Excerpt from FS Series #10: establishing modern secured financing reform in developing economies
E2. Rwanda: Who’s on First?
The introduction of secured financing reform in Rwanda was a product of the international community’s policy of increasing access to development finance in Africa. In commercial terms, Rwanda’s financial sector did not use movable property as collateral and lending suffered. Although micro-credit organizations provided small secured loans to consumers in remote locations, banks and other financial institutions used land as security for credit or provided unsecured credit to preferred customers. Without a modern secured financing law and registry in place, movable property was not regarded as sufficient to secure credit.

Recognizing that movable property in Rwanda was “dead capital,” the international community aid assistance package included a program designed to use movable property to increase access to finance. The mechanism chosen to finance the program was direct financial assistance to the Rwandan government. The government agency that runs the registry, the Rwanda Development Board, was to manage the use of the funds in selecting the most appropriate and cost-effective reform for the country. The enthusiasm to engage in the reform was fueled by Rwanda’s wish to improve its rankings on the annual World Bank Doing Business report.

Rwandan secured financing law began with collaboration with the international community. A draft law was prepared and circulated among local and international experts provided by the international community. Collaboration on the legal reform stopped abruptly once the proposed draft entered the legislative process. Local expertise in the government and parliament was not sufficient to assure that key concepts of a modern secured financing system survived the legislative process intact.

In addition to the secured financing initiative, a financial leasing reform was underway. This reform aimed at increasing financial leasing activity and was part of a larger effort implemented in other African countries (IFC, 2009). By the time the secured financing reform started, a proposed draft leasing law was already going through the legislative procedure. The proposed leasing law included provisions giving lessors priority over third parties, even without publishing notice of their claims. It also included provisions allowing lessors, “upon default,” to repossess “their” property from lessees without accounting for any equity created by the lessee. This triumph of form over substance creates risk. Buyers and lenders cannot discover the lessor’s superior interest. Ironically, though, lessors’ risk is also made worse by making it easier for lessees to sell unregistered property. The proposed draft financial leasing law was, therefore, in direct contradiction to modern secured financing best practice and the declared policy of increasing access to finance.

The registry system was developed without real consideration of expert advice provided by the international community. The contract between the government agency and the contractor building the registry produced a close and tense relationship. International assistance and recommendations were regarded as non-binding, third-party intervention, and were largely ignored. The inspection of the registry reform, its business logic, its IT, and quality control of contractual deliverables were left almost exclusively in the hands of Rwandan authorities who lacked the expertise required to perform these tasks.

E2a. Results

The results may not live up to the expectations. The desire of Rwandan authorities to grow the country’s financial system was stunted by legal and registry systems that contravened basic best practice and failed to create a secure, efficient lending environment. Design results were poor despite plentiful Rwandan and international spending. The new system launched recently; it will be interesting to monitor its impact.

The new Rwandan legislation has significant deficiencies. By the end of the legislative procedure, several central concepts of modern secured financing systems had been omitted. For example, by deleting the special priority provisions for credit secured by the assets the loan was used to purchase (i.e., PMSI), the new legislation effectively allows one creditor to monopolize its debtor’s credit sources. If there is not a PMSI provision, this happens when a lender takes a security interest in all of the borrower’s existing and future property, placing the borrower at the mercy of a single creditor for all financial needs. The mechanisms designed to avoid this situation in the original draft were deleted during the legislative process. This monopoly situation is likely to reduce competition among credit providers, which will lead to higher interest rates and worse conditions on other loan terms, such as length and the amount of credit.
Rwanda’s draft leasing law creates further risk to those dealing with movable property. The provisions that grant the financial lessor priority with no need to provide notice to third parties make other commercial transactions (e.g., sale of goods and credit secured by movable property) very risky. With provisions that do not recognize the existence of the lessee’s equity, more capital invested in creating this equity “dies.” It is likely that as more financial leasing transactions are created in the Rwandan market, the risk of dealing with movable property will increase and more development capital will be lost.
The new Rwandan secured financing registry does not include some of the central features recommended by the international community. First, registrations are not notice-based. As a result, modern Internet technology cannot be fully used for completing the registration procedure; the security agreement must be submitted to the registry before the registration is approved. Second, the registry is legally liable for the accuracy of recorded information because its registrars enter the information after approving the registration. Third, people must go to the registry in person to submit required information and pay registration fees. Fourth, public disclosure of information includes unnecessary details about the credit arrangements.

Financial institutions are not likely to rely on the new Rwandan secured financing system to make credit decisions, particularly in the short term, because there have been no training or local capacity-building activities. The financial community is not familiar with the central features of the law, such as how to describe property in credit contracts and registrations. The new priority rules are incomplete in the legislation which may confuse credit officers conducting risk assessments. Finally, there is practically no capacity among local reformers to engage in further reform to redress the deficiencies of the new system.

E2b. Lessons Learned

1. International and local expertise should be available throughout the legal reform. Rwanda’s experience highlights the importance of making international expertise available during the drafting of the proposed legal reform and during the legislative process. The process of accommodating policy considerations and drafting the proposed legal system is an opportunity to build local capacity by involving public and private stakeholders. But international expertise should continue to be available during the legislative process to address government or parliamentary inquiries, and review and comment on all drafts. This will avoid irreversible drafting errors or omissions and amendments that will reduce the effectiveness of the reform.

2. Lack of contractor accountability to international donors can jeopardize the quality of reform. Expert support from the international donor should be available throughout the reform process — and not merely for the purpose of making non-binding recommendations. Evaluation, selection of a proposed reform, and monitoring of implementation should be done jointly by local counterparts and the donor organization. Based on results, USAID’s approach, which relies on a direct contractual agreement between the donor and implementer, is the preferable model. This makes the quality and cost of proposed reforms subject to evaluation by experienced experts; deliverables are subject to scrutiny and approval by the international donor and the local beneficiary.
3. Reference to certain international standards and guidance is essential for high-quality reform. The international literature provides a good overview of the design and implementation of best-practice secured financing systems. The quality of reforms can be assessed based on the guidelines these resources provide. A project that follows these international guidelines, with modifications for the local context, has a greater chance of success. This FS Series discusses some of these resources.

4. The World Bank Doing Business report provides a good incentive for modern secured financing reform. The annual ranking of countries on the World Bank Doing Business report is an effective tool in generating interest among local public stakeholders to engage in secured financing reform. However, this interest should be translated into a careful and methodical reform program implemented to maximize its effectiveness, rather than meeting minimum scoring criteria (Channell, 2006, p. 2).

5. Credit becomes more risky if financial leasing reform and secured financing reform are not coordinated. Modern secured financing policies are the conceptual basis and starting point for the introduction of financial leasing. Financial leasing laws should deal with only the legal relationship among the parties to the leasing agreement, not with the rights of third parties. Furthermore, they should recognize the equity acquired by the lessee during the lease. Finally, priorities between lessors and third parties are part of the larger scheme of priority rules, which is addressed more effectively by comprehensive secured financing laws.

6. Computer automation of bad practice is not modern secured financing reform. The introduction of computer technology into public institutions can help modernize them. However, modernization cannot occur without a reform involving the upgrading of business processes. Using computers to automate bad practice reduces impact and may result in the need to reform the reform. Because local capacity and financial recourses are not always available or sufficient for further reform, additional international intervention may be needed.

7. Building effective local capacity must precede the beginning of system operation. Building local capacity is often referred to as the “third pillar” of secured financing reform. Local capacity is important throughout the reform. However, it is more critical for it to be in place when the system is effective by law. Training opportunities and awareness activities should be built into early stages of the reform and continue throughout the life of the project.
