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EXECUTIVE SUMMARY

Panel beaters in South Africa have significant waglcapital financing needs, because
they must typically pay for parts and general ogarhexpenses 30 days or more before
receiving payment from an insurance company. Tls¢ majority of panel beaters are
SMMEs and do not have large amounts of capitabtofar expenses in the interim.
While some panel beaters are able to obtain théstiing from a bank, many choose
instead to sell their receivables to a factoringnpany. The largest such company, Mettle
Administrative Services (MAS), is being consideasda borrower under a DCA loan
guarantee that would enable MAS to raise more abghian they can presently obtain
without DCA support. These funds would then be useskpand panel beaters’ access to
factoring. This report is intended to provide backmd information on the sector, and
constraints and risks faced by panel beaters.

Individual panel beaters face daunting challengesctessing work from insurance
companies, which is often more lucrative than dasfed work from uninsured persons.
An oversaturation of panel shops relative to thelper of insured South African drivers,
and differences in size between SMME panel shoddage insurance companies, have
given insurance companies substantial bargainimgepto negotiate labor rates and parts
markups, and even to restrict work to certain shivpaddition, shops must meet onerous
requirements from vehicle manufacturers to be amatdor repair work on a car that is
still under a factory warranty. A 30 percent deelin the industry due to the worldwide
economic downturn has hampered some shops, thahgtsaeport stable or even
growing revenues. A further decline is unlikelychase only minor vehicle repairs have
elastic demand. Loss of vehicle usage has econmonsequences for the average driver,
and so a vehicle that is rendered inoperable bgshanust either be repaired or replaced.

MAS is largely insulated from the industry riskgchuse it provides financing after an
invoice is issued or repairs have been authoriyatidoinsurance company. Its client base
is sufficiently large and diversified that it camgly serve whichever panel shops are
able to obtain work from the insurers. MAS alsoigaites risk by factoring with recourse,
meaning that if MAS is unable to obtain paymentfrihe insurance company for an
invoice despite their best efforts, the panel beatgst agree to repurchase the unpaid
invoice. In practice, this rarely happens.

Additionally MAS finances based on repair authditaarather than an invoice; this is a
parts financing product. MAS’ current lender wilitrpermit MAS to provide enough
parts financing to meet existing demand, and expgnaccess to parts financing is one
development objective of the proposed DCA guararkbe guarantee will also help
panel beaters improve their profit margins, inces®ir ability to function as a going
concern, and position them for potential industigvgh. This will, in turn, sustain and
expand employment opportunities in a labor inteméndustry for previously
disadvantaged individuals, who make up the vasbritgjof panel beater employees.
Another aim of the guarantee is to demonstrateriddrs that automobile receivables
factoring is a viable borrower market at the whaledevel.
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INTRODUCTION

The Financial Sector Program (FSP) supports themaplishment of the U.S.
Government’'s Economic Growth Objective in Southi¢er(SA). This task order is one
of two main vehicles to promote vibrant growth @dtbrically disadvantaged small and
medium businesses (SMEs) and reduce unemploymdrgaerty. The objectives of this
program are to expand access to financial serainddower financing cost for small and
medium enterprises (SMEs) through reforming thallegd regulatory framework
affecting the financial sector and business enwirent and improving the commercial
viability of lending to historically disadvantag&MEs in SA, thereby expanding SME
access to a range of high quality and affordalblericial services.

Activities under FSP focus on improving and expagdinancial services and products;
managing and mitigating financial risk and trangactosts; improving bankability of
SMEs and business services by linking financialises with business service activities
that can build SME capacity, productivity and cotitpeeness, as well as improve the
capacity of financial advisory services to serveE3M support the emergence of an
efficient credit industry regulator that promotesemabling environment for financial
intermediation and risk management, and boostpriliate sector’s role and participation
in the provision of financial services to SMEs; ipiaie reforms to commercial laws,
regulations, and administrative practices affectimgprivate sector and SME
development; and, improve knowledge managementigfwran accessible repository of
knowledge about SMEs and finance in SA.

