GLOBAL CREDI T PROGRAM FOR SMALL AND MEDI UM SI ZED ENTERPRI SES

BORROVER:
GUARANTOR:
EXECUTI NG AGENCY:

AMOUNT AND SOURCE:

FI NANCI AL
TERVS AND
CONDI Tl ONS:

CBJECTI VES:

DESCRI PTI ON:

( BR- 0310)

EXECUTI VE SUMVARY

Banco Naci onal de Desenvol vi nrento Econbém co e Soci al

Federative Republic of Brazil

Banco Naci onal de Desenvol vi nrento Econém co e Soci al

| DB: US$1.2 billion under the
ordi nary-capi tal ener -
gency | endi ng program

Anortization period: 5 years

G ace peri od: 3 years

Di sbursenent peri od: 18 nont hs

Interest rate: U S dol I ar 6- nont h
LI BOR + 400 basis points
p. a.

Speci al fee: 1% front-end fee

Credit fee: 0. 75%

Currency: U S. dollars

Wai ver of |oan charges: The waivers that would

normally be allowed for
regul ar ordinary-capital
| oans do not apply.

The programis general objective is to further the
devel opment of a nodern produci ng sector in Brazil by
maki ng nore medium and | ong-term finance avail abl e,
on market terns, to private-sector snall and nmedi um
sized enterprises (SMES) requiring investment funding
for projects to restructure, inprove, and expand
efficient operations. In line with previous opera-
tions and with guidelines for IDB action in the
finance sector, the proposed program would support
Brazilian governnment efforts to nodernize the
country's production sectors and nake them nore
conpetitive, by lowering the so-called "Brazil cost'.

The specific aimof the programis to nmaintain, over
the coming 18 nont hs, an adequate flow of nedium and
long-term financing on market terms, via the fornal
financial system for SMES' investnent outlays to
restructure, i mprove, and expand efficient
oper ati ons.

The proposed program would supply nultisector gl obal
financing to spur job creation in the productive
sectors, so SMEs can nodernize and expand their
operations to be nore conmpetitive as Brazil continues
to open up its econony. Banco de Desenvol vi nento
Econbmi co e Social (BNDES) would be the vehicle for
i ncreasing productive enploynment, by virtue of its
active involvenment in nedium and |ong-term | ending
to SMEs. The operation proposed here would be
concordant with the guidelines for |DB emnergency
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RATI ONALE FOR
THE OPERATI ON:

| oans designed to expedite SMES' access to credit
(docunent GN-2031-4).

The program woul d take the form of a discount w ndow
for medium and long-term conmercial bank loans to
SMEs to finance purchases of nachinery, equipnent,
and services, including associated working capital,
and for new plant and fixtures to expand, nodernize,
and diversify the operations of private Brazilian
producti on businesses that satisfy the programs

t echni cal , fi nanci al - economi c, | egal , and
environmental viability requirements. The program
will support loans of up to R$7 million each to SMES

(companies with annual sales of up to R$15 million),
by way of two conmmrercial bank 1oan discounting

facilities ( BNDES- Aut omat i co and the Agéncia
Especi al de Fi nanci anent o I ndustri al ( FI NAMVE-
Automatico) facility, with terms in accordance wth
current BNDES operating policies.

Al funds for the program will be channel ed through
BNDES and thence through internmediary financial

institutions (IFIs) which qualify according to t he
programis Credit Regul ations; as in previous opera-

tions, those regulations wll be consistent wth
rul es governing BNDES operations. The I1Fls wll

onlend these nonies to SMEs to finance productive
i nvest ment projects.

Constraints associated with the current gl obal narket
climate are making it more difficult than ever for
Brazil's SMEs to secure funding now or in the near
term whether from the financial system (which is
reluctant to take on medium and |ong-term exposure
when deposits are at short term) or fromthe capital
market, which in any case supplies very little
medium to long-term finance, and is a viable option
only for |arge corporations.

Agai nst the present sluggish econonic backdrop, the
profile of  SMES' financing needs is changing
dramatically. The conbination of dwi ndling external-
funding inflows and tight nmonetary policy has slashed
the anount available for credit, and SMEs are being
crowded out by larger corporations. As their sales
figures slip, many snaller businesses are unable to
cone up with noney of their own to fund their
operations (working capital) and capital outlays.
VWhat SMEs need in these circunstances are |engthier
bank-1o0an repaynent terns and nore working-capital
fi nance.

