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INTRODUCTION

Subsequently to the comments to the first set of draft articles of a future Unidroit
Convention on International Interests in Mobile Equipment, established by the Drafting
Group of the Sub-committee on 19 December 1995 as revised by the same on 4 March 1996
(Study LXXII - Doc. 24), grouped together in Study LXXII - Doc. 26 and Study LXXII - Doc.
26 Add. 1, the Unidroit Secretariat received additional comments from Ms N. de Ia Pefia, Mr L.
Girton and Mr H. Fleisig, expert consultant to the Study Group on international economic
matters. This paper reproduces these comments, set out hereunder, Ms de la Pefta is an attorney
and consultant to the Center for the Economic Analysis of Law (C.E.A.L), Mr Girton a
Professor of Economics and consultant to C.E.A.L. and Mr Fleisig Director of Research of
C.E.A.L. The views and interpretations discussed in these comments are those of the authors
and do not necessarily represent the views and policies of C.E.A.L. or of its directors. The
authors acknowledge their debt to Mr R.C.C. Cuming, Mr A. Garro, Ms G. Rodriguez-
Ferrand and Mr J. Spanogle for their comments and helpful advice.
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MS N. DE LA PENA, PROFESSOR L. GIRTON AND MR H. FLEISIG

Introduction

1. An improved framework for secured transactions represents an essential step in
increasing the flow of credit for financing equipment and permitting access to credit by
those who cannot offer real estate as a guarantee. Recognizing this, projects are being
supported to improve the framewotk for secured transactions. ‘The authors are presently
involved in such projects in Argentina,' Bangladesh,® Bulgaria,® Bolivia,® EI
Salvador,® Honduras,® Mexico,” Peru® and Uruguay®,

| Work undertaken under the goneral supervision of Stephen Schonberger, LA3ER, IBRD. Further
packpround sct out in Fleisig, Heywood and de la Pefia, Nuria, "Argentina: How Problems in the
Framework for Securcd Transactions Limit Access w Credlt in Agriculture” [ September 1995: The
World Bank, processed]; and Bacchiocehi, Gianluca G.; Dick, Astrid A., and Loeb, Gabriel 1.,
"Maximizing Social Surplus within the Politicully Constralned Argentinean Registry System by
Increasing Efficiency and Distrlbutional Equity between Registries and Customers”, [May 1994:
The World Rank, provessed],

1 Work undertaken under the general supervision of Madbur Gautam, SALAN, IBRD and described
i more detail in Fleisig, Heywood, "Bangladesh: Creating a Legal and Regulatory Framework W
Promote Access o Credit in Agriculture,” [Nuvember 1993 The World Bank, [orthetming,
processed|.

5 Work underiaken under the general supervision of Zeljko Bogetic (EC1C0), IBRD. Background
work done in collaboration with the Burope Bamk for Recomstruction and Development and
appearing in Fleisig, Heywaod; Simpson, John, and Rover, Jan-Hendrik, "The Framework for
$ecured Transactions in Bulgaria: Economic and Legal Tssues™ [October 1995 EBHRD & IBRD,
forthcoming, processed]. ‘

¢ Wwork undertaken under e gencral supervision of Vicente Fretes-Cibils (LAICL), Susana Knaudt
(LA3INR), Jonathan Parker (LA3INR) and William Shaw (AF2C0). Background material appears
in Fleisig, Heywood and de ta Pefia, Nurfa, "Boilvia: Creating a Legal and Regulatory {ramework
to Promate Access to Credit in Agricuinure,” [September 19950 The World Bank, processed];
Fleisig, Heywoud; de la Pefia, Nuria and Aguilar, Juan Carloy "Holivia: Creating a T.cgal and
Regutatory Framework (o Promote Access 10 Credit for the Poor,” [July 1995: The World Bank,

processed); and Fleisig, 1leywood; Aguilar, juan Carlos and de la Pefin, Nuria, "How Legal
Restrietions on Collateral Limit Access to Credil in Bolivia® {December 1994: The World Bank,
13873-BO].

S work recently initiated under the general supervision of Mark Duiz, Duniel Crisafulll, and Roberto
Panzarch (1.A2PS), IBRD.

¢ Work originated by Graciela Lituma (LAINR) and now being carrled forward under the general
supervision uf Silvia V. Castro (LAZNR). Background information appears in de la Peila, Muria,
vHonduras Drall Scoured Transactions Law® ("Régitnen Gencral de las Garantlas Roales
Mobiliarizs") [March 1994: The Central Bauk of Hundurds, processed|; de lu Pefia, Nuria,
"Diagnéstico Sobre ¢l Sistema Prendario de Honduras: Su lmpacto on el Acceso al Crédito,”
[December 1993: The Central Bank of Honduras, processed)

T Work undertaken under the gencral supervision of Michaet O'Donnell (IADB). -

5 Work now heing initiated under the general supervision ot Suryjit Goswaml (LA3NR).

9 work initiared by Junathan Parker (LAINR) und carried forward under the general supervision of
Mariluz Cortes (LALPS)., The details appear In Fleisig, Heywood and de la Pefia, Nuria, "How
Legal Restrictions un Collateral Limit Acaess 1o Credit in Uruguay” [May 1994 The World Bank,
processed]., ‘