Mettle Administrative Services (MAS) is a specializiinance company that provides
working capital financing, mainly through factoringinsurance company receivables,
for panel beaters in South Africa. MAS is partied Mettle Group, a South African
diversified financial services conglomerate wittat@ssets amounting to R 603 million
as of 31 December 2008. This study of the paratido€auto body repair shop) sector in
South Africa was conducted as part of the feagjtalssessment for a contemplated
Development Credit Authority (DCA) loan guaranteeortable guarantee for MAS. The
guarantee will provide MAS with capital for expamsiof its panel beater receivables
factoring business. Panel shops are the underngitag-level “borrowers” in the
wholesale financing MAS would receive under thergateed loan, and an understanding
of the panel beating sector is thus critical toamthnding the borrower risk in the
contemplated single-loan transaction. The primamppse of this study is to provide
background information for the EGAT/DC risk asses¥éhere possible, the assessment
also takes note of important development consigeraithat may not be related to risk,
but that may affect the desired impact of the psegoguarantee.

The analysis generally follows the model framewrkborrower sector assessments
developed by EGAT/DC. Some deviations have beerentmdccount for the fact that the
panel beaters are not being proposed as a direcir cohort that will receive DCA-
backed loans, as would normally be the case with am assessment.
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METHODOLOGY

The information in this study was compiled throymghmary and limited secondary source
research. The primary research consisted of cantfleon-site interviews with 16 panel
beaters of various sizes in Johannesburg, Cape ,TRustenburg, and Pretoria, plus a
parts supplier, an auto glass shop, the South airMotor Body Repairers Association
(SAMBRA), the Manufacturing, Engineering and Retb&ervices Sector Education &
Training Authority (MERSETA), auto insurance indystepresentatives, and MAS
personnel in Mettle’s Johannesburg and Cape Toticesf Secondary source research
was conducted using Web-based resources and sugpkey materials provided by the
persons interviewed.
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RELEVANT MACROECONOMIC CONDITIONS

Credit environment. South African panel beaters are, probably withoweetion,
classified as Small, Micro, or Medium-sized Entesps (SMMEY). As such, they face
the same constraints, and enjoy the same advantelgése to other developing world
countries, as their fellow SMMEs in South Africanelpoor supply of credit to such
enterprises for either working or operating capgailf course well-known to the FSP
program, and this was visible during the assessrely the panel beaters who owned
their own shops (and could thus use land and mgigdas collateral) reported any success
in securing commercial finance for equipment upgsaand other capital expenditures.
Even these enterprises had been unable to secuesfavorable terms from banks or
other financial institutions for an overdraft acobor other sources of working capital
than the terms offered by MAS, which is why theyrevelients of Mettle. Given the
worldwide tightening of credit markets in light thfe current recessionary environment,
access to essential working capital credit is @hjiko improve for SMME panel beaters
in the near to medium term.

Legal and Regulatory Environment. Panel beaters benefit from a more favorable basine
environment than SMMEs in most other countries fricA. South Africa is ranked 32

for Ease of Doing Business in the World Bank’s 20@#ng Business report. Business
registration is relatively easy according to thagdahops, costing approximately R1000
to register a small, closely held corporation aldrig an average of 22 days. The new
Companies Act will create a one-stop-shop to furthmplify the process, though it will
also raise financial reporting standards. This meyatively impact panel shops, as
described below. Land titling is sufficiently dewpéd to allow owned property to be used
as collateral. Competition policy enforcement istigely strong. Medium and even some
small-sized businesses reported during interviénasthey feel the South African
Competition Commission can and will protect thahts if they are able to band together
through organizations such as SAMBRA and preseonapelling case for why insurance
companies or other actors are engaging in anti-etith practices. This last point is
particularly important for MAS, as some insuranoenpanies have attempted to prohibit
assignment of claims by panel beaters to thirdgm(such as MAS) to protect their own
profit margins. This is described in further detaithe SWOT analysis below.

On the other hand, there is presently little oabiity to pledge either tangible or
revolving movable assets as collateral, which hampanel beaters’ ability to leverage
existing equipment—often worth millions of Rand—enbaned capital for expansion.
Contracts enforcement is also weak, with lengtHgydein the court system and limited
access to alternative dispute mechanisms for copiahditigation. Worker protection
laws are out of balance with international normakimg it difficult to fire unproductive
workers. TheDoing Business report estimates the average cost to fire a wakan
weeks of salary. One panel beater cited this agjarmonstraint to efficient operations.