The foregoing developnents wll be heightening the
demand for BNDES's lending prograns ( the only
significant source of such finance for SMes ¢
precisely at a tinme when it is exceedingly difficult
to secure nore funds to fill this need, as was noted
above.

The fresh funds that BNDES woul d obtain through the
proposed line of credit would keep it from having to
cut back on its lending, and equip it to address
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probl ens ensuing fromthe macroeconom ¢ adj ust ment.

Moreover, BNDES is the only institution in Brazil
with a network of IFls large enough to ensure that
funds could be dispersed throughout the country.
Li kewi se, its rules, procedures, and institutional
capacity for evaluation and supervision afford
assurances of successful administration of a program
of this scale.

The proposed program would be subject to the sane
environmental requirenents that applied in previous
oper ati ons. One design elenent in those earlier
prograns was a conprehensive environmental quality-
control nechanism for subprojects, based on National

Envi ronnment Conmi ssi on st andar ds. BNDES' s Envi ron-
mental Advisory Unit, situated in its planning area,
has expertise in this area. The quality-assurance
nechanism( which was ultinmately expanded to take in
all BNDES loans { has worked satisfactorily, and
thus would be used for this programas well, with no
significant adjustnents. BNDES has environnental

policies and procedures in place for IFl classifica-
tion, approval authority, and conpliance nonitoring,
i ncl udi ng on-site supervision of IFl subloans to end-
borrowers, for exanple by reviewing files for each
operation to check that official envi ronment al
pernmts were obtained.

The operation does not qualify as poverty-targeted.
However, because there would be no minimum on
subl oans, it is expected that many m croenterprises
will be able to access the program

None

Not applicabl e

The governnment proposes to nake nore nmedium and
long-term finance available to Brazilian SMEs, which
account for a huge share of Brazil's industrial
apparatus and offer prospects for production
restructuring and nodernization. The financing
proposed here for small and m d-sized busi nesses wl|l
bol ster the medium and long-term finance avail able
to SMEsS engaged in any efficient private-sector
activity, including social-sector ventures, during
the nost critical chapter of the current adjustnent
program

The success of the proposed program will depend on
there being a macroeconomic and financial climate
conducive to private investnent and export grow h.
Significant results have already been achi eved under
the "Real”™ Plan in ternms of refornms and econonic
stabilization; the package of neasures that the
government is inplenmenting is expected to build upon
these results. The programis macroeconomc risk is
significantly | essened in these circunstances.

There is little risk of financial-systemdislocations
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RCOLE OF THE
PROJIECT I N THE
BANK' S COUNTRY AND
SECTOR STRATEGY:

SPECI AL
CONTRACTUAL
CONDI TI ONS

such as would affect the program adj ustnment s
brought in since the "Real"™ Plan was |aunched have
strengt hened the financial system including regula-
tion and oversight, and have advanced State bank
reorgani zation and privatization processes. The
proceeds of the proposed programthus can be expected
to be properly channel ed. The program also would
allay the aforementioned risk by acting as a catal yst
for sound practices, denmanding nore rigorous |oan-
selection and portfolio-nonitoring in IFls, and
closer BNDES monitoring of IFl credit-line opera-
tions. By providing IFls with long-term funds, the
operation described here would also help those
institutions put t oget her nore bal anced |oan
portfolios.

The experience with BNDES in previous operations and
that agency's proven effectiveness in dispersing
credit for SMEsS nationw de, as well as the
significantly lower delinquency rate of the IFls
usi ng BNDES resources as opposed to other resources,
will substantially allay any risk of the programs
not reaching the entire target group or falling short
of its objectives.

The proposed program fits with the Bank's [|ending
strategy for Brazil and pursues the Brazilian
authorities' priorities, and would satisfy BNDES s
request to the Mnistry of Planning. The object of
all the foregoing is to make nore medium and |ong-
term finance available to the country's SMES, as a
key avenue for deepening, with stability, the process
of Brazil's economic integration with the globa
mar ket pl ace.

The gl obal credit programfor SMEs will be considered
eligible for disbursenent when the borrower has
denonstrated that the Credit Regul ations have been
put into effect (paragraph 4.31 of the proposal which
follows) and that, on the date that the credit
amounts were conmmitted by BNDES, the guarantor was
mai ntai ning a macroecononi ¢ environnent consistent
with what was agreed with the | M- (paragraph 4.23).

The borrower has asked the Bank to recognize amounts
expended (actual and anticipated) up to the date of
approval of the | oan. According to project team
estimates, the Bank might recognize up to 40% of the
loan proceeds for such expenses incurred since
Cctober 7, 1998 (paragraph 4.47).



