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EXECUTIVE SUMMARY

The Financial Sector Program (FSP) seeks to exparess to financial services and lower
financing cost for small and medium enterprises ESMhrough reforming the legal and
regulatory framework affecting the financial seaad business environment and improving
the commercial viability of lending to historicallisadvantaged SMEs in South Africa,
thereby expanding SME access to a range of higlityaad affordable financial services.
The contract was awarded to the Chemonics consodiuMay 22, 2008.

This annual work plan covers the period of Octdhe2009 through September 30, 2010 and
details planned activities to support the four cocomponents — SME finance, financial
business development services (BDS), policy refanth knowledge management.

Building on its progress with partner financialdnmhediarie’ (FIs) during Year 1, FSP will
continue to expand and deepen its assistance tBlsht diversify and expand thedV E
finance portfolios. This requires a combination of intemtiens designed to introduce
innovative and demand-driven products, train credividers’ staff in improved delivery
mechanisms and examine options for loan guarartdkenses to stimulate lending in the
higher risk SME sector. ABSA Bank and key mediuralsdinancial intermediaries -- such
as WIZZIT, Blue Financial Services and Old Mutuahdisizane -- are active FSP partners
targeting the SME sector. FSP will continue capabitilding efforts to further transform
these institutions into the “go to” pioneer Fls gomore inclusive approach to SME finance
emphasizing cash flow as opposed to collateral-adgurity. Through them, FSP is
demonstrating to the industry that SME financedsanly viable, but profitable and worthy
of significant investment by a growing pool of SMiendly sources of financial services.
FSP will continue to expand on the products dewedoand rolled out in Year 1 and explore
applicability and marketing of other new finangmbducts including factoring, leasing and
supplier credit. Additionally, FSP is developingesific loan product for key industries,
initially panel beaters and commercial construction

In addition, FSP will continue to take a leadinterim promoting and implementing the
USAID Development Credit Authority (DCA) facilitiesith partner Fls. With two DCA
agreements approved and at least four applicaiiotiee pipeline, FSP activities will balance
its efforts between expanding the DCA to more Fid uilding the capacity among the
existing banks to fully take advantage of the gnsa@ mechanism to reach down to a wider
pool of SMESs, increasing the additionality of theagantee to the extent possible. Aiding
these Fls in developing better credit scoring madhagies, new or refined financial products
and streamlined procedures should all lead to gresilization of the DCA.

Banks and other FIs often complain about the firdracumen of their SME clients and cite
it as a significant hindrance to expanding theirESpbrtfolios. In an effort to make SMEs
more bankable, FSP will pilot several interventianith private sectobusiness services
providers — including Fls themselves and an SME incubatfarisfy comprehensive
business mentoring and capacity development serviceincrease the quality of BDS, FSP
will introduce an industry standards program thaéitgrade business development services
providers (BDSPs) thereby assuring SMEs that tecadnd consulting services they seek
will provide a solid return on their investment. flother link the provision of financial BDS

YFinancial Intermediary is defined herein as any organization engaged in the provision of financial services, be it
a bank, non-bank credit provider or a private financing fund.
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with potential enterprise growth, FSP will collaata with key BDS organizations and Fls to
formally link appropriate Business Development 8@y with access to finance. By directly
correlating the service provision with the FIs’ diikgence requirements, SMEs will see the
inherent value in BDS and gain much needed prddir@ncial management advice and
skills; and at the same time Fls will receive fioarapplications that are well supported and
more easily bankable. In Year 1, FSP recognizedniaay of the historically disadvantaged
businesses actually require more information ontihancing is available and applicable to
enterprises at varying levels of development. Tloeee FSP will also promote financial
literacy by developing educational materials anohting a pilot financial literacy campaign
focused on improving awareness of SME financiatlpots and awareness as a precursor to
firm-level sustainability and growth.

The private sector can only succeed withireaabling policy environment that fosters cost
effective delivery of financial services, as wedlaell-functioning enterprises. The FSP
policy component will work with public and privasector partners to develop solutions to
overcome specific policy hurdles. Together FSPitnpartners will proactively analyze
policies, propose alternatives to existing gapsomstraints, draft appropriate legislative or
regulatory remedies, and build the capacity of 8ME advocacy groups to develop these
same skills. After the business re-engineering@semwith the National Credit Regulator in
Year 1, FSP will continue to support NCR as it eixaas specific policy actions to promote
access to financial services and lower financirgjtor SMEs. With the Department of
Trade and Industry (dti), project staff will assigth drafting SME-friendly regulations under
the Companies Act. The Companies Act will impdktamal businesses in South Africa
but specifically it will endeavor to minimize thest and administrative burden implicit in
incorporating and maintaining an SME. Additionativaties will address inequities in the

real estate sector to create additional busingssramities and support National Treasury in
piloting and institutionalizing a regulatory impagsessment tool so both public and private
sector stakeholders are fully aware of the consezpgeof proposed or existing regulations.
Finally, as a precursor to proposing new finangralducts and services through the Banking
Association and FI partners, FSP will examine grgutatory environment to determine if any
legal obstacles or limitations exist that wouldiimhimplementation of such a product and
propose possible solutions that would unlock opputies to further grow the SME sector.

FSP’s final component is a cross-cutting intenanto improve the SME finance
knowledge management of SME data, finance opportunities, successful agghes to SME
development, donor and government programs, ans fooFIs and BDSPs to use in SME
capacity building efforts. FSP is in negotiationthwhe Banking Association to provide a
web-based access point for information, data, reeeand tools that bring the shared
experiences of SME finance practitioners and diemSouth Africa complemented by best
practices from around the world. The goal is toedep a jointly used and maintained home
for this information and a portal for accessinditiring this period, the coalition of
stakeholders will be assembled and the knowledgeagement mechanism will be
operationalized.
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SECTION |
INTRODUCTION TO THE FINANCIAL SECTOR PROGRAM

A. Contract Background

The Financial Sector Program (FSP) is a USAID/Sewurtti\frica-financed program awarded
to Chemonics International on May 22, 2008 under@$A Contract GS-23F-0127P and
USAID Blanket Purchasing Agreement EEM-E-00-05-0®00; provided for under USAID
task order 674-M-00-08-00043-00. This award haaselperiod (30 months) and an option
period (30 months). The total cost of the contveas originally $14,297,997 with $7,929,353
allocated for the base period and $6,368,644 ®otition period. However, on September
16, 2009 a modification was finalized increasing ttase
period contract by $200,000 to support an additiona
technical element. As a result, the total contpaicte is now
$14,497,997. Additionally, FSP has been infornied,t Prime:

subject to the availability of funds, it is theantion of the > Chemonics  International Inc.
USAID/Southern Africa Economic Growth Team to exsgc o=

the option period extending the completion dateigfioMay =~ crimson Capital

Chemonics Consortium

21, 2013. > Shorebank Advisory Services
» Khulisa Management
FSP was designed to support the accomplishmeheddtS. Services

Government's Economic Growth Objective in Southiger

This program is one of three main vehicles to prenvibrant growth of historically-
disadvantaged small and medium enterprises (SMigsjeduce unemployment and poverty
— generating rapid, sustained and broad-based sdomgrowth in South Africa.

The objective of FSP is to expand access to fimhservices and lower financing costs for
small and medium enterprises (SMES), primarily ¢hbistorically-disadvantaged, through
reforming the legal and regulatory framework afi@gthe financial sector and business
environment and improving the commercial viabibfylending to SMEs in South Africa.
The ultimate result is to mitigate market credgskrieading to increased SME access to a
range of quality, affordable financial services.

This annual work plan builds on the partnershipatdshed and successes seen in Year 1 of
the project and covers the period October 1, 2B8ugh September 30, 2010.

B. Program Description and Approach

South Africa is Africa’s largest economy, with stgpfinancial, legal, energy,
communications, and manufacturing sectors, abuntiaotal resources, and a thriving
tourism industry. Yet underneath South Africa’s eleped economy lies a “second
economy,” comprised mostly of poor, historicallaivantaged communities. A legacy of
Apartheid, this second economy can be seen irotlieships and outskirts of South Africa’s
cities and in rural areas where large numberseptpulation live in shacks with little to no
access to electricity, transport, or modern watesesvage systems.

FSP will actively engage in activities which wiklp to integrate this second economy of

historically-disadvantaged groups into South Afsdarger economy and specifically assist
small and medium enterprises (SMESs) fulfill theitical roles as drivers of the economy.
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Activities under FSP will focus on improving andpexding financial services and products;
managing and mitigating financial risk and trangactosts; improving bankability of SMEs
and business services by linking financial servigigl business service activities that can
build SME capacity, productivity and competitiveseas well as improve the capacity of
financial advisory services to serve SMES; suptfetemergence of an efficient credit
industry regulator that promotes an enabling emwirent for financial intermediation and
risk management, and boosts the private sectdésarad participation in the provision of
financial services to SMESs; promote reforms to caruial laws, regulations, and
administrative practices affecting the private seand SME development; and, improve
knowledge management through an accessible reposittnowledge about SMEs and
finance in South Africa.

