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Legal Restrictions on Security Interests
Limit Access to Credit in Bolivia

In Bolivia, most lenders require real estate as collateral. This practice makes
it very difficult for merchants, mine owners, industrialists, professionals, and
farmers to borrow against equipment, inventory, crops, or anything else they
might use in the course of their trade or business.

This article asks why such a limited range of property should serve as collateral
for loans. It finds the answer in the Bolivian legal, judicial, and regulatory sys-
tems: the court system operates very slowly, and the laws make it difficult for
parties to make loan contracts that are enforceable without court supervision.

This article is written for both economists and lawyers. The economic problem
is relatively simple: collecting any debt in Bolivia is expensive and time consum-
ing. Only the most durable and valuable collateral is useful in such a system;
therefore, most loans are ultimately secured by urban real estate, which will last
beyond the time expected for a court decision and has enough value to cover at
least the minimum cost of collection. The typical piece of industrial or agricultural
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equipment is worth less than the typical real estate holding and, unlike real estate,
generally loses value with age. Thus, for lenders facing high fixed legal costs
of repossession and sale, equipment is a much less attractive means of collateral
than land.

This problem has complex legal and judicial roots. Consequently, this article
covers these issues at a level of detail that may seem tedious to some legal readers;
this is regrettable but unavoidable. Distinguishing technical legal terms from
common usage is important. Consequently, to indicate technical legal terms for
the nonlegal reader, italics are used for English legal terms, with Spanish terms
in parentheses. This system also identifies legal terms for lawyers trained in only
one of the legal systems, civil or common law, relevant to discussions in this
article. In most cases, these terms appear in the appen&d glossary. In some
cases, a difference between the civil and common law usage means that no equiva-
lent term exists in the other language. In these cases, the glossary sets out the
sense in which the term is used in this article.

Section I discusses how Bolivian laws governing financial instruments affect
credit and economic growth. Section II discusses how Bolivian lenders actually
secure their loans in the face of the severe problems that restrict the use of
collateral. Section III discusses how the legal treatment of collateral affects credit

and, in turn, the financing of investment and economic erowth, Section IV intro-
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duces the legal issues: it defines property, explains how claims are secured by
collateral, and discusses how the legal and judiciary system in Bolivia enforces
those claims. Section V presents the general issue of the creation and perfection
of security interests and how they are handled in Bolivia. Section VI describes
how a Bolivian creditor would obtain judgment from the court in the event of
a breach of a financial contract; it explains why the process is so lengthy and
sets out some options for shortening the process. Section VI discusses how a
Bolivian creditor would enforce such a judgment; it also explains why that process
is so protracted and discusses options for reform.

1. How the Laws Governing Financial Instruments Affect
Credit and Economic Growth

Bolivian law envisions two broad classes of private borrowers: commercial
banks and everyone else. As a practical matter, the debt of nonbank private
borrowers is backed by real estate; property other than real estate cannot readily
serve as collateral. This system limits the volume of credit available for productive
transactions by allocating credit away from farmers who rent, from farmers
with unclear title to land, and from manufacturers who need large amounts of

_machinery relative to their real estate holdings. The system allocates credit toward
real estate development and keeps credit out of the hands of those without land.
This credit system reduces economic growth and directs the benefits of growth
away from the poor.
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A. How Do BORROWERS BACK THEIR LOANS?

Private lenders care deeply about how their-debts will be repaid. Therefore,
they care about what backing the borrower offers. Commercial banks borrow
by taking deposits, by selling certificates of deposn or by issuing bonds They
back their debts with their real property, their investment assets, and thexr ex-
pected profits. At one level, these anticipated profits depend on a bank’s expected
interest costs, interest receipts, and loan performance. Atadeeper level, however,
the quality ofthebaclnngtlmtthebankoffersdcpendsmdxmﬂy on the quality
of claims against the government. First, the Bolivian government’s de facto and
de jure policy of insuring depositors effectively-provides a state guarantee to
some of the debt of commercial banks. The state does not offer comparable
guarantees for nonbank private borrowers. Second, how well a commercial bank
services its own debt depends on government policies such as how freely the
Central Bank rediscounts the private loans presented to it by the commercial
banks and how aggressively the bank regulators force banks to recognize losses.