! This acronym is used in South Africa rather than the M$&if that is more common in the U.S.
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SECTOR PARTICIPANTS

The panel beaters, and to a lesser extent MASifteeted by the interests and limitations
of a number of other sector participants. Auto rasae companies are the buyer, and
their collective negotiating power enables thersdbpricing terms that are not always
favorable to panel beaters, as described belowthdr detail. There are also individual
consumers who pay panel shops in cash for sermmtesovered by insurance, but they
are not relevant to the contemplated DCA guarameause MAS does not factor cash
invoices. The panel beater meets its working chpéads by taking a deposit from the
customer, which insurance companies have thussfeimedd to provide for work
performed and paid under an insurance policy. Shbpl sizes indicated they performed
work on a cash basis, though the ratio of cash wwtktal work tended to be higher at
smaller shops. MAS also factors a limited numbenwbices for approved corporate
clients, mostly vehicle rental companies. Some Emnahops had managed to secure
significant cash work from a single repeat corpp@tgovernment client, such as the
local taxi authority. These types of clients araagally self-insured and thus do not
purchase commercial insurance policies.

A key means by which insurance companies influeheendustry is through a “panel”
system, which is the industry term for a list afommended shops maintained by each
insurance company. At least one company, the astocance arm of ABSA, has adopted
a closed system and allows only shops on its garmnduct repairs. This is the subject
of ongoing battles with SAMBRA and other industrpgps. However, most insurance
companies will allow consumers to specify a shapamotheir list. The difficulty for

panel beaters is that the typical consumer doesrash cars often enough to develop a
relationship with a particular panel shop, andkisly to simply allow their car to be
repaired at the nearest shop recommended by tiseirance broker. Thus, the insurance
panels have a significant effect on the averagelpmop’s access to insurance work.
Many shops interviewed, even some of the more ss@akeones, reported difficulty in
being admitted to particular insurance company Isaplanations for rejection ranged
from having higher labor rates than other shopsy#&rsaturation for a particular
geographic area, to the rather common response explanation at all.

Insurance companies and panel beaters alike must;ri, negotiate the complexities of
the South African towing industry. In Johanneshuargarticular, tow trucks compete
heavily for the right to tow a crashed vehiclepmganized groups that sometimes employ
guestionable business practices. The trucks thiag tire car to whatever panel beater
they have a relationship with (the driver of thastred vehicle being generally ignorant of
particular panel beaters and eager to get outeofriialdle of the road). The shop might
pay a commission to the tow truck driver in exchafa bringing them the car. The panel
beaters will also pay a release fee that seenmatgerfrom 500 to 1000 Rand, though this
is billable to the insurance company if the caesaired at that shop. The panel beater
may or may not have the requisite insurance companyanufacturer approvals, and will
typically charge the insurance company a dailyagferfee if the car will not be repaired
at that shop. If a vehicle is not removed quickbni a shop that intends to charge a
storage fee, the combination of towing and stofage can turn a repairable vehicle into a
write-off (or “totaled vehicle,” in U.S. parlance).
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Parts suppliers, many of whom double as vehicléedgaps, sell the panel beaters inputs,
and decide which parts have sufficient demand épke stock and which parts are too
niche or single-use to justify importing them. Than have a significant impact on repair
timelines, and thus on the payment date from therance company for panel beaters or
MAS, as described below under “working capital iegments.”

Manufacturers have an outsized influence on thetSafrican motor body repair

industry, with a monopolistic ability to set prigifior spare parts and a set of inordinately
complicated procedures for approving particulargbdeaters to perform work for cars
under warranty. This approval process is not pradtin the U.S., or other markets with
which the author or interviewees are familiar. Caonmequirements for panel shops
include non-refundable application fees, monthgsfef R2000-4000, regular trainings
for panel beater staff conducted by the manufacatréhe panel shop’s expense, book-
length procedures specifying details as minutefiacedayout (e.g., not having

accounting staff in the reception area), and prmant of specific brands of equipment
costing as much as R1-2 million Rand each. Sontleeoéquipment sits unused because it
IS unnecessary for operations, but required fonthaufacturer approval. One panel
beater mentioned that he had three chassis steaiglgt machines despite one machine
being adequate for use on all vehicles, becaugereiiit manufacturers required different
machines. He intimated that improper relationsbigisveen vehicle manufacturers and
equipment vendors may be partly to blame.

Insurance companies worry about having a customertsanty voided, and thus are
likely to recommend repair of a vehicle under watyaat a shop that has the appropriate
manufacturer approval. However, merely having maciuirer approvals does not
guarantee increased workflow for the panel be&mme shops indicated they rarely or
never received vehicles under warranty, despitéitjie and ongoing costs of maintaining
manufacturer approvals. By contrast, a few shopsrted success in obtaining vehicles
under warranty for repair despite not having therapriate manufacturer endorsement,
because they had a relationship with either theoowsr or the auto dealer. Dealers can
choose to honor warranties at shops that they kamawrust, and some dealers will
reinstate a warranty following an exhaustive insipecof the repaired car that costs the
panel shop R2000. One shop estimated that 40 gesteehicles under warranty are
repaired at non-approved shops.