To that end, FSP will undertake a four-pronged apgin to increase SME access to a range
of quality, affordable financial services to fatEte business growth and catalyze increased
employment and incomes:

1) Improve financial intermediaries’ capacity tov@eSMESs in South Africa
2) Improve the “bankability” of SMEs
3) Reform the legal and regulatory framework affegthe financial sector and business

environment stimulating SME growth
4) Strengthen the SME finance knowledge managesyestem.

As any project progresses, its operating environmetonomic, and political, regulatory
realities — continuously evolve often impactingrplad activities and proposed partnerships.
For FSP, each of these realities present challebgéslso open up new opportunities.

Global financial crisis: While many South African companies and finanaistitutions have
suffered over the past year, the SME finance seqipears to have escaped much of the
damage. Overall, past due loans are up, but noisis proportions. This is undoubtedly due
to the unfortunate reality that credit for SMEs \aéready frozen to a great extent. During the
crisis a few FSP small to medium scale FI partsbosved greater interestportable loan
guarantees in an effort to access more wholesat#irfg to on-lend. But with the perception
that the crisis is waning, wholesale credit app&al®e opening up again. Smaller FlIs are still
keen to pursue the portable guarantees, but mesitaia Fls are rethinking their strategy and
needs.

In response, during the height of the crisis, F&8I b workshop for FIs on loan strategies for
weathering with the crisis. As a result, two Fisdified their practices for reviewing their
portfolios and defining what constitutes a “redjfldeading to closer loan monitoring.

During Year 2, FSP will concentrate on follow ugiting to FIs and assisting the dti to
prepare for an inevitable cyclical crisis. FSP witirk with dti to address the inability to
disaggregate SME financial data from consumer ddts.impedes the Government’s ability
to reasonably assess the impact of a financiabaisthe SME sector and launch an
appropriate response.

No single voice speaks for the SVIE sector: South Africa is rife with SME associations
representing narrow technical, geographic or ratiakectors of the SME market. This
impedes full engagement in policy dialogues andtéd the impact of any one association as
an advocacy body. In the initial draft of the Comiga Act, for example, there was no
mention of SMEs and their unique needs.
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In response, FSP in Year 2 will build on informatimollected in its SME survey to identify
key leadership in the SME sector and work withNiag¢ional Small Business Advisory
Council to revitalize their advocacy role supporbgdoolicy analysis.

Government response to market failures: In an effort to address market failures, sucthas
perceived high cost of BDS for SMEs, GSA has preddSovernment subsidized programs
to provide lower cost services. This often hasa dtfect — lowering the costs, which is
welcomed in SME sector, but simultaneously crowdingprivate sector providers who may
provide high quality expertise.

In response, FSP continues to encourage that Goeerrresponse should be focused and
narrow to be effective and ensure its programlliadigaps but not crowding out. FSP
engagement with specific programs, such as Khwialwes including them in all capacity
building efforts to disseminate best practices BDSBlending practices and loan guarantees.

C. FSP Program Team -Exhibit 1

Terri Kristalsky
Chief of Party

Gerald Meyerman Tocher Mitchell Kirsten Kennedy msigﬂﬁn'g
SME Policy Reform SME Finance SME Advisory 9
o - ) e Evaluation
Specialist Specialist Services Specialist .
Specialist
Muriel Brown Nokulunga Nte
Bookkeeper Office Manager
Edward Nukeri Tebogo Ngubeni Mercy Sibanda Beauty Khanyile
Driver Driver Receptionist Office Cleaner
D. FSP Results Framework

FSP has been designed to support the achievem#r bk S. Government Economic
Growth Objective in South Africa. This program @ntributing to the objective to help
improve SME access to a range of quality, afforedinlancial services. Within the
Economic Growth objective, FSP will help to mitigaharket credit risk increasing SME
access to a range of financial services (see BExilitesults Framework).
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The results from each level of the framework suptiar achievement of the results on the
level above — culminating in achieving the MissiEetonomic Growth objective of increased
access to finance by SMEs. For each of the foyeBrintermediate Results (PIRs), FSP has
elaborated Key Result Areas (KRAS) that are repriasiwe of the overall strategies for
achieving the intermediate results. These KRAs gulbe project staff in its activity

planning and they provide the basic structure &fgrmance monitoring, evaluation and
reporting. Each KRA has a technical leader, a kattivities, associated tasks, defined
resources, and benchmarks for this interim work.pldese are detailed in the text in
Section Il and timelines iAnnex A.

E. FSP Results Framework — Exhibit 2

USAID Southern Africa Financial Sector Program

Project Objective

Market credit risk mitigated increasing SME access to a range of quality, affordable financial service s

T
Financial Services
1

T
SME Blankability

T
Enabling anironment

T
Knowlec:ge Sharing

PIR 1

PIR 2

PIR 3

PIR 4

Financial intermediaries' capacity
to serve SME market improved

Bankability of SMEs enhanced

Financial sector and SME
development enabling
environment improved

SME finance knowledge
management system strenthened

KRA1.1

KRA 2.1

KRA 3.1

KRA 4.1

Financial products
improved to respond to
SME needs

Quality of BDS related to
finance improved

Financial sector legal and
institutional framework for
SME finance improved

Public-private stakeholder
collaboration in SME
knowledge management

expanded

KRA1.2

KRA 2.2

KRA 3.2

KRA 4.2

Financial sector
professionals knowledge,
skills and/or practices
enhanced to deliver SME
financial services

SME financial literacy
enhanced

Regulatory Framework
stimulating SME
development enhanced

Improved awareness of
SME finance best practices

KRA 1.3

Use of loan
guaranteee/special funds
programs expanded
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SECTION I
WORKPLAN BY TECHNICAL COMPONENT

A. Project Intermediate Result (PIR) 1: Financial I  ntermediaries’ Capacity to Serve
SME Market Improved

South African financial intermediaries (FIs) hawileessed the finance needs of large
corporate businesses and micro-enterprises adégudtevever, there remains a significant
gap in the country in meeting the financing neddSMES, particularly those considered
historically disadvantaged enterprises (HDES). &litph there is significant SME demand for
finance, few SMEs successfully access finance. faBpPacknowledges the challenges
inherent in SME financing particularly in light tife global finance crisis. Many SMEs lack
traditional forms of collateral typically requiréor finance. SMEs often appear less
transparent, with many lacking credible financtatesments and have poorly prepared loan
applications and limited financial literacy and erse. Further, the line of demarcation
between individual/personal assets and businesssasan be indistinguishable. Given these
apparent risks, Fls must develop rating/scoringhraeisms and financial products and
procedures designed to reduce risks and sharewittkshe borrowers. SMEs form a large
segment of the business community. By taking asttorreduce the risk, FIs can enjoy an
often untapped potential for expanded intermediatiSP through PIR 1 will address the
supply side of finance — the Fls’ ability to engagth such businesses, while PIR 2 seeks to
enhance the demand side -- the SME'’s ability tégaii¢ these deficiencies and become loan
worthy.

On the supply side, the Fls, particularly the lmgrfSouth African banks, historically have
considered SME lending to be too risky in genexad their approach to the segment needs
repositioning. FSP, during Year 1, identified Fattappear to be more entrepreneurial in
pursuit of a wider client base and willingnessrtdude SMEs, including medium-scale Fls
and private funds. FSP will continue to work wiynamic Fls to build the business case for
the potential profitability of the SME market. Tiicrease SME access to finance, during
Year 2 FSP will build the capacity of partner Fisrhprove/simplify SME financing

approval procedures, develop or refine credit sgosiystems, introduce new financing
products that are suitable for the SME segment and

develop or refine SME loan guarantee scheme approva PIR 1 Benchmarks

processes.
» Finance approval processes of 3
Fls improved

FSP’s approach to the FlIs evolved during Year 1.
Initially targeting the big four banks who were 2ty NECIE PIOUNCTS KeVeioped
tangentially involved in providing SME loans, thavas 0

skepticism in recognizing the need to reevaluaté th
approaches to be more inclusive, emphasize castafio
opposed to collateral comfort, introduce new prasluc
or recognize SMEs as a key growth sector. ABSAkBan”> 4 DCA Action Packages

proved to be the exception to this rule, expressing SEINGiapiolglio R
interest in expanding its SME loan portfolio, inatimg > 1 guarantee scheme approval

its approach and investing in its Enterprise Dewelent R e T M NE R
Centres to improve entrepreneur development. A much

more enthusiastic response also came from mediate-5t¢s and private funds, such as
Sasfin Bank, Blue Financial Services, Old Mutualsid&ane and WIZZIT, who seek out
new product ideas, and welcome technical assistanedine their credit risk analysis

» 1 credit scoring model
developed or refined

»  Staff of 3 Fls trained
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systems and procedures. Therefore, FSP decidadget these more dynamic FlIs as
partners. Continued outreach to new partners apgehing of relationships with existing
partners will lead to a significant increase in tlnenber and volume of loans and equity
investments in SMEs, shorter finance approval timegeater number of suitable finance
products to meet the needs of SMEs and a more pyipt® (although still prudent) risk
profile on the part of South African SME financieBy demonstrating the feasibility and
profitability of SME finance with these partnergitig Year 2, FSP anticipates greater
adoption of SME best practices in the entire sdayquroject end.