2. As the Unidroit background studies indicate, a sound system of security interests
in movable property provides 2 key building block in financing the acquisition of
cquipment. This paper comments on that reform proposal from the perspective of the
countries involved in the projects mentioned above. This paper focuses on the legal
aspects of greatest economic importance In the general reform; it does not atternpt to
comment on other economic aspects of the proposal that remain important to industrial
countries. This puper also atms at informing the governments involved in these projects
about the relation of Unidroit's valuable effort to their own reform programs,

3. Moreover, many countries may view the international framework proposal as & model
for reforming their domestic laws on security interests. The Unidroit Study Group
considers more than the problems related to the scope of application and
"internationality” of the transaction. It implicitly presents a uniform concepiual
framework and a functional mechanism for security interests, Such issues equally apply
in a domestic setting. '

4.  The projeets described above have depended on extensive interviews with business
opcralgrs, bankers, and farmers in each country, These interviews make it ¢lear that
problems in the framework for secured tramsactions in (hose countries block socially
important economic transactions, Our coruments, therefore, focus on the key economic
issues rather than on problems that may have independent legal interest.

5, Unidroit’s focus on improving the international framework for security interests in
mobile equipment iy welcome. The countries with ongoing projects will carefully
consider the options that Unidrolt presents.

6. This paper first describes the economic importance of the Jaws that govern security
interests in movable property and the main findings cncountered in the projects described
above. It then presents some specific comments regarding the scope of the convention,
the proposed registration tules, wnd the enforcement of the security interest.

© We ‘Thank Protessor Alejandro Clarro (or this comment.




1. E_connm_ic Importance of the Laws that Govern Security Interests in Movable
Property and Fixtures

7, Personal property and fixtures have immensc economic _irnportance‘ In the United
States, for example, such property represents about half of the private non-residential
capital stock and about three-quarters of corresponding gross investment. In the United
States, such property is readily financed. ' | | '

8. This iy not so in many developing countries. For example, in Argentina, Bolivia,
Colombia, Honduras, El Salvador, Peru, Venczuels, Uriguay, in several other Latin
Ametican vountries, in Bangladesh, and in Bulgaria, private "ban'ks supply most of the
loans to the private sector. These private banks typically accept omly real estate as
collateral for these loans. These banks may require real estate collateral directly, through
a mortgage, or indirectly, by requiring proof that the borrower owns land that the bank
could encumber in case of non-payment or by requiriag the personal guaraniee of another
owner of real estate, These banks usually will not accept movable property as ¢ollateral
-~ property like inventory, accounts receivable, or industrial equipment -- unless the
borrower also offers additionat collateral based on the ownership of real estate,

8. Norwill non-bank non-financial intermediaries -- such as automobile and equipment
dealers, and leasing companies -- provide substantizl amounts of credit using movable
property as colflateral, In sharp contrast {0 countries with an appropriate security
interests framework, such credit sellers in Latin America, Bangladesh and Bulgaria
extend only small amounts of credit that onfy the strictest unsecured loan criteria can
justify.

10. Lenders and credit sellers in those countries do not accept movable property as
collateral for loans. ‘This refusal does not arise from macroeconomic risk, or from high
bank intermediation spreads, but from problems in the legal framework.!!  These
problems make creating security interesls in movable propetty expensive or impossible,

" For example, see Fleistg, Heywood and de la Pefia, Nuria, "Argentina: How Problems In the
Framework for Secured Transactlons Limit Access to Credil in Agriculture” |September (990: The
World Bank, processed], m para, 63; Fieisig, Heywood, Agullar, Juan Carlos and de¢ Ja Pefia,
Nuria, "How Lepal Restrictions on Collateral Limit Access to Credit in Bolivia” {December 1994
The World Bank, 13873-BOJ, at Chupter §; de 1a Pefis, Nuria and Flelsig, Heywood, Peru: How
Problems In the Framework for Securcd ‘Transactions Limit Agcess to Credit in Agriculture;
[December 1995: The World Bank Processed), art Pleisig, Heywood and de'la Pefia, Nuria, "How
Logal Restrictions on Collateral Limit Access 1o Credit in Uruguay” |May 1994: The World Bank,
processed], at Chapter 1.




They make it costly and risky to learn about prior encumbrances, and they provide for
stow and costly processes to seize and sel] collatera], These problems, znd not uthers,
lead to lending policies that discriminate against movable collateral. These lending

policies:

Muke it impossible for anyone without unencumbered real estate to finance
the purchase of equipment, inventory, or livestock.

Make it difficult for dealers and manufacturing companies to extend credit
for inventory, even when the lender rctains physical possession of the
inventory,

Limit access to credit by business enterprises in rented quariers, by
farmers who work rented land or have unclear title, and by ali businesses
who do not owg real estate.

