilities m ethodology is likely to  lead to problem s 
w ith the im plem entation in the long term.

3.60 Currently several banks are very interested in w orking w ith these types o f  projects, 
e ither on a pilot basis or on a w ider scale.

2. Government

3.61 W ithout governm ent involvem ent in the funding and strategic orientation o f  these 
schem es they w ill unlikely becom e reality. The C entral Bank will need to be a direct partner 
in any re f  nance facility  and policy decisions from  the M inistries o f  Finance and A griculture as 
w ell as the Cabinet o f  M inisters, w ill determ ine how  supportive the environm ent will be for the 
developm ent o f  these interventions. For funding, sources such as insurance and pension funds 
m ay becom e investors.

3.62 As m uch o f  the agricultural and f  nancial sector is still state run or controlled, they will 
continue to play a leading role during the transform ation process, and these schem es m ust serve 
to support their reform s.

3. Other Donors

3.63 O ther donors are already active in the agriculture and fnanc ia l sectors. Specif cally 
the W orld Bank is expanding their pilot w ork in 90 new  Raions w hich w ill include a large 
credit com ponent. This project will explore the use o f  w arehouse receipts as well as alternative 
collateral alternatives to  support new  credit lines. W orking in conjunction w ith this project will 
be a very benef cial w ay to  leverage activities in the agricultural credit sector.

3.64 A long w ith the W orld Bank, USA ID  is im plem enting a large agricultural project with a 
com plim entary credit com ponent. D issem inating lessons learned from  these projects will help 
to guide im plem entation o f  any new  interventions in the sector.

D. Policy

3.65 In order for rural fnanc ia l m arkets to function effectively, com plem entary reform s 
are needed in titling, securitisation, jud icia l process, and disclosure that w ould im prove the 
environm ent for f  nancial services. There m ust be a strategic policy shift allow ing the reform s 
to take hold and f  ourish. G overnm ent interventions in rural f  nance should be based on the 
principle o f  rem oving the causes o f  m arket failure in a cost-effective way. The long term  goal 
is to support the im plem entation o f  m arket forces on the sector. A n e ff  cient rural f  nance 
sector is iden tif ed by a range o f  f  nancial institutions and products available w ithin reach o f  the 
borrow ers, thus policies m ust be put into place to support this.

3.66 The agricultural credit m arket m ust not be seen as a stand alone sector, or the dom ain o f  
any one stakeholder, but in fact as the co n f uence o f  an e ff  cient rural/agricultural sector, and an
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enabling f  nancial sector. For this reason it needs the support o f  both the M inistries o f  Finance 
and Agriculture who set policies for these sectors and support o f  o ther stakeholders such as the 
central bank, regional authorities and farm ing unions to im plem ent reform s. D uring the course 
o f  the w ork it has becom e clear that even w here legislation has been put in place to support 
m ore e ff  cient agricultural credit operations, the im plem entation has often  been slow  to take 
place. There m ust thus be a strong follow  up and enforcem ent o f  any policy  reform s that are 
developed.

3.67 Farm  surveys and regional w orkshops have helped to identify the m ajor in e ff  ciencies 
in the m arket. This inform ation w ill allow  us to  begin to develop policies to overcom e these 
problem s.

3.68 The areas that need continued focus are:

i) Im proved policy environm ent:

a. prom ote f  nancial sector reform s;

b. prom ote agricultural m arket e ff  ciency;

ii) Strengthen legal and regulatory fram ew ork:

a. Im prove leaseholder registration and liquidity;

b. Reform  law  on securitization and secured transaction;

c. Prom ote lending from  non bank f  nancial institutions;

iii) Identify m arket failures:

a. Incentivise innovation;

b. D issem ination o f  transparent inform ation;

c. Social interm ediation;

3.69 U zbekistan needs to im plem ent an inter-m inisterial task force, including the participation 
o f  the stakeholders in order to truly begin to  develop policy  guidelines to overcom e the d e f  ciencies 
in the current legislation and identify those w ho can take the lead in im plem enting the latest 
policies. The M inistry o f  A griculture has som e relationship with the M inistry o f  F inance in the 
developm ent o f  the directed credit schem e, but this should be deepened to  encom pass a w ider 
policy dialogue.