Three Key Results Areas (KRAS) support PIR 1:

KRA 1.1 - Financial products improved to respon&ME needs

KRA 1.2 - Financial sector professionals’ knowledsjalls and/or practices enhanced
to deliver SME financial services

KRA 1.3 - Use of loan guarantees/special funds ranmg expanded

Each of these KRAs is detailed in the following @agn terms of its overall strategy, key
activities, implementation resources/partners,iatetim benchmarks. Specific tasks and
timing are indicated on the timelines that folldve text in Annex A.

KRA 1.1 Financial products improved to respond to S ME needs

KRA Strategy:
To enhance the array of financing products avalabISMEs, FSP will work with its Fl

partners to help diversify product offerings. Hawe new products are but one innovation
that is needed. FSP will take a holistic approacteipacity building in SME lending,
emphasizing not only appropriate financial prodimtsidentifying distinctive products for
high value sectors, improved credit risk analyssk management systems and enhanced
customer service to fully engage the sector. Thgities under this KRA also are aimed at
making the FIs’ finance approval processes moaasitined/efficient and yet thorough, so
that SMEs can have their financing applicationgapgd more quickly, prudently and in a
fair and consistent manner. Thereby the Fls wilhble to meet SME clients’ needs that were
not addressed previously and the FIs will be ablestablish themselves better in this market
segment.

As the project progress beyond 2010, FSP’s Fl pestwill most likely further diversify their
finance product offerings. Several of these pastiaee new to SME finance and, sensibly,
have launched with only a “vanilla” set of produci®&he private funds, for example, only
offer medium or long term investment loans. Addivayking capital financing and other
products will be possible with FSP assistance énlditer years of the project. WIZZIT has
commenced its “productive lending” with only twalo products, term loans of up to three
years to finance equipment and working capital $oafnup to six months. As success builds,
WIZZIT too, may add other finance products, suclp@hase order finance.

Activities:

1.1.1 SME finance approval processesimproved. Several of FSP’s Fl partners need to
upgrade their finance approval processes in oalketter screen finance applications,
improve their approaches to credit analysis, apptyore consistent approach and respond
more quickly to SME finance applications. Thisiatt addresses these shortcomings; it will
lead to more SME loans and equity investments bappgoved in a timely manner, allowing

8 FSP ANNUAL WORKPLAN 2010



the Fls to focus on financing applications thatwoethy of their attention and ensure the
applications are better vetted.

FSP will build on Year 1 activities with partnems Wwhile FSP already developed loan
products and refined approval processes, thesegpantequire further assistance to
implement other FSP recommendations. In that redz8& will assess the progress of the
ABSA Bank purchase order financing product aime8MEs supplying larger companies
and provide technical assistance to review andedfie product and approval processes if
required. FSP will also continue to develop thecpsses for approval and expansion of the
SME loans developed for WIZZIT bank.

FSP will also continue to nurture new relationstaps to explore opportunities with Khula
Direct, which is seeking assistance with settingtsippan approval process.

1.1.2 Develop or refine finance products (including DCA related finance products). Most
of FSP’s FI partners have a relatively limited dfig of financing products. This is either
because they are nascent Fls or have deliberatatgd the scope of their operations. For
instance, Blue Financial Services (Blue), Themlbat@rnational Guarantee Fund (TIGF),
True Group and all four of FSP’s private fund partnhave as their mission to provide
investment financing primarily for HDE SMEs. Althgh
their operations may be limited in scope, diveisijy
their product offerings may more fully meet the @le

Product Promotion

financing needs of their SME clientele. In thigas, To stimulate opportunities for SMEs
FSP will investigate with Blue the possibility ofering tnoe:g;eslfsErov‘f,ﬁftfeji‘gsvabt'ﬁetopg,'ii';
short term, working capital loans and/or constarcti environment and incentives for the
loans in addition to the investment term loansivn promotion of alternative modes of
provides. To date, Blue has had to refer its tievho if:]nc?ﬂgg.' SHGT dlsas 0 niea
need working capital financing to other lenders. :

Similarly, Mettle Administrative Services (Mettlayjth Leasing

Purchase Order Finance
Asset based finance
Warehouse Receipts
Factoring

Supplier Credit
Construction Lending

whom FSP currently is developing a DCA guarantee
facility, has only financed the accounts receivaiilés
“panel beater” (auto body shop) clients. FSP wakk
with Mettle to develop a loan product aimed at fliciag
auto parts and materials as well. This sectoripec
product may eventually be of interest to otherif#s
solid business case is proven. As a first stepiginitiative, FSP will recruit a consultant to
carry out a panel beater sector study.

Following an assessment of the policy environmerissess possibilities to expand use of
alternative modes of finance, such as leasing acifing, FSP will work with selected FI
partners as appropriate to develop these typararide products.

As demand for new products increases and new SMEansegments are accessed, FSP
anticipates an associated rise in the need tatfine-and streamline Fl approval and risk
assessment competencies, as products such agldastoring, accounts receivable
financing come on line.
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“Doing Business” KRA 1.2 Financial sector professionals
Aol to Tocia attentiof for SMES knowledge, skills and/or practices enhanced

. : to deliver SME financial services
The recent World Bank “Doing Business” report

showing South Africa’s ranking “slipping” drew KRA Sratggy;

major media and government attention. Doing | Tha actjvities in this KRA also aim to streamline
Business  builds indicators of government ,
regulation of business across 181 countries. It the FIs’ loan approval processes a_nd _
covers regulation - from start up to closing a | simultaneously improve the capacity of their
business - and ranks countries based on 10 | gtaff resulting in an increase in the number and
indicators of business regulation. that track the L. .
time and cost to meet government requirements. amo_u_n'g of Ioanslngty |_nveStment_5_W|th0Ut _
A aboh R o et A B A sagrlflcmg portfoll_o_ quality. An add_ltlonal godd i
business”, “getting credit’, “licenses”’, “paying to improve the ablllty of Fl loan officers to asses
tTaﬁeS(’j’t_a_fe .dtireCﬂ%/ Je_levatnt to the dSME area. | special types of SME finance applications, such
e I IS Interested In stopping and reversing - - H -
this slippage in future years. FSP will assist in as purChase Ord_er fl_nanCI_ng’ Ieasmg, faCto_rmg’
identifying methodologies to achieve this by | warehouse receipt financing and construction

removing obstacles to doing business - | |opans.

especially in our target- area, SME access to

credit. o
Activities:

By comparing the Survey results, and especially . .
the raw data, year over year it allows FSP to 121 Expand the use of credit scoring. The

identify impact - are things improving? - and | approval processes for SME loans generally need
where FSP should focus attention. to be more streamlined and standardized for SME
loans as opposed to the very detailed due

diligence required for large, corporate borrowefsedit scoring, a semi-automated method
of evaluating loan applications, can address thédlenge. It standardizes the loan approval
process by applying the same set of weighted @iterall loan applications. Scoring can be
statistically based, which requires a substantdloase analysis of bad loans over several
years. However, a judgmental credit scoring systehich presents a lower resource
alternative, uses as criteria various financiabgsthe client’s loan repayment history, the
size of the client’s deposits and the client’s eloger. These are weighted and scored, and if
the total score is above a certain threshold,dhe Is approved. Credit scoring can be a good
approach for an FI new to SME lending because ashdoredit analysis techniques are not
needed and it works well for the simple loan prasicat SMESs typically require. FSP will
continue to work with FI partners to develop credivring systems or refine existing scoring
models. Once established, the outcome of creditrgg can be a greatly expanded SME loan
portfolio. Blue Financial is interested in haviR§P review its credit scoring system with a
view to validate its effectiveness. Once WIZZIBBE lending operations are well
established, FSP anticipates developing a creditrggr system for that Fl too.

1.2.2 Provide capacity building for FIs. During Year One, FSP successfully carried out two
training programs for its Fl partners on SME Dué&dence/Valuation and SME Problem
Loan Management. The former was aimed primarilhatprivate funds, whose operations
are relatively new and needed remedial help. @tterlwas beneficial for all Project’s FI
partners given the current recession and many igebs were adopted by participants. To
help the Fls maintain high loan approval and mamtpstandards, FSP will continue to
carry out demand driven capacity building, botla iworkshop setting and through institution
—specific mentoring. As new products and proceslare developed, capacity building
efforts will follow to ensure success within thedfld target clientele.

As many of its partners are in the early stagesudtling their loan portfolios, FSP plans to
support their capacity for adept client managem&uich training will ensure that the Fls
have high retention rates, closely monitor theirdwoers’ repayments and anticipate any
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further financing needs their clients may have thWVIZZIT, FSP will build on its product
development activities from Year 1, and enhance VT2 credit risk management function
as a crucial component to that FI's SME lendingjative.