What backs the promises to repay by other borrowers such as consumers,
industrialists, merchants, and farmers? For some loans to individuals, collateral
is not necessary. To some degree, individuals, like nations, will service debts
because the gain from future, larger loans exceeds the burden of : servicing past,
smaller loans. Accordingly, revolving funds that lend for recurring needs, like
seeds for farmers, often show high servicing rates. In other cases, community
pressure ensures repayment. Often community or church cooperative lenders
show high servicing rates, and, no doubt, some individuals can be counted on
to repay loans because they have strong moral views that loans should be repaid.
These loans are unsecured but they have good backing.

But, even while some lenders will make unsecured loans, if they have intimate
knowledge of the borrower, few lenders will make substantial loans under such
conditions. For lenders in most countries, good collateral and good collection
make good loans. In most cases in Bolivia, such borrowers secure their promises
to pay either by mortgaging real estate to secure their loans' or by giving evidence
of the ownership of real estate that could be attached to pay loans. Such borrowers
give personal guarantees, which involve a generalized pledge of their wealth,
or use a surety of the wealth of another. Few Bolivian borrowers secure their
loans by pledging durable equipment or personal belongings. This situation has
roots in problems of Bolivian law and legal procedures. - '

B. COLLATERAL PROBLEMS REDUCE INVESTMENT AND GROWTH

How important are these legal obstacles compared to other factors in explaining
high interest rates or reduced investment? Do legal problems in creating collateral

1. For lawyers, real property refers to real estate as distinct from other physical or personal
property. For economists, renlpmpenyconmsboﬂxmlumandperwm]propeny,asdmunct
from nominal assets like paper securities.
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explain the high interest rates facing borrowers who sécure loans with real estate?
Most likely, they do. Consider some frequently offered alternative explanations.

1. Macroeconomic Instability and High Bank Intermediation Margins

Only a small percentage of the high interest rates facing Bolivian borrowers
arise from macroeconomic factors or high bank intermediation spreads. Interest
rates to individuals without real estate in Bolivia run between 36 percent and 72"
percent per year, versus a range of 9 percent to 14 percent in the United States—
a difference of 22-63 percentage points (Table 1). Of that difference, about 8.5
percentage points arise from the risk of macroeconomic instability in Bolivia and
another 5.5 percentage points arise from higher bank intermediation spreads.
The additional interest rate differential—14 to 50 percentage points—arises from
problems with movable property as collateral. Thus, half to three-quarters of
the higher interest rates observed in Bolivia arise from the collateral problem.

Table 1: Explaining High Interest Rates for Loans in Bolivia
| United States | Bolivia | Difference
1. Greater Macroeconomic Risk in Bolivia:
[There is no risk that the U.S. government will be unable to pay its bonds in dollars, becquse
it has the legal monopoly on printing dollars. The government of Bolivia must get its dollars
by raising taxes or cutting spending. These are politically difficult actions and lead to
perceptions of macroeconomic risk. The difference between the U.S. interest rate on dollar
bonds and the Bolivian interest rate on dollar bonds is entirely macroeconomic risk.)
Government Borrowing Rate | 3.5% 12.0% 8.5%
in Dollars
2. Higher Commercial Bank Intermediation Spreads in Bolivia:
[Commercial banks in Bolivia have less competition than do U.S. banks so they charge more
to intermediate funds. Reserve requirements are similar and do not explain differences in

intermediation spreads.)
Prime Business Rate 6.0% 20.0%
—Spread over Government 2.5% 8.0% 5.5%
Borrowing Rate

3. Movable Property is Less Adequate Collateral for Loans in Bolivia:

_ [Differences in macroeconomic risk and intermediation cost apply equally to loans secured by
real estate and loans secured by movable property. In the United States, loans secured by
movable property have interest rates close to the interest rates on mortgages; in Bolivia,
banks do not make loans secured only by movable property and informal lenders charge rates
of 36 percent to 72 percent.)