Last, SAMBRA and the South African Auto Repaired &alvage Association
(SAARSA) are competing associations that functismdvocacy groups for their panel
beater membership and as bodies that set and erdftaiedards. SAMBRA is an
association of 1050 shops that operates a syst@mading and certification. SAMBRA
assesses panel beaters’ equipment and capalalitteslassifies them as Non-Structural
Repairers (NSR), Advanced Structural Repairers (ABRMajor Structural Repairers
(MSR), with MSR being the highest category. Thitedmines what type of work a panel
beater can do for an insurance company. For examplehicle with a few dents can be
repaired by any shop, including an NSR panel bebi@wvever, a vehicle in need of
chassis straightening would be sent to an MSR &bromore complicated (and lucrative)
work. SAMBRA's grading system has been the sulijpécontroversy, particularly from
smaller shops who feel that they can perform stirattrepairs without expensive
equipment. Some of the smaller shops intervieweah @ent so far as to intimate that
SAMBRA was in league with the insurance companigsrévent smaller shops from
gaining access to insurance work, though SAMBRAlfitsited access to work for its
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membership as a major constraint and concern dustioance company and auto
manufacturer practices. SAARSA was founded to resmaller shops that are unable
to obtain a SAMBRA rating. Many SAARSA shops happebe the ones owned by non-
whites, though SAARSA was not specifically estdi#id to serve previously
disadvantaged persons. Most shops are member& arganization or the other, and 44
panel beaters are members of both SAMBRA and SAARSA

% This data was provided by Gary Benton, a consultant wbarigntly engaged in an industry survey and
the provision of technical assistance to panel beatersvétisis described in further detail below.
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SECTOR OVERVIEW

Scope and structure of market. There are an estimated 3000-4000 panel beatesuith S
Africa, of which about 1200 have revenues largeughdo capture a portion of the more
lucrative insurance market. These 1200 shops aevbelmingly white owned, though
some of the shops visited during the assessmeetefehis size and were owned by
members of previously disadvantaged groups. Thaireng 1800-2800 shops are very
small, typically with revenues of less than 6 noitliRand per year, that perform most or
all of their work on a cash basighese would include many of the shops in township a
rural areas, who serve demographic groups thataireften covered by auto insurance in
South Africa. This geographic factor, along witbKaf access to financing and limited
capacity for vehicle throughput, is a key reasony st many non-white shops have been
unable to grow and attract a greater share ofrierance markétMAS stated that they
work with 800 shops, of which 300 are active clestuggesting a 25 percent share of the
current market.

Typical ownership profile. The vast majority of shops in the sector, evendaanes, are
family owned enterprises with one to three owntaséxample, a father and two sons).
Most are incorporated as Close Corporations (CE&w larger shops are Private
Companies (PTY), which confers additional beneditsh as allowing more than 10
owners and allowing owners who can function asddi@ders without a direct
managerial interest in the concern. However, a Blagsification requires the submission
of annual audited financial statements, wherea€ agquires only the designation of a
qualified accounting officer and the submissiomaimplified income statement to the
Receiver of Revenue. The new Companies Act withglate the CC classification, and
raise financial reporting standards for former @Cthe level currently required of PTYS,
which may pose a challenge for smaller shops givein low level of managerial
capacity; this is discussed below in the “corpogateernance” section. At present, both
CC and PTY structures provide for limited liabildy owners and partners provided they
have not acted recklessly. Both have the samestateture for taxation. MAS indicated
that a few small shops in the industry are sol@getorships, which do not enjoy the
liability limitations or tax advantages of CCs a&dYs. No sole proprietorships were
encountered during interviews with panel beaterASNhdicated that its risk assessment
of potential clients takes account only of abitiyperform the work, not of a shop’s
management structure or managerial capacity. Thislm because MAS’ primary
exposure to financial and management related issk&th the insurance company, not
the panel beater.