KRA 1.3 Use of loan guarantees/special funds progra  ms expanded

KRA Srategy:
There is a long standing perception among the n&gaoth African FIs that lending to SMEs

entails somewhat higher risk. However with appiadprcredit analysis, product
development and risk management tools, there at@pportunities. To entice the FIs to
extend their SME lending risk profile, SME loan garee schemes such as USAID’s DCA
Portfolio Guarantee facilities can play a key role.addition, given the current tight credit
conditions in South Africa, many SME financiers @dad difficulty in obtaining new or
even renewing their existing long term funding.p&sally under these circumstances, DCA
Loan, Bond and Portable guarantees can be usedgatpport such funding. FSP will
continue to actively promote the consideration ahstypes of credit indemnity schemes,
leveraging funds and promoting the appropriateafi$8CA guarantees to support SME
credit expansion and consider DCA facilities thgiport lending to SMES in priority sectors,
e.g. agriculture, construction, automotive and rmeadil and gas.

Under existing BEE codes the benefit factor fousgse of guarantees is illogically low.
During Year 2 FSP is encouraging dti to raise thanefit factor, which would likely
stimulate formation of more guarantee schemesjrimallowing for the increased leveraging
of development funds. If the benefit factor isseal, in subsequent project years, FSP intends
to provide assistance toward the establishmenbadl Iguarantee schemes. Experience in
other countries has shown that such schemes do bmitdr than national guarantee schemes
at providing access to finance for smaller, runslES. For example, during 2006-2008, the
USAID Croatia Enhancing Small Business Performammject helped 12 regional
development agencies (RDAs) establish SME loanajiee schemes which proved to be
better attuned to the financing needs of small SMEteir areas. The RDAs knew the
SMEs in their regions better than the national gotee scheme as they had in many cases
incubated and nurtured them. A similar situati@s lbeen observed in Vermont, U.S.A,,
where the Vermont Industrial Development Authoritgcause it has better coverage and
knowledge of local conditions, is more adept tHaW.S. Small Business Administration in
fostering access to finance for the SMEs in itsestkollowing this lead, FSP will work to
enhance the use, depth and breadth of guarantemesh

Activities:

1.3.1 Promote utilization of USAID DCA guarantee facilities— Two DCA facilities were
approved by the USAID Credit Review Board (CRB)idgrproject Year 1. In September
2009, Blue commenced using its DCA Loan Portfoliamgntee. Sasfin Bank currently is
negotiating for a loan from Nedbank, which wouldsogported by the approved USAID
Portable Guarantee. FSP is developing at leastfdditional DCA Loan, Bond and/or
Portable Guarantee facilities, all of which willggort funding for on-lending primarily to
HDE SMEs. Several other FIs have made enquiriestahese types of DCA facilities.
Given the increasing number of DCA applications tredfact that DCA funds are limited,
FSP’s first step in Year 2 will be to finalize #gategic approach to DCA guarantee facility
development.
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After setting priorities, FSP will proceed to deyelthe DCA facilities that benefit the
highest priority sectors and segments of the SAfriban SME market.

1.3.2 Improve/devel op other South African guarantee schemes: TIGF has requested FSP
for assistance in streamlining its guarantee agpnerocess. Such enhancement will enable
this guarantee fund, which is aimed at supportivgstment financing for rural-based
agricultural SMEs/cooperatives, to increase itsguotee volume. During much of Year 1
TIGF was focused on rehabilitating problem loarad thhas guaranteed, but it is now
prepared to re-engage in the SME market. It i®etqu that the initiative described above
can be started at the end of the first quartera part of the guarantee approval process
review, FSP will continue to facilitate meetings TdGF with Fls as TIGF seeks to work
with institutions to accept its loan guaranteesanrmbnditions more favorable than currently
available in the marketplace.

Under current dti BEE code regulations, the berfiaétor assigned to loan guarantees to BEE
SMEs is only 3% of the amount guarantéetiis low percentage is not logical given the

fact that a guarantor is liable for 100% of thenlgawarantee amount. As well, such a low
benefit factor provides a powerful disincentive potential SME financiers to utilize a
guarantee mechanism, which would enable them &rdge their capital much further than
making direct loans. Therefore, FSP intends to erage the dti to increase the benefit factor
substantially for issuance of guarantees. Assurthiisgchange can be made, the project will
then endeavor to work with private funds and o8ME financiers to establish guarantee
schemes as a better alternative to loan funds.

Lastly, FSP will continue to dialogue with KhulatErprise about reviewing its guarantee
approval process and criteria. FSP approached Khuiag Year 1, but at that time it did not
see technical assistance as a priority. Givenatgelsize of its operations and potential broad
outreach, however, continued attention is warranted

B. PIR 2: Bankability of SMEs Enhanced

FSP’s PIR2 interventions are based on the prerhée t

if SMEs want to access finance, they may require

> BSO partners identified for access to relevant and affordable business develapm
capacity building initiative services and information which will enable them to

make informed decisions about their finance neasls,

well as meet the requirements of the finance peavid

PIR 2 Benchmarks

» 2 BDS interventions designed
and implemented

> BDSP grading standards While finance providers may vary in what they Idok
designed in order to finance an SME, it is clear that barlkigb
of an SME does not depend on financial statements,

> Strategy for BDSP gradi : ;
ot i the presentation of a business plan alone. In doder

developed . .
access finance, several factors are considered,
> Financial literacy content including the viability of the business idea, tlealrstic
developed and packaged assessment of market potential, the entrepreneurial

gualities of the SME owner themselves — as wethas

»  SME financial literacy program -
ok SME owner’s ability to manage the accounts, casiv fl

delivered to market

2 On the other hand loans are accorded benefit factors of between 70 and 100% of amounts lent, depending
on the loan conditions.
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and finances of the business. In this respect, 8ktikability (and awarding finance) is as

much to do with the ability of the SME to manageitkenterprise and their finances once

they havesecured finance, as it to do with their ability to demaage that their enterprise is
viable before they (or in order to) secure finance. This wasagor realization affecting the

FSP approach in this area during Year 1.

The problem in the market remains however, thgeimeral, there are few BDS providers
who are particularly well equipped or qualifiedntelp SMEs manage their finances
successfully or truly understand what finance mtexs need. Compounding this lack of
external expertise, many SMEs as well as BDS passitiave low levels of financial literacy
and little understanding about what options foreasng finance exist.

The development challenge is therefore to identiys to increase the availability and
services of quality BDS providers, particularly skawith finance related skills, as well as
stimulate the demand for high quality financial BE&x®ating a sense of “value” that SMEs
are willing to pay for.

FSP’s activities are designed to address theséealals. During Year 1, much effort was
expended in identifying a consortium of partnerfiwhom to engage around these activities
with an exclusive focus on financial BDS. This prduo be more challenging than
anticipated as few organizations outside of finahicistitutions focus exclusively or

primarily on preparing SMEs to access finance, thode that did, were less than ready to
commit at the time to FSP’s proposed activitias addition to this, FSP found the market to
be dominated by government funded agencies wheviess are subsidized and where, by
their own admission, delivery and uptake of serwisewveak.

A strategy shift has therefore taken place to gotlee activities proposed in Year 2. FSP
has elected to build partnerships with leadingaigwsector and non government players,
including, Raizcorp, and the Institute of Busin@sglsisors, as well as Fl partners such as
Blue, ABSA and Standard Bank who are committedctivaly include financial BDS into
their tool chest of BDS provision as well as forlaysible links between the services they
offer and supporting access to finance. Additiynal survey identifying the existing hurdles
faced by Fls in the provision of finance to SMElwiform the strategic approaches
undertaken in Year 2.

FSP will be a driving force behind the provisiorfiofincial literacy directed to SMESs via
BDSPs. A FSP financial literacy gap analysis utadkem in Year 1 clearly identified that
while the general market supports information digsation on consumer financial literacy,
the only financial literacy materials directed tod&MEs are either focused on development
of financial management skills of SMEs or of therkeding variety promoting products and
services from individual suppliers.

Two Key Results Areas (KRAS) support PIR 2:

KRA 2.1 — Quality of BDS related to finance imprave
KRA 2.2 — SME Financial Literacy Enhanced

Each of these KRAs is detailed in the following @sgn terms of its key activities,
implementation resources/partners, and interim loeacks. Specific tasks and timing are
indicated on the timelines that follow the tex#dinnex A.
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KRA 2.1 Quality of BDS related to finance improved

KRA Strategy:
To promote the quality of finance related BDS ia tharket place, FSP will take a multi-

layer approach.

FSP will focus on opportunities to strengthen tapacity of partner business development
services organizations’ BDSPs to offer financeteglaBDS to their SME clients FSP will
identify the topics, methods and possible approativéelp to provide capacity building to
BDSOs as well as BDSPs to better serve their SNeBtsl and help them to access finance.

FSP will concurrently examine what Fls cite asrthgiitation of SME credit provision and
design broad as well as institutionally specifi@mentions to help overcome those
challenges. FSP will collaborate with FIs to préenfitnancial management practices as
supported by the study undertaken in year 1. Taggt will pilot programs with several Fl
partners, including ABSA and Blue Financial Sersite improve their business development
products and services for SME clients. By targetitese specific partners, FSP aims to
ensure that the quantity of financial BDS increatiess quality of BDS that is offered in the
market improves and more SMEs become bankable.