Mortgage Interest Rate - 18.25% (25 years) 18% (5-10 years)
Equipment/Automobile Loan |9.30% (4 yr)- 36%-72%

12.7% (10 yr)
Spread 1.05%-4.45% 18.00%-54.00% 13.55%-50.00%

Source: U.S. data taken from Federal Reserve Bulletin, July 1993, tables 1.35, 1.53, 1.56; Bolivian
data from the Bulletin of the Central Bank. Rates for loans secured by movable collateral based on
evidence given during interviews.

2. High Transactions Costs Relative to Loan Size

One explanation offered for the reluctance to lend for equipment rests on the
supposed small size of such loans. This explanation does not hold up well under
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examination. In fact, about three-fourths of the loans made by Bolivian commer-
cial banks are for US$10,000 or less (Table 2). Loans of that size for movable
equipment are common in the United States, where the labor costs of loan. pro-
cessing are higher. High transactions costs cannot explain the reluctance of the
Bolivian banks to make smaller loans. Rather, their reluctance arises as the
bankers themselves repeatedly stress, from their belief that the movable property
does not offer much value as guarantees for loans.

Table 2: Size Distribution of Loans, Deposits, Borrowers, and Lenders

Amount of Deposits Number of Depositors -
Cumulative Cumulative

DEPOSITS Million US$ | Percent| Percent | Number | Percent| Percent
$200,000+ 301.4 25.8 25.8 599 0.2 0.2
$100,000-$199,999 131.2 11.2 37.0 947 0.3 0.5
$50,000-$99,999 170.5 14.6 51.6 2,439 0.8 1.2
$40,000-$49,999 63.9 55 57.1 1,463 0.5 1.7
$30,000-$39,999 65.4 5.6 62.7 1,933 0.6 23
$20,000-$29,999 92.0 19 70.6 3,855 1.2 3.5
$10,000-$19,999 128.1 11.0 81.5 9,220 2.9 6.3
$5,000-$9,999 93.6 8.0 89.6 12,899 4.0 104
$1,000-$4,999 2.7 7.9 97.5 37,930 11.8 22.1
$500-$999 12.6 1.1. 98.6 17,351 54 | 275
< $499 . 16.6 1.4 100.0 233,529 72.5 100.0

Total 1,167.8 100.0 322,165 | 100.0
Amount of Loans’ Number of Borrowers
Cumulative Cumulative

DEPOSITS Thousand US$ | Percent| Percent | Number | Percent| Percent
$1,500,000+ 314,366 18.0 18.0 108 0.1 0.1
$1,000,000-$1,499,999 84,551 /4.8 22.8 78 0.1 0.2
$750,000-$999,999 94,519 54 28.2 134 0.2 0.4
$500,000-$749,999 128,572 7.4 35.6 300 0.4 0.8
$250,000-$499,999 229,151 13.1 . 48.7 752 1.0 1.7
$100,000-$249,999 260,431 14.9 63.6 1,708 2.2 3.9
$75,000-$99,999 78,548 4.5 68.1 979 1.2 5.1
$50,000-$74,999 88,718 5.1 73.2 1,559 2.0 7.1
$25,000-$49,999 141,132 8.1 81.3 4,150 53 124
$10,000-524,999 157,466 9.0 90.3 10,168 12.9 25.2
< $9,999 169,335 9.7 100.0 59,056 74.8 100.0

Total 1,746,791 100.0 ‘| 78,992 100.0

Source: Superintendency of Banks of Bolivia, Monthly Bulletin.
1. Including contingents.