A few shops operate as part of larger franchiseords. Most of these are not in MAS’
client base, because they are able to obtain darditorking capital at favorable terms
through their franchisor. However, MAS does havieast one franchise client, who has
grown large enough that he is considering dropgiegranchise relationship, so as not to
continue paying royalties. The growth of franchisas some shops worried that they will
not be able to compete with cut-rate franchiseiqgidt also presents a possible threat to
MAS'’ client base, because they create an altematnucture for working capital

3 .
Ibid.
4 Andrews, Matthew. “Is Black Economic Empowerment a SouttcAfriGrowth Catalyst?
(Or Could It Be...).” Cambridge, MA: John F. Kennedy SchodBoivernment - Harvard University,
June 2008http://papers.ssrn.com/sol3/papers.cfm?abstract id=1266797
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financing. Other panel shops interviewed were oocerned about competing with
franchises. They felt the qualifications of frareshemployees, and the resulting quality of
work, tended to be of a lower caliber than nondrase shops and that the market would
ultimately look beyond price and choose non-fraselshops based on a better overall
value proposition.

Maturity of the market. There is wide variation in the number of yearsvidlial shops

have been in business. Unpublished data providédrbgary Benton of Benton
Management and Transportation Services (BMTS) swtant who provides BDS type
technical assistance for panel beaters, showp#mal shops at all size levels have been
in business for as little as 1-3 years, or as E$¢5-50 years. This is consistent with the
information gathered during the assessment; howewarers of some larger shops that
had a short history incongruous with their sizelaxed they had previously owned
smaller shops and then started a new businesdiffeeent location and under a different
name rather than expanding the existing busindss, e number of years in business
does not necessarily reflect the experience obttreer in panel shop management. While
the common family ownership model of a father and or two sons often leads to the
sons taking over their father’s shop, several shgpted that had only been in operation
for a few years had been started by owners who ggein their father's shop and decided
to set out on their own (or were pushed out) ratthan taking over the family business.
The vast majority of panel shop owners are thenasdiermer panel beaters who
accumulated enough capital to start their own shop.

Elasticity of demand in the industry/market. The panel beater industry enjoys relatively
inelastic consumer demand. Repairs of minor scesteimd dents can be delayed, but cars
that have been rendered inoperable by a crasther event must be either fixed or
replaced. Depending on family circumstances, camnseces of lost automobile function
can range from social isolation to unemploymenttipaarly given the sparse availability
of public transport in major South African citi@us, foregoing repair or replacement
after a major crash is rarely a viable option.

However, there is considerable elasticity of demaetiveen individual firms competing
in the marketplace. Insurance companies can cifomseamong hundreds of panel
beaters vying for their business, as can consuaretsow truck companies. This reality
has a significant effect on pricing, as explainetbty.

Pricing determinants. Panel beaters negotiate contracts with insuraneganies that
specify the labor rates they may charge and th&upaallowed on parts. Oligopsony
dynamics are evident in these negotiations. Witdhsularge number of panel beater
sellers relative to the number of insurance comgmyers for their services, the
insurance companies have a significant advantagelRhops know that if they do not
agree to the insurance company’s prices, a congpptinel shop is likely to do so.

The negotiations revolve mainly around labor ratdsch range from R120 to R260 per
hour depending partly on the negotiating skillsh&f shop owner and partly on the shop’s
SAMBRA grade. NSR shops are expected to chargs natidne lower end of this range
and MSR shops in the higher end. Manufacturer apasccan also affect labor rates. One
rural shop owner indicated that the manufacturer@ls had not resulted in any
increased business for him, but he wanted to Haree tmanufacturers’ approvals for his
shop, because he would then be able to charge dlbloe top end of his insurance
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clients’ rate scale. Opinion was mixed among in@wrees as to whether the rates they
had been given were sufficient to cover salaryrtowad, and profit. Some shops were
satisfied with their rates. Others indicated thattates were insufficient to cover salaries
for spray painters and other workers with nichdiskand that they would need to charge
as much as 50-100 percent more to recover alledf tosts. No discernible correlation
was observed between the size of the shop ancetireel of satisfaction with the labor
rates. Several shop owners also expressed frostratithe rates that auto body shops
attached to dealerships are allowed to charge €Ttegmrtedly range from R400-500 per
hour, presumably due to the greater bargaining ptives dealers and manufacturers
have.

Shortfalls on recovery through labor rates are mgen parts, where a 25 percent
markup is standard in the industry. A recent trehgarts price increases has made this
markup more lucrative, and has also increasedvibage parts-to-labor ratio on repair
jobs to 60-70 percent of the invoice. The average @loser to 50-50 several years ago.
The price increases are due to a lack of robuspetition in the South African motor
industry, which does little to dissuade Originabisment Manufacturers (OEMs) from
charging high rates and increasing them annuallsidpyificantly more than the rate of
inflation.