Make it more difficult for rapidly growing firms to get credit than
slow-growing firms; make it more difficult for farmers to get credit for
expanding output by mechanizing and improving cultivation practices than
to get credit for expanding output by purchasing morc land and using
cxisting techniques.

Limit profitable and socially useful lending by banks, and credit sales by
manufacturers, importers, and merchants.

Make non-bank credit expensive, because potential lenders find collateral
other than real estate very risky.

Deprive lenders and borrowers of due process of law, by encouraging
illegal enforcement o the use of criminal sanction to substitute for
inadequate civil collection of dehts,

11. Broadly, this inadequate framework leads to high interest rates and low volumes
of lending; it penalizes the progressive and rapidly growing sectors of the gconomy; il
penalizes the poor and the landfess,

12.  Despite these negative effects, these lending policies reflect a perfectly rational
response of private lenders v the policy environment, Lor a private bank or business
in these countries, a borrower who offers imovable property as collateral really offers no




collateral at all. The laws and procedures do not provide an approptiate framework for
creating, perfecting and enforcing security interests in movable property.

Are there non-legal solutions to this problem?

13. Many are aware that highly profitable and growth producing investments exist in
developing countrics - that private lenders will not finance for the want of adequate
security. The problem has been the focal point of attention for years on the part of the
multilateral development banks and the bilateral donors.

14, Publicly-owned Developmneni Bunks?  For years, the typical approach to solving
this problem has been Lo create state lending agencies that would make the loans that the
private seetor refused to make, Multilateral banks and bilateral donors supported existing
statc programs and the ¢reation of created new ones. For the most part, however, these
programs have failed. Stale lenders, unlike private lenders, did make these loans. But
they were no more able to collect them than were private lenders. The forbidding legal
framework for such loans, together with the poor incentive system in most statc lenders
to collect any loans, combined to produce billions of dollars of loans in default. While
borrowing member governments may contioue service these loans 10 their multilaterai
and bilateral creditors, these governments have no corresponding domestic portfolio asset
of performing loans and, often, no corresponding national asset in capital that produces
output.

15. Guarantees? In a subsequent strategy, governments, again with the support of the

multilateral and bilateral donors, atlempted to use guarantees to address private lenders’

unwillingness 1o accept movable property as coliateral. Lending in Ilonduras for
commercial inventory or leasing in Bulgaria only exists because a state insurance
company is willing to insure the dealers against credit risk.

16. But supplemental public guarantees cannot address these deticiencies in the legal
framework. They can only shift risk from the private sector to the public sector, without
providing the public sector with a means for dealing with it. .Consider 4 simple example.

17. Private dealers, who can charge any interest rale they like, believe that it is
unprofitable to accept the credit risk associated with selling equipment on credit. By
what reasoning, then, could a credit-insuring state guarantec agency conclude that
accepting the risk associated with the guarantee is profitable? The guarantee agency can




freely set the puarantee fee but the dealer can set the interest rate; typically, the
guarantee agency has no better ability to seize and sell the collateral; typically, the
guarantee agency will be no more able to assess the risk of an individual borrower than
will the dealer.

18.  Private banks and dealers typically have owners and staft with strong incentives (o
seck out profitable business deals. If they correctly believe that they cannot profit from
extending this credit, how can the state guarantee fund profit from guaranteeing suck
ioans? If a dealer would go bankrupt making such loans, why will not the state
guaranteeing agency go bankrupt? Indeed, that is precisely what we observe -- repeated
insolvencies in state lending and guaranteeing agencies in the borrowing member
countries of the multilateral lemders.

19, Whoever guarantees the loan will simply absorb the risk and the losses of an
inadequate security interest framework that the private sector now rcfuses to take. That
guarantee fund will go bankrup!.

Public loans to private lenders? The latest phase of the strategy has been to
address the bad loan problem by attempting to direct credit lines toward the economic
activities most dependent on fixtures and personal property for their operation but to
disburse these loans through private lenders who will be concerned about debt collection,
However, for the reasons set out ubove, private banks will vever disburse credit for
working capital -- secured by inventory ar accounts receivable, or intermediate-term
credits -- secured by equipment -- except to borrowers that are already so creditworthy
that they would qualify for the same loans without presenting collateral. In the latter
case, the directed credit line provides no additional benefit to the country, except for the
foreign exchange itself, Where u country is creditworthy and has unrestricted aceess to
foreign luany, that is no advantage at all. These privately disbursed public loans cannot
address the problems ouiline here; either the loan will retnain in the hands of the
government, undisbursed and unused, or it will disburse to those who have the real cstate
lu provide the guarantees sought by private lenders.

Solations in law and public institutions

20.  Those who favor public intervention to address the high economic costs of credit
systems that will not iend for movable property correctly point to a fallure in the policy
envitonment that makes such collateral unacceptable, But this_problem cannot be
remedied by making the loans unyway. Such a solution does not guarantee that loans
must be repaid and, therefore, does not guaraniee that loans go 1o their highest return