3. Structure of Banking
Some explanations of high interest rates rest on allegations of conservative
bank lending policies. But banks cannot substantially liberalize their policies
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regarding collateral unless the underlying quality of collateral policy is changed.
Without reform, loans secured only by movable property do present substantial
additional risks. Where high bank intermediation spreads arise from too little
competition, the collateral problem limits development of nonbank lenders that
could compete with banks and lend for movable eqmpment :

C. COLLATERAL PROBLEMS DiSTORT CREDIT ALLOCATION

Restrictions on collateral distort Bolivian economic activity. Economic sectors
in Bolivia, as elsewhere, differ substantially in their most profitable combinations
of real estate, equipment, and human capital. Since real estate security is better
in Bolivia, the legal and regulatory environment for lending operates to lower
the risk of lending for real estate; this environment permits lower interest rates
for such loans and leads the market to allocate more capital toward real estate—
intensive operations. Hotels and commercial buildings are relatively easy to fi-
nance. By contrast, a factory operating in rented space will find it difficult to
finance machinery because it cannot mortgage the real estate. A service company,
such as a bus, taxi, or road transport company, that requires large inputs of
durable equipment and relatively little real estate will also find financing difficult.
A landless farmer, or one whose land is covered by uncertain homestead provi-
sions, will have trouble financing equipment.

How much is it worth to address this problem? In Bolivia, about 10 percent
of commercial bank loans are granted using movable equipment as collateral.
In the United States, this number is about 40 percent. If remedying the problem
of collateral led to a similar expansion in lending and drop in interest rates, total
lending for equipment could rise by as much as US$675 million. Such an increase
in equipment use could increase Bolivian GDP by as much as US$200 million
a year, an increase ofabout2percent2 o

D. COLLATERAL PROBLEMS NARROW THE DISTRIBUTION OF CREDIT

While both wealth and income are distributed quite unevenly in Bolivia, real
estate is distributed even more unequally. Indeed, Bolivia has one of the most
concentrated patterns of land ownership in Latin America, with about 5 percent
of the people owning about 95 percent of the land (Table 3). Problems with using
movable property as collateral, therefore, lead the present system to distribute
credit even more narrowly than the distribution of wealth. In countries with
different credit-granting systems, an employed person without wealth can borrow
using movable property as security. For example, a businessman in rented quar-

~ * ters might borrow to buy equipment or inventory and use these goods as security

for the loan, or a farmer on rented or inalienable land might pledge his equipment

2. See Heywood Fleisig et al., How Legal Restrictions on Collateral Limit Access to Credit in
Bolivia app. 1 (The World Bank, Report No. 13875-BO, Dec. 1994).

VOL. 31, NO. 1



ACCESS TO CREDIT IN BOLIVIA 71

Table 3: Gini Index Values for Concentration of Land Ownership in

54 Countries®
Number of Countries in Range
Range of Latin American Other Non- Industrial
Index Values Countries Industrial Countries® Countries®
.80 and over 12 3 3
.70 to .79 5 4 4
.60 to .69 0 7 4
.50 to .59 0 4 3
40 to .49 , 0 3 3
Total 17 21 17

Gini Values for Selected Latin American Countries

Bolivia .94 Brazil .84
Venezuela .89 El Salvador .83
Peru .88 Uruguay .82
Guatemala .86 Dominican Republic .79
Ecuador .86 Honduras .76
Colombia .86 Nicaragua .76
Argentina .86 Panama .74
Mexico .69

*Most available data are from the 1960s. For three countries, index values before and after land reform
were available. Pre- and post-reform values are, respectively: Mexico, 0.96-0.69; Egypt, 0.81-0.67;
Taiwan, 0.65-0.46.

"Countries in Asia, North Africa, Southern Europe, plus Jamaica.

‘Less than 30 percent of labor force employed in agriculture.