The increases in parts prices have caused somaimtgucompanies to rethink either the
standard 25 percent margin or their procuremeaticgiship. A few companies have
attempted to set up direct procurement relatiorsswith parts suppliers rather than
relying on panel beaters to source parts. The amagr industry views this as a mutually
beneficial arrangement, because they can negdiigiepricing that smaller panel shops
cannot, saving the insurance company money, sakeganel beater hassle, and still
allowing the panel beater to recover their markdpwever, insurance companies
sometimes order the wrong parts when they becowadvied in procurement, which can
delay the panel beaters’ completion of the jokthier pushing out the date on which the
panel shop will be paid by the insurance companyt$ovork. Additionally, some panel
beaters reported that insurance companies witlstgorecurement relationships have
begun pressuring panel shops to accept a lowerimangparts. Given that the parts
margin helps to offset losses incurred under lahtas, this is a concern for the panel
beaters. It is also a potential threat to MAS. ivieavees appear to rely on MAS financing
as much for salaries and overhead needs as thiey darts, so it is unlikely MAS would
lose clients on a large scale if direct procurengrthe insurance companies becomes the
norm. However, MAS would lose the parts portionmices from its revenue base, and
would need to increase its market share by apprateiyn 60-70 percent to maintain the
same annual turnover.

Fortunately for MAS, the panel beater industry slagwn an ability to mobilize in
opposition to direct procurement. SAMBRA and thdidlaal Guild of Independent Auto-
Body Repairers, a Gauteng-based organization, leyeott of Mutual & Federal (M&F)
insurance in 2007, following attempts by M&F to ptldirect procurement and impose
what the panel beaters felt were inappropriatelylkbor rates. The boycott succeeded in
reversing the labor rate policies. The fate oftibkk procurement policies remains
uncertain.

Another risk for both panel beaters and MAS relateparts pricing is the risk of
increased write-offs. As parts prices increaseagtlage more instances when the cost to
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repair a vehicle exceeds the value of the vehile/hich case the insurance company
simply provides the policyholder with a check foe tvalue. This means the OEM, the
parts supplier, the panel beater, and MAS all theeevenue for that repair. The threat of
write-offs is one of the only checks on the OEMstimg. SAMBRA has recognized and
responded to this market dynamic with an initiattedled Save a Car, in which they
attempt to negotiate basket pricing with OEMs aedlers/parts suppliers on behalf of
SAMBRA members, to increase the number of instamden a repair is more
economical than a write-off. Likewise, individuddaps have been able to avoid write-
offs in some instances by persuading dealers apdfts suppliers to discount one or two
parts in an order that would otherwise lead to itevoff rather than a repair job.

Corporate governance and management capacity. Since most panel shop owners are auto
body repairers first and businessmen second, gucktly lack formal business
education, corporate governance and financial anwaa be a weakness in this sector.
The majority of shops visited used outside bookkegpncluding one larger shop with
60 employees, though the consultant also spokeshitips that had as little as 18
employees and used an in-house financial managere $ised an in-house bookkeeper,
but hired an outside party to sign off on the ficiahstatements because their in-house
person did not meet the qualified accountant stalsdset forth by South African law for
CCs. A few shops seemed to have outsourced mangubktthe accounting, as the owner
indicated he would have to consult his externabantant for the answers to such basic
guestions as the shop’s annual turnover and theofatcent growth/shrinkage in its
business.

While financial reporting concerns are alleviatgdte relatively strong South African
legal structure and the use of qualified persoforehccounting, there remain concerns
about fraud and invoicing that were openly discddsea number of shops, parts
suppliers, and insurance industry representatiese panel beaters have been caught
installing secondhand parts and charging the c{ieatirance company) for new ones,
and have even purchased new parts to generate@oerfor them, then returned the
parts to the parts supplier. It is unclear how sptead such practices are. No panel
beater interviewed admitted to having engaged ah $iehavior, though a number of
them indicated that some shops feel they face Eeli@tween closing their doors and
trying to find ever more creative ways to cheatdpstem because they are unable to
negotiate labor rates with the insurance industay &llow them to recover their costs.
The insurance companies, in turn, have respondiédragular unannounced audits of
both large and small shops. Discrepancies uncowmedead to demands for repayment