Specif с areas identif ed for policy coordination are:

i) M inistry o f  Finance:

a. Fiscal incentives such as tax credit for investm ent in  capacity  building;

b. Transform ation o f  directed credit program m e into m arket based 
interventions;
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ii) G overnm ent o f  Uzbekistan:
a. Should begin to transform  its role from intervening in the agricultural 

credit m arkets to investing in projects like w ater courses, irrigation, dams 
and providing essential inputs like electricity, technical training, disaster 
ce rtif  cation and other support services o f  agriculture;

iii) M inistry o f  Justice:

a. The required changes needed to expand access to  credit in rural areas 
include:

1. Titling and registering leaseholds;

2. Reform ing the law  o f  secured transactions, such as legally 
acceptable form s o f  collateral;

3. Enforcing the im plem entation o f  current legislation;
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IV. CONCLUSION

4.1 W orldwide the transition from  directed credit program m es has been a slow, and as o f  
yet incom plete, process. This is due to  strong interest groups who can m ore easily point to the 
visible role o f  directed credit in supporting policy  decisions, as opposed to  those w ho espouse 
the m ore e ff  cient capacity o f  the invisible hand o f  the m arket to  solve m any o f  the sam e issues. 
Yet to establish long term  sustainability in all activities o f  the agricultural sector, rather than a 
short term  f  x for specif с activities, the m arket m ust be relied on to accom plish this.

4.2 W hile there have been substantive steps tow ards deregulating the farm ing and f  nancial 
sectors, there is still m uch w ork to do in order to fully realise their potential. M uch o f  the goals 
o f  the transition m ust be to allow  farm ers to m ore effectively control the use o f  credit and allow  
the f  nancial sector to take responsibility  for the e f f  cient disbursem ent o f  scarce m onetary 
resources. W hile the f  nancial sector is year on year increasing the am ount o f  com m ercial 
credit available for the agricultural sector, it m eets only a fraction o f  the dem and. D uring 
the period o f  the f  nancial and agricultural sector reform s the provision o f  guarantee funds, 
re f  nance facilities, and w arehouse receipts w ill help to  ensure the continual f  ow  o f  credit w hile 
the transform ation takes place and avoid any disruption to  the sector.

4.3 Providing an enabling policy environm ent, increasing the know ledge base for agricultural 
lending as w ell as decreasing the risk o f  lending to this sector w ill be an im portant initial step 
to im proving access to credit by farm ing enterprises.
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ANNEX I: PERSONS MET

Person Position A gencv/Firm
Rustam  A gzam ov Executive Director U zbekistan Credit Union 

A ssociation
M irsaid M irpulatov Executive D irector A zer Trast C redit U nion
Ilkham  Sharipov D eputy Chairm an o f  the Board Paxta Bank
Shukrullo U m urov D eputy Chairm an o f  the Board M ikrokreditbank
Sultanov Ruzim urot D irector D ekhkan Fund
A lisher Ibragim ov D eputy D irector, Branch 

N etw ork
N ational Bank o f  Uzbekistan

Rustam  H alikov H ead o f  D epartm ent 
Investm ent Projects and 
Foreign C redit Lines

G ’allabank

A bdunosir Raxm onov First D eputy Chairm an o f  the 
Board

G ’allabank

A bdualaem ov Sayhunabad Regional M anager Paxta Bank 
Sayhunabad Branch

A bdulla Turdibaev Hakhim Sayhunabad Regional 
A uthority

Turan Farm er Sayhunabad Region
Farm er Sayhunabad Region

A lijon Ravshanov A ccountant (form er) Finca International (M FI)
D ilshod K hidirov W orld Bank
H ugo M inderhoud: D irector А К Т Е  LLC
D on N icholson: SEAF-SM E
Jaost Heinlich A gro-storage
N uriddin H ead o f  D epartm ent U zA groSugurta

H am arzaev and other 
representatives

Econom ic departm ent O zpaxtasanoat

M irzaev Tulkin: D eputy H ead C hief 
D epartm ent for Financial 
Regulation o f  Agroindustrial 
com plex.

M inistry o f  Finance

Ilkhom jan Tuychiev: H ead D epartm ent o f  Financing 
A gricultural Com plex

M inistry o f  Finance

Fayzullaev Head, Reform  D epartm ent M inistry o f  Agriculture
Zakhid Salikhov D eputy Director, Foreign 

Investm ent D epartm ent
M inistry o f  A griculture

Rasul D evelopm ent Infrastructure M inistry o f  Agriculture
M ubarakov Cotton departm ent M inistry o f  Agriculture
Tom Bryant G eneral D irector C entral A sia Seed Co.
A khm edov A zizkhan Head o f  Finance C entral A sia Seed Co.
A kzanov M oktar H ead o f  Finance U zdonm akhsulot
Sultan Kam ilov Head storage departm ent U zdonm akhsulot

Note:
M eetings w ith the departm ent o f  the M inistry o f  Finance responsible for m anagem ent o f  the 
directed credit w as not able to be arranged. A m eeting w ith the Central B ank in order to discuss 
a  re f  nance facility w as not able to  be arranged.

Inform ation about the real effect on the directed credit program m e on the state budget was not 
m ade available.
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