To improve the quality of BDS related to accessind managing finance, FSP will work
with a private sector business service organizafaizcorp, to implement a grading
framework facilitating increased provision of guaBDS to the market and improving the
capacity of BDSPs to offer finance related BDS.

While in Year 2 the focus will be on designing,tieg and piloting these interventions, the
objective will be to scale up and replicate thedevidies by year’s end and in subsequent
project years roll out in other provinces in theicoy.

Activities:

KRA 2.1.1: Build Capacity of BDSPs: With the wide network of business service
organizations that FSP has built up during the peat, this activity will focus on securing
their participation in year 2 activities and idéying additional areas for capacity building
specific to their individual needs. As shown in thble below, numerous and diverse BDOs
have been identified for possible collaboratiors assessment of their immediate and
medium term interests were identified; the most edrate opportunity is in the area of
building the capacity of their members and/or erpgés who offer business development
services to SMEs to promote financial literacytteit clients.

FSP will work with the BSO's interested in improgitheir BDS offering to the market,
particularly in the area of financial literacy awdl meet individually with those selected as
well as a few FI partners in order to solicit theamment on and secure interest in the
proposed financial literacy program. These meetwi$e used to ask key informants to
prioritize the kind of content the program shoubeht@in and prioritize in order to address the
knowledge and information needs of BDSPs to aS$#Es. In addition, FSP will invite them
to identify a format of delivery for the program wvh is most appropriate to their needs.

The outcome of this activity is to develop a shstrtdf BSO partners committed to
implementing financial literacy in partnership witsP. Confirmed agreements and
commitments to activities will enable FSP to furtidentify areas with their partners in
which capacity building is needed and will enabBPRo investigate the need of these
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partners for assistance to monitor uptake of tlignam and impact in terms of number of
financial advisory providers assisted/trained, trednumber of SMEs that they, in turn,
assist and which go on to access finance.

Business Service Organizations and Financial Intermediaries with whom FSP has held discussions: areas identified for
potential collaboration under PIR2

FINANCIAL LITERACY

Type of Access to 1 Knowledge & Skills
Grading

Name of Institution Type of Registration

Institution Credit Information Development
ABSA/EDCs Private Both Yes X X

Barloworld Siyakhula CSI FI Yes

Blue Financial Services Private Both Yes

Business Partners Private BSO Yes

Business Skills SA Public BSO No

Dept Economic Development Govt FI

Enablis NGO

Enterprise Room Private
FABCOS Member based
Gauteng Enterprise Propeller Govt
GroFin/Optima Private
Instititute of Business Advisors Member based

Identity Development Fund Govt
Khula Direct Govt
oMM csl

PPC Ntsika Csl
Raizcorp Private
SAIPA Member based
SEDA Govt

The Business Place NGO
TIGF NGO
Wizzit Private

KRA 2.1.2: Improve finance-related BDS offered through FI partners. FSP’s global study

on Models of financial business services provided lessons learned in what has been effective
approaches for FIs supporting finance related lessinlevelopment services (fBDS) for
SMEs. Results support the approach implementextgral South African FIs, namely
proving credit and non-credit support services agsaessful method for mitigating the risks
associated with SME lending.

FSP’s survey of hurdles to providing finance to SMé&ced by banks and private funds will
permit FSP to inform financial BDS providers of tteficits of their SME clients creating a
barrier to finance, as well as FI's of new apprascto evaluating their SME clients and
possible financial products better suited to thigkat segment.

FSP will present the generic survey findings anssfe interventions to participating
institutions and stakeholders (such as BSOs, ihéhdtNCR, etc.). This event will be hosted
by the Banking Association providing an opporturiidy dialogue among numerous public
and private sector stakeholders and potentiallypimgethe door for further intervention with
FI partners.

Following the survey, FSP will engage the Bankirgséciation to determine what

opportunity exists for the Banking Association feeosupport to SMEs and any assistance it
would require from FSP to do this.
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In parallel with building the capacity of BSO’stime area of financial literacy, FSP will
continue to identify and work with specific FI's determine interventions required to
develop or improve the BDS they offer which is lokto pre- and/or post finance support of
their SME clients. Opportunities for collaboratiaiil be explored specifically with ABSA,
Standard Bank and Blue Financial Services, althaigar FI's will be invited, where
appropriate, to participate in, for example, FSiancial literacy program.

In support of ABSA'’s intention to implement procesxl value add efficiencies to their
Enterprise Development Centres (EDCs), and to ingthe quality advice and support
offered to their existing and new SME client bds®P will work with ABSA to improve the
benefit and positioning of EDCs.

The opportunity exists to offer two levels of seevthrough the EDCs: improving financial
literacy of SME clients who need to make informedidions about what financing option to
select; and providing BDS to SMEs to help them ngarthe finance they receive from
ABSA, assuring the bank of effective loan managdaraed repayment. FSP will assist
ABSA identify how they can improve the BDS offerdtlough the EDCs.

Several FI's, including Blue Financial Servicedeotraining and mentorship which is tied to
the award of finance. FSP will develop a prograrfSafccessful Financial Management for
SMEs” which will be used by Blue to improve therngaerformance of their clients and will
explore the opportunity of enhancing the conterfldbased BDS programs in a similar way,
in order to improve the bankability of SME clients.

KRA 2.1.3: Facilitate implementation of grading of BDSPs. Over a year ago, FSP’s

proposal to develop a national grading frameworkBDSPs was met with clear support by
the SME Committee of the Banking Association. Supfar this approach was endorsed
when FSP hosted a dialogue among a number of silalerh, including business service
organizations and a private fund. However, it bee@vident that firms have developed their
own criteria for selecting BDSPs based on persandlprofessional recommendations and
that implementing a national framework in the SoAthican context would be a complex

and time consuming exercise with limited uptake.

As an alternative approach, FSP will support the&gieof a comprehensive framework for
grading to be hosted within one organization, Rajacan international award winning
company offering incubator services to SMEs. Qlieryears, the success of Raizcorp’s
SME clients has depended on its unique approacthmmsures that each client is linked to
the specialists it needs to provide business dpwatnt support. Since its inception in 2002,
Raizcorp has supported over 500 businesses thinaghation and training. With operations
in several provinces, they are set up to expandrimtsauteng and replicate its approach
elsewhere in the country and establish additioite$ sWith FSP support, Raizcorp can
deepen expertise in building the BDS capacity enrttarket, specifically related to access to
finance.

Raizcorp will define areas in which standards élset, and against which BDSPs will be
graded. These areas may include, for example, ieadhexpertise, industry or sector
knowledge, educational qualification (or recogmitif prior learning), experience in
managing a business as well as consulting to aéssi The intention is not to duplicate
existing professional standards, but to incorpatfagse into the grading framework.
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An assessment mechanism will be designed and as#stérmine the grade of BDSPs as
well as to develop their ability to deliver highaiity services. The proposal is to focus
initially on the grading of BDSPs who will be deopéd to assist SMESs to access finance.
Ongoing assessments will be used to ensure compli@anstandards as well as to monitor
BDSP performance — in this case, the number of Sd4Sisted to access finance. Once the
grading and assessment system is designed, FS&ewdlop a strategy with Raizcorp in
which they can replicate the system for use witteoBDSPs and so expand the provision of
quality BDS throughout the market.

In order to build demand for BDSP grading, FSP aélist Raizcorp in soliciting Banking
Association endorsement and international accrigalitdor its Guiding Academy. The
rationale for this is that users of BDSPs, sucklas BSO’s and SMEs will recognize the
brand and quality associated with highly gradediders when seeking BDS assistance,
select those graded and place higher credibilithéir support for those SMEs seeking
finance.

KRA 2.2 SME financial literacy enhanced

KRA Strategy:
From theDevel opment of strategy options for SME FSP Definition of Financial Literacy

financial literacy study undertaken during Year 1, it

became evident that most financial literacy program | A financially literate SME owner/manager
understands’ basic financial concepts and

are targeted at consumers and little has been knows what the most suitable financing
developed for SMEs. Furthermore, any programs and financial management options are for
targeting SME financial literacy are linked to an his/her, business at: the: various' growth

N . . . . stages of the business; s/he knows where
individual finance provider as a marketing exercise | o obtain the most suitable products and

promoting a product or service within their indidun, services; and sihe interacts  with
or is focused on developing the internal financial e R e e DS

. products and services. S/he is familiar with
management capacity of an SME. the legal and regulatory framework and

his/hers rights and recourse.

FSP’s financial literacy intervention will focus nely
on the need for information by SMEs to help thereas finance (see the text box for the
definition adopted for the purpose of this activityitially providing this information via
business advisors. A modular approach to the fiahtiteracy program will be adopted,
enabling users to select elements of the prograenwleeded and make the content more
accessible and user friendly. The content will tieigded in case studies to ensure optimal
learning. The potential therefore exists to develdgitional content modules on a repeat
basis, in order to deepen the information availéblie market as the project continues.