Source: Samuel P. Huntington, Political Order in Changing Societies (New Haven, Conn Yale
University Press, 1968); Table 6.2, p. 382, cited in Malcolm Bale, LAND TENURE IN VENEZUELA,
IBRD 1992.

or his crop as collateral. Present Bolivian laws and legal procedures make such
transactions nearly impossible. Not surprisingly, small farmers, small business-
men, and the poor cannot borrow in the formal banking sector. Nor can they
get much credit from merchants or machinery dealers because those businesses,
in turn, cannot gét credit to finance their movable property: inventories and
accounts receivables. Instead, these people must borrow in the informal or illegal
sector, where rates are higher than they would be if the legal framework permitted
competition and where borrowers are often subject to extralegal collection tech-
niques.

E. CoNcLUSION

These effects of law on the allocation and distribution of credit reflect the
rational responses of borrowers and lenders to the present legal structure of the
country. These allocative and distributive effects would not, however, follow in
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an environment where the legal structure made personal property a better means
of collateral, as it does, for example, in Trinidad, Jamaica, the United States,
and Germany. A different legal structure would yield lower interest rates without
lowering risk to lenders. Such a legal strucmrewm!dpermitmommvesmmt

_in equipment at the same level of profit and, conaoquenﬂy,produceahiglwtmte
of economic growth.

The policy question facing Bolivia revolves around dev;smg an ahematwe
legal structure that could meet these economic needs and yet remain at least as
politically acceptable as the current structure. Setting up public institutions that
lend for the purchase of movable property despite these legal problems will not
solve the problem. Such institutions would simply find themselves with noncol-
lectable loans and would fail for precisely the same reasons that private lenders
originally refused to make such loans.

I ExtralegalRepoMonandSaleotCollateml

Theuseofpropenyotherthanrealestateascollateralwmﬂdopenupalarge
number of profitable transactions between lenders and borrowers. These transac-
tions would increase Bolivian economic efficiency, production, and incomes.
Not surprisingly, Bolivians have devised ways to bolster the value of personal
property as collateral, but these solutions are not legal: the postdated check
(cheque postdativo), theft of collateral, police harassment, misuse of the bailment
(depositario) agreement, misuse of sale with an option to repurchase (venta con
pacto de retroventa), and illegal pawnshops. This section explains how Bolivian
laws and legal procedures criminalize these business transactions.

A. THE PoSTDATED CHECK

The borrower writes a check to the lender for the amount of the loan, but does
not date the check. If the borrower does not pay the lender, the lender can threaten
to deposit the check. If the borrower has insufficient funds, the check boungces;
the borrower who wrote the check has committed a criminal offense.’ The lender
can present the retarned check to the police station and have the borrower arrested.
Whﬂeusmgpostdatedcheckstoguaranteelom:sacnminaloffenseforbom
borrowerandlender,as\nveyeouldﬁndnocaseofapersonlmledforaocepung
a postdated check. =

The postdated check is & major form of guarantee in Bohvmn lending. Half
the inmates in La Paz jails are imprisoned for nondrug offenses; of these, half are
imprisoned for the crime of writing checks without funds. The authors interviewed

3. Cédigo de Comercio [Bolivian Commercial Code] [C. Co.} arts. 602, 640; Cédigo Penal
[Bolivian Penal Code] [C.P.] arts. 204-205; see alse Decreto Suppremo [D.S.] 1943, March 6,
1950, whchdeﬁmschecksdnwnwxﬁlmnfundsuaswmdle(mfa)pumshableunderCP art.
637.
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approximately fifteen of these inmates. In each case the ‘check without funds’’
had been written as the guarantee of a business transaction, and in each case the
prisoner was a small business operator. Those imprisoned typically lacked the
family connections necessary to raise the funds to cover the check. They remain
in prison until the check is covered, even if that means staying imprisoned beyond
the four-year maximum penalty for crimes related to the use of the check. For
imprisoned women this can take on a particularly disturbing dimension, as many
children live in jail with their mothers.