Activities:

KRA 2.2.1: Develop financial literacy program for SMEs:. In order to make information
available to BSO and FI partners, FSP will develapcontent for a financial literacy
program for SMEs.

FSP will develop a framework for the content andehia endorsed by several partners
wanting to participate in the program. The framewfor the program will consist of five
sections based on the process SMEs go through sdeking finance:

» Identifying the need for finance;
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» |dentifying the type of finance that best suits tleed,;

» Identifying sources of finance;

» Understanding those financiers; and

* How to approach a financier/ complete the applicapirocess.

The intention is to develop the content of a sevfamnodules which can be released into the
market as a comprehensive program for use by F8Rgps. FSP will identify what methods
of distribution would be most effective to enhasME financial literacy and could be
monitored for impact and based on BSO and FI peefas for this program, will develop a
roadmap for the development of the program, as age#l roadmap for the packaging and
delivery of the program

An initial sample of modules will be developed mler to refine the content in consultation
with the BSO’s and FI's committed to partneringhie program. This initial development of
material will also be used as the basis to cldah&/process of engaging a materials developer
and web developer.

In addition to this, FSP has identified severaliitnsons who may be interested to host a
web-based financial literacy program and /or tragrprogram. FSP will engage with them to
identify which would be a suitable custodian fog ffrogram.

KRA 2.2.2: Implement a financial literacy program for SME accessto finance: In an
informal survey done collaboratively with SAIBL, $\tlients indicated that their preference
for receiving information is in person through miaig seminars or from business advisors.

FSP’s consultant has identified three possibleoogtior delivering a financial literacy
program to the market: via

* A one- or two-day workshop aimed at increasingkim@wledge of business advisors:
In this scenario, FSP will develop the content kpae it into a workshop, and
facilitate the training of, for example, IBA and B members who will use the
information to advise their SME clients;

* An information seminar that business service ogtions and business advisors can
use as a resource to assist their SME clients. Wishoption, FSP would develop the
content, package it into a workshop, and facilitateaining of trainers for the likes of
IBA, FABCOS and Khula Direct enabling them to oftkis as a program to their
SME clients;

* A web-based toolkit or guide, aimed primarily asimess advisors, but also
accessible to their SME clients. FSP’s involvemeaiild be to develop the content,
and build a website around the concept of a guidbed world of finance, for use by
partners such as the IBA, SAIPA, FABCOS and Khulz®.

FSP will determine which option is likely to haveegtest impact and greatest potential for
sustainability and implement this through the pengrwho commit to delivering the program.
FSP’s roadmap will guide the piloting of the pragran one provincial centre and the roll-out
of it in other centers. In addition, FSP will fatsite marketing of the program through BSO'’s
to raise awareness of their members throughoutdbatry, and will consider hosting an
event to launch the program and raise SME and Istddter awareness of its existence.
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As interest in the program is already high, FSkcaattes the potential to roll this program
out widely across the country, bring on board newirgers, and scale up its activities in the
coming years. As demand for the program grows, &8Ripates developing subsequent
levels of modules to deepen the knowledge availabiee market and its understanding of
how — most effectively — to engage with financeviers and access finance.

C. PIR 3: Financial Sector and SME Development Enab  ling Environment Improved

The best intentions of private sector actors tamedfSME opportunities can falter without
the development of an enabling environment for SMEmse that focuses efforts to help
implement legal, regulatory and institutional refsrthat will contribute to expanding access
to credit for SMEs, especially historically disadteged SMEs. During Year 1, the FSP team
established excellent working relationships with Bepartment of Trade and Industry (dti)
and the National Credit Regulator (NCR) as weke stakeholders including the Banking
Association, Business Unity South Africa (BUSA) uioAfrican Institute of Professional
Accountants (SAIPA), South African Institute of Ctesed Accountants (SAICA) and a
number of policy stakeholder groups.

FSP includes components which directly deal wisiés of access to credit, SME
bankability and knowledge management. All composarterface with a legislative
environment which in many cases is not necessamibling under current circumstances.
Government policy, no matter how well

intentioned may have serious unintended PIR.3 Benchmarks
consequences constituting obstacles to SME

formation, their evolution to formality and ability > SME debtrenegotiation/debt restructuring
to grow and flourish. SMEs rarely succeed unless ~ 98P feport completed

they have access to credit at critical junctures in » 2 applied research working papers

their growth cycle. Yet reserve provisions, completed

banking laws and regulations, tax laws, excessive>

.. - o Companies Act regulations drafted
red tape, administrative complexities and well

intentioned subsidized lending programs, >+ Companies Act regulations published in
frequently discourage banks from developing Fasle
SME lending. Such legal and administrative > Fee schedule for Companies Commission

hurdles also push SMEs towards informality and,  drafted and published
as such, further from access to credit. > B fmmiewbricompisted
In assessing the flaws and gaps in the legal, > Real estate policy paper presented
|nst|tut|9nal and reggl_a_tory frame\_/vork, it is easy Real Estate and Mortgage Agents and

to be misled by the initial perception that South Brokers Bill drafted

Africa is a developed economy with an

exceptionally comprehensive legal and regulataayniwork to govern its sophisticated
economy. That belies the reality however — esplgdiatt historically disadvantaged SMEs.
FSP, jointly with the GSA, will identify and addeeany flaws and gaps in the legal,
institutional and regulatory environment. FSP wiiloritize those issues specifically
applicable to 1) FIs which undertake SME lendin@pimpact the financial instruments
most appropriate to SME lending. FSP also recogrtizat SMEs, and especially historically
disadvantaged, BEE-eligible entrepreneurs, must kauitable access to markets as well as
the financial resources necessary to enter anesdcc
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The potential scope of work for this componentegfareeds the ability of FSP to respond in
one operating year and, as such we have, andamtiraie to have, detailed discussions with
critical partners and stakeholders to identify aatipriorities. Key amongst this group is our

extensive and productive working relationship wisltious divisions within the dti and
especially CCRD, NCR and National Treasury; thetieriest and priorities are clearly

reflected in this work plan.

Two Key Results Areas (KRAS) support PIR 3:

KRA 3.1 — Financial sector legal and institutiofi@mework improved
KRA 3.2 — Regulatory environment stimulating SMEvelwpment enhanced

Each of these KRAs detailed below addresses oneog of these issues and related policy
areas. In the following pages the overall straté&gy, activities, implementation
resources/partners, and benchmarks are detailedifi8gasks and timing are indicated on

the timelines that follow the text in Annex A.

KRA 3.1 Financial sector legal and institutional fr
KRA Srategy:

amework improved

FSP’s goal is to strengthen the capacity of finansector stakeholders to conform with
internationally-established SME standards and pesttices. During Year 1, FSP supported

Regulatory Development and a Functioning
Public-Private Dialogue

FSP is deeply involved in a fundamental reform of the laws
and regulations affecting all corporate life in. South Africa by
undertaking the policy identification and drafting with the dti
of the Companies Act Regulations. This transforming policy
reform has drawn the interest of the financial sector, the
professions, investors, entrepreneurs and academics.

Working closely - with the dti -team and BUSA, FSP
stimulated a detailed dialogue on narrow but complex policy
issues as well as a full day, well attended workshop to
stimulate a public private dialogue prior to the drafting of the
Regulations. The transparent involvement of frequently
competing stakeholders before the Regulations were drafted
was-seen as an important and positive step demonstration
the Government’s openness and commitment to dialogue
resulting in stakeholders making a concrete contribution to
resolving many complex issues.

FSP intends ' to follow this level of transparency and
collaboration throughits Year 2 activities.

the NCR to provide better and broader
information to credit providers and
mitigate risks associated with lending
to SMEs. It is anticipated that upon the
Parliamentary approval for the
establishment of the NCRA that FSP
will continue to play a major follow up
role during the implementation stage
most likely to occur during Years 3-5
of FSP , always assuring the Registry
enhances SME access to credit. By
supporting the activities below, the
NCR will continue to evolve and
strengthen the NCA to realize the
shared objective of maximizing the
access to credit for SMEs through the
evolving application of the NCA.

In addition, FSP has identified a

number of areas where the various public and gisattor stakeholders would benefit from
accessing international best practice as it apmispecific issues under consideration. The
goal is to provide such applicable best practiéermation to inform and enrich public-
private dialogue on such issues. Every Working Peyleaddress a specific and narrowly
defined topic relevant to the objectives of incnegsccess to credit for SMEs, especially
those historically disadvantaged. In each caségypalternatives and options will be
described. It is anticipated that the re-focuse®8%nd other SME stakeholder
organizations, will be interested in sponsoringliguprivate dialogues to convert the FSP
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working papers into a well considered, widely cdteiliPolicy Papers. Every effort will be
made to select timely and pressing policy areasisultation with the dti, the NSBC and
other stakeholders. The objective will be that éhdsrking Papers be produced largely by
FSP staff with limited input as required by natibsad international consultan®olicy

Papers produced by this process will, as time asdurces permit, lead FSP into cooperative efforts
with the public and private stakeholders involvieth thoroughly analyzednd focused legislative
programs designed to address specific obstackke iSME business environment. In each case, FSP
will work to take identified obstacles, develop sdpolicies to address such obstacles and assist
stakeholders in the implementation of sound sahstiés the process progresses during Years 3-5
of FSP, stakeholders will assume responsibilityserforming the analysis, conducting the
public-private dialogues and effectively communimmgthe new policies to the public.

Activities:

3.1.1: Support the National Credit Regulator (NCR) in making the NCA more user friendly
and stimulate Access to Credit for SMEs. FSP has contributed to the design of the National
Register of Credit Agreements (NRCA) resultinghe NCR submitting to the dti a detailed
proposal for the establishment and operation oNREA based on this work. Legislative
and regulatory changes will be required and thed mbposal, has been presented for
Government consideration and, if agreed, for susimisto Parliament. The NCR indicates
that no additional steps on establishing the NCRBA likely be taken until late 2010
following the dti full review and assessment. Pded Parliament approves the proposal, FSP
plans to resume collaboration with the NCR in prangpaccess to financial services and
lowering financing costs for small and medium emises through the establishment of
NCRA.

Assist the NCR in defining the scope and application of the NCA and its interaction with the
provisions of the Companies Act to identify gaps in the application of the debt renegotiation/
debt restructuring provisions under the two Acts. The NCA contains a number of “consumer
credit protection” provisions dealing with reckléeading, limitations on interest rates and
charges, marketing limitations as well as over-mddness and consequent debt
renegotiation/ reduction mechanisms. Those pravistowever do not apply to SMEsder
the NCA. Under the new Companies Act, there arailéet procedures for “Business Rescue
and Compromise with Creditors” but these are oplyliaable to companies registered under
the Act. In summary, consumers are protected ulgeNCA, companies (including
incorporated juristic persons under the NCA) are protectediey@ompanies Act but other
SMEs including partnerships, associations, trusteésther body of persons ...
unincorporated...” have no protection under eiffiece of legislation. FSP will work with

the NCR and dti to review both Acts as well as atier ancillary legislation, define,
describe and propose policy alternatives for thereston of such protection to SMEs;
creating clarity for the benefit of debtors anddit@rs.

Follow up support to the NCR Business Process Review. FSP successfully completed a
detailed, two stage, Business Process Re-EnginenimNCR. As a follow up, NCR will
undertake a supplementary, comprehensive reviets btisiness processes leading to a new
Information and Communications Technology (ICTagtgy. The NCR has requested
additional, limited assistance from FSP to asswaethis ICT strategy is conceived and
developed in a manner consistent with the BusiRessess Re-Engineering undertaken by
the FSP team.

® Defined under the NCA as “juristic persons”, including partnerships, associations, trustees or “other body of
persons, corporate or unincorporated...”.
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With NCR conduct an internal review of the NCA in preparation for the five year review
mandated in the NCA by Parliament. The NCA was enacted in 2005 and came into effect
progressively in 2006 and 2007 and as such is appiog the mandated five year review
period. Experience with the implementation of teéA\has disclosed a need to ensure
inclusion of SME —specific provisions. Specificeattion will need to be paid to assure that
SMEs are recognized as an important and clearipei@icategory of borrowers.

Additionally, the NCA must clearly differentiatedos made for the purpose of generating
income from loans made to consumers for housetmidwmption. Reporting standards, the
NCRA and other provisions of the NCA will be reviesvto assure that SME access to credit
is enhanced in accordance with Government polidhisiregard.

3.1.2: Applied research on reformsrequired to enhance SME business environment. To
open the way to policy dialogue and reform and slite increased participation of SME

Potential Applied Research  Topics

/ The'Companies Act and Regulations and their
impact on the SME sector

/ Factoring for SMEs

/ BEE Codes preferential treatment of loans over
guarantees as an obstacle to increased SME
access to credit

/ Economic risk management strategies to
minimize the impact on the SME sector of macro
shocks

/ Debt renegotiation and liquidation for SMEs under
the SA legislation

/ Competition policy, abuse of dominance and the
level playing field — no SME credit without
markets

/ “Doing Business” as a tool for enhancing SME
access to FDI.

/ Corporate governance for SMEs

/ SME policy to promote non-traditional exports and
technology

/ South Africa’s preferential procurement policy and
benefits to SMEs

organizations in policy formation, FSP

will produce brief Working Papers that
analyze the current SME policy
environment. Such Working Papers will
document applicable international best
practice for consideration by South

African stakeholders and opinion leaders.
The applied (as distinct from academic)
research agenda will be developed in
consultation with the dti, NCR, the NSBC,
BA and other stakeholders. An initial
research outline will be developed for each
selected topic, clearly establishing linkages
to increasing SME finance and the
proposed scope of the Working Paper.

For each topic, appropriate South African
stakeholders and an institutional champion
to lead public private dialogs on specific
issues will be incorporated. Both the dti
and NCR have identified areas for
potential cooperation and priority attention
will be paid to areas of research identified
by these agencies with the capacity to
influence policy formation and
implementation. As an integral part of the

NCR the FSP applied research program will idergdyeral areas where the NCR can
champion policy development and implementationegittione or in association with other
stakeholders. Areas identified include the Rethtesand Mortgage Brokers & Agents law,
Economic risk management strategies to minimizernttmact on the SME sector of macro
shocks and Competition policy, abuse of dominamekthe level playing field — no SME

credit without markets.

The Working Papers are expected to form the basisléntifying required legislative,
administrative or policy initiatives to improve tBME business environment and access to
credit. In each case, the Working Paper will bgesttbd to peer review and will be jointly
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evaluated with the policy champion and form thass public private dialog events. FSP
will assist the champion to finalize a Policy Papith concrete recommendations. Through
web portals, publication, outreach, the work wélwidely disseminated and designed to
stimulate greater SME participation in policy foitina. In each case FSP will follow up on
such policy initiatives to determine a potentiaPA®le in policy design and implementation.
Other possible topics for such analysis are ligtetie text box to the right.

KRA 3.2 Regulatory environment stimulating SME deve  lopment enhanced

KRA Strategy: Financing SMEs presents specific challenges, notdd to traditional issues
such as the higher SME failure rate than largerndjrelatively less transparency and
inadequate financial information. Government pqlieyvs and regulations frequently do not
adequately distinguish between large and smalkfiamd, in failing to do so, such well
intentioned policies frequently discourage finahmiatitutions from developing SME
lending. Frequently such issues are flagged andifag through the implementation of
other FSP components. FSP has identified a nuaflativities which are expected to have
a major and long lasting impact on the corporatéosevith specific attention and emphasis
to the needs of SMEs and their access to marketsradit. The work undertaken by FSP in
the design and drafting of Regulations under tive @Gempanies Act widely exceeds the
scope of actions narrowly focused on the SME, acttieinance objective. It is difficult to
overestimate the scope, complexity and impact®fQbmpanies Act and Regulations on all
aspects of economic life but, by FSP taking oniégor role an opportunity has been
created to enhance awareness within the dti, Treathe professions and other key
stakeholders about the importance of includingSN&E agenda in all aspects of policy
making and reform and, as such will have a lastiifigct on SME policy and access to credit.

Activities:

3.2.1: Draft regulations for the Companies Act. The FSP team is currently heavily involved
in assisting dti in preparing the Regulations urtdlernew Companies Act. A time table
established by dti calls for the Companies Act Redulations to come into effect in
June/July 2010 and continuing assistance is platimedghout this period. Interviews with
key stakeholders of the public and private seatake the development of the regulations
which have been presented in a workshop. Beforéinthktext will be sent to the
Parliamentary Portfolio Committee for review anthseguent Ministerial approval, a full
public comment with further extensive public-prieatialogue will take place. The new
Companies Act requires detailed regulation of sflexts of corporate organization and
management. Its broad scope also includes fundahrefbrms in such areas as governance
and transparency; shareholder rights and obligsitimmancial reporting standards, emission
and trading in stocks; mergers and acquisitionsin@ss rescue and restructuring (similar to
“Chapter 11” in the US) as well as all aspectshefadministration, remedies and
enforcement under the Companies Act and Regulatincisiding the establishment of a new
Takeover Regulations Panel and a Companies Triblihal Act and Regulations will also
eliminate the traditional vehicle for SME incorptioa — the “Closed Corporation” and FSP
has been key in assuring that the new CompanieamiRegulations are fully “scalable”
and designed and implemented in such a mannermmimize the cost and administrative
burden implicit in incorporating and maintaining@rporation for SMEs. By making it
possible to transition from informality to incorpdion in a simple and inexpensive manner,
and by creating a scaled framework for complianite @ver stricter standards of financial
reporting and corporate governance as the companysgincorporated SMEs will become
platforms for economic growth and will progressiwehhance their access to credit.
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3.2.2: Develop proposed fee structure for the new Companies and I ntellectual Property
Commission. FSP has worked closely with CCRD in the dti ondbsign and “business

case” for the establishment of the Companies Adtlatellectual Property Commission
(Commission). The creation of the Commission wéll’é a major impact on the business
environment and specifically encourage “entrepresteép and enterprise efficiency, creating
flexibility and simplicity in the formation and nraenance of companies and streamlining the
registration process”. An integral part of thisqess, not previously addressed, is to create a
fee structure designed to minimize costs of incaapiog and annual filings for companies,
while, at the same time, creating an adequateftasho cover the costs to Government of
the Commission, including the implementation advisory and education functions. FSP
will together with the dti develop the fee struetuvhich will need to be approved by
Treasury. It will be incorporated into the Draftr@panies Act Regulations and Published in
the Gazette for public comment. Following the pailclbmment period, amendments may be
necessary and assistance will be provided by F8Bwelop the final Fee Structure for
Ministerial approval and publication.