B. ABUSE OF THE BAILMENT (DEPGSITO)

Under a bailment agreement, a third person is named bailee (depositario). The
lender drafts the agreement requiring the borrower to name a close relative as
the bailee, such as the wife, mother, or child. The bailee is responsible for turning
over the collateral in the event of nonpayment. Failure to turn over the collateral
is a criminal offense and the bailee can be jailed.

C. MISUSE OF THE SALE WITH RESERVATION OF TITLE
(VENTA CON RESERVA DE PROPIEDAD)

The lender has the borrower execute a sale document granting the lender
ownership until the total purchase price is paid.* If the borrower fails to repay,
the lender gets a summary judgment and the property is passed to the lender.
Sometimes the amount of the loan is a small fraction of the value of the collateral,
so the debtor loses far more equity than would be the case with legal foreclosure
procedures. The abuse arises from the frequent occurrence of unconscionable
contracts where the loan is for only a small fraction of the value of the property.
Under conventional foreclosure procedures, the borrower receives the difference
between the selling price of the collateral and the loan due; in this case, the
borrower loses the entire value of the collateral. Such contracts are typically
unenforceable because they are unconscionable. However, a borrower with insuf-
ficient funds to exercise the option to repurchase may also lack the funds for a
lawyer to press the case and will lose the property anyway.

D. PoOLICE HARASSMENT

Some lenders avoid judicial proceedings by requesting police investigation of
a person whose payments are in arrears. Such investigations can lead to the
debtor being jailed for minor infractions, apparently unrelated to the debt. Such
harassment continues until the debt is serviced or the collateral returned. Legally,

4. The sales agreement under reservation of title does not constitute a security interest, but
merely an agreement specifying the time at which ownership passes to the buyer. See Alejandro M.
Garro, The Reform and Harmonization of Personal Property Security Law in Latin America, 59
REVISTA JURIDICA DE LA U.P.R. 90 (1990).
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the police have no such authority; in practice, creditors prepared to pay the police
can sometimes obtain their cooperation in such efforts.

E. ForcCIBLE REPOSSESSION OF COLLATERAL

Some industrial countries permit harmless repossession: a creditor may seize
collateral for a loan so long as there is no breach of the peace. A debtor wronged
in the process can sue for redress. In Bolivia such peaceful seizure would, strictly
speaking, be theft. Nonetheless, creditors on occasion simply seize the collateral.
In some cases, repossession is done harmlessly; in other cases, bands of armed
men are sent to collect equipment. Thereafter, the debtor must use the painfully
slow legal system to recover the property if it was wrongfully seized.

F. ILLEGAL PAWNSHOPS

Informal lenders apparently grant loans with personal property as collateral.
They charge interest rates above the usury ceiling and privately sell collateral
illegally. These practices make it difficult to pass and enforce consumer protection
legislation stipulating publicly quoted rates and clear procedures for privately
selling collateral. The current practice ensures that the poor pay higher interest
rates than they would if legal lenders competed under clear disclosure rules.

Extralegal solutions are socially undesirable. Lenders averse to taking risks
will avoid them, making interest rates and transactions costs higher than they
would be otherwise. Borrowers averse to taking risks will also avoid extralegal
solutions, because sanctions in the extralegal market expose them to far greater
risks to person and property than would sanctions in a country whose laws facili-
tated these transactions. The fundamental issue is that while private parties can
contract around many defects in government performance, they will have great
difficulty contracting around defects in the government’s provision of a legal
framework in which to exercise the right to contract.

G. ARREST AND IMPRISONMENT OF DEBTORS

A credible criminalized debt collection mechanism must actually imprison
debtors who fail to pay. In Bolivia, those who used the foregoing security devices
are typically jailed for checks without funds, fraud, or abuse of confidence.

H. WHO GETS ARRESTED?

Offenders can be arrested and detained or they can be arrested and subsequently
freed. From 1990 through March of 1993, about one-third of those arrested in
La Paz were arrested in connection with an offense broadly associated with
substituting criminal sanctions for collateral (Table 4). Of those arrested, about
20 percent were detained (Table 4).
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