3.2.3 Support to the Government of South Africa Regulatory Impact Assessment (RIA)
program. National Treasury has requested FSP technicatasse to help with capacity
building in its Regulatory Impact Assessment (RPxpgram since there is currently limited
availability of skilled people to conduct the typsssaluations and analysis required for RIA
in South Africa.

The RIA tool is used to assess the likely consecge®of proposed regulations and the actual
consequences of existing regulations in order ssathose engaged in planning, approving,
and implementing improvements in the regulatoryesysFSP jointly with Treasury is
currently completing the RIA implementation plamgEther with Treasury and the dti a
regulatory impact assessment of the new Compargteamd Regulations as well as their
proposed implementation by the newly created Comegaand Intellectual Property
Commission (Companies Commission) will be undemaReeasury specifically focused this
review on both the positive and potentially negatimpact of the Act and Regulations on the
SME sector. FSP will support the Treasury/dti tearmonducting the RIA. In order to assure
sustainability an RIA web portal will be developgeg Treasury and RIA knowledge
management tools made available to future RIA te&8® will also assist Treasury in
developing practice guidelines for the Implementatif RIAs in South Africa.

3.2.4 Draft Real Estate and Mortgage Agents and Brokers Bill.

The dti has requested that FSP support the ReateEstd Mortgage Agent and Brokers
reform. Currently, the estate agents are regulayezh inadequate 30-year old Act and the so
called “bond originators” are entirely unregulatBdilding on the USAID funded work
undertaken by the International Real Property Fatiod (IRPF) in close affiliation with the
US National Association of Realtors (NAR) in conibgtthe large discrepancies in
opportunities between the traditional and newly eyimg historically disadvantaged real
estate community, FSP proposes staged and linsdtance to develop appropriate policies
and draft a Bill for parliamentary consideratiorclose cooperation with CCRD/dti and
relevant stakeholders. The broad objective ofithigtive is to protect the public against
unethical practices of brokers and agents and eagewroader historically disadvantaged
participation and equity in this industry.
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While FSP promotes SME cash flow-based lendingadiginatives to collateral wherever
possible, financial intermediaries still rely orllateral-based security- most often property.
If no other source of finance becomes availableESMners can enhance their credit
worthiness through property ownership and use thensonal property as collateral for
credit. The NCR has pointed out the important reld estate security plays in providing of
credit to SMEs and the need for reform in Southoafrin addition, with the stabilization of
the real estate market, there is significant paéfdr the greater participation of SME’s in
this growing service industry. The market for restiate services, according to industry
statistics, now includes a greater than fifty pataemand from historically disadvantaged
persons yet less than three percent of the profesi serving this industry fall in this
category. The downturn in the real estate markeiguéckly reduced the number of agents
and brokers (from 88,000 in 2005 to 22,000 thigydaiscussions with the Banking
Association have indicated that its members haeeifipally indentified those SMEs
engaged in the real estate sector as potentialglier credit.

D. PIR 4: SME Finance Knowledge Management System  Strengthened

Both the supply and demand side of finance — HIsSIMES — operate with a dearth of
information on the possibilities SME finance canypde for increased profits and expanded
markets. The FSP knowledge management componeks sestrengthen SME finance
related knowledge management, share innovativeding options and opportunities;
disseminate successful approaches for SME developmeollaboration with the private
sector and donor and government programs.

Currently, much of the literature and work undegtalon accessing financial services tends to
focus on consumers and in most cases blurs thadieh between an SME and a consumer.
Fls often lack the adequate risk analysis toofe¢bcomfortable extending credit under
different terms and conditions. At the same timdES face credit officers whose lending
guidelines are designed for large companies ovididal consumers and not appropriate to
the needs of an SME. These enterprises consistently

encounter numerous constraints including onerous

collateral and compliance requirements, limited PIR 4 Benchmarks
management capacity, and difficulties in accessingh-
needed information about different SME financing
mechanisms available in the market or changeslioig®
that may affect their operations. SMEs also neeitba > Knowledge management system
information on SME-friendly suppliers of financial il

services. They need tools to evaluate the cospatahtial benefit of the financial and/or
business related services provided. Therefore,daekvareness by entrepreneurs of available
financial business development support further agapes the capacity problem and
accentuates their lack of credit-worthiness.

SME finance knowledge
management forum piloted

To this end, FSP will work with multiple stakeholgdé¢o capture, codify and share valuable
knowledge but also facilitate knowledge creatiomegent study by FSP revealed that a large
number of financial sector stakeholders producealae knowledge products, but such
activities lack integration or widespread dissertiora In addition to the innovations and
improvements launched by FSP and its partner ésptoject will build on existing

databases and access portals. FSP will suppocbtleetion, collation of and facilitate
dissemination of tools and approaches to SME fieand financial BDS, lessons learned
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within South Africa and elsewhere, and successestdinat can be replicated. The outcome of
this component will be an accessible repositor@ME finance knowledge — about what
works, what does not work and how policies and tmas can be improved to expand
opportunities in South Africa.

Two Key Results Areas support PIR 4:
KRA 4.1: Public-private stakeholder collaboratiorSME knowledge management expanded
KRA 4:2: Improved awareness of SME finance besttres

Each of these KRAs is detailed in the following @sgn terms of overall strategy, key
activities, implementation resources/partnersrimdenchmarks as well as link to program
objectives. Specific tasks and timing are indicairdhe timelines that follow the text in
Annex A.

KRA 4.1 Public/private stakeholder collaboration in SME knowledge management
expanded

KRA Srategy:
To expand public/private stakeholder collaboratié8P with its partners will identify

contributors to and users of a knowledge managedsabase for sharing information on
SME finance best practice developed globally ardllg. Additionally, FSP will facilitate

the establishments of a public platform for preagon, information dissemination, and
interactive learning, thereby deepening informasbaring and learning practices about
financial services available to SMEs and continyepping into new partners and sources of
information for dissemination.

Activities:

4.1.1 Facilitate SME financing dialogue: With the SME working committee of the BA and
other collaborating partners, FSP will identifyk&tholders to sponsor and/or establish cyber
linkages with other institutions in the SME finamgimarket. FSP research findings indicate
that implementation of technological tools to faate knowledge sharing has been a hurdle
to the establishment of a broad SME dialogue for@aorrently, many financial

intermediaries have developed sophisticated knaydedanagement systems, which face
severe challenges ranging from their inappropresgerior understanding the HD SME
market are out of date. Therefore, through the SMEing committee, FSP will identify
appropriate contributors to and users of SME firakmowledge sharing and dissemination
techniques suitable to the South Africa contextlagorating partners will develop content
and new formats for dissemination of SME finance famancial literacy information.
Dissemination includes pushing knowledge to itssis@d users pulling the knowledge they
need -- resulting in both increased awareness d& 8iance, successful practices as well as
adoption by other stakeholders.

KRA 4.2 Improve awareness of SME finance best pract ices

KRA Strategy:
In order to improve awareness of SME finance besttiwes, FSP will engage

partners/stakeholders including donors, networlipnal and global players; examine
partnergovernance structures, management processesjdas®rolution of institutions; and
foster linkagesvithin and across organizations. A collaboratiaiework will enable
identified partners to share industry best praghé@mation, and lessons learned.

26 FSP ANNUAL WORKPLAN 2010



Activities:

4.2.1 Facilitate access to SME financing information: Research has revealed that a large
number of financial sector stakeholders generatsvladge about SME financing
mechanisms, but that such knowledge is not intedrato a publicly accessible knowledge-
sharing repository. Ongoing discussions with thalag Association of South Africa (BA)
have confirmed the need for institutionalizatiorirdbrmation on SME lending best practices
to increase access via a knowledge managementrsydieh publically displays an array of
SME lending concept options available for Fis ta@gtd Empowered with the appropriate
information on SME financing, BSOs and financial 85 have higher probability to assist
SMEs successfully apply for the correct and reléganvices and products while Fls will
have the latest information on SME capacity butdefforts as well as various peer-reviewed
products to choose from to finance SMEs.

FSP will provide assistance in adapting and modargian existing website to include key
information, list serves and hyperlinks creatingauaits to innovative local and international
best practices, technical briefs and user-friesdlstor diagnostics. FSP will consult with the
USAID FS Share project to ensure a link with tHigidings, knowledge management tools,
list serves and other SME finance resources.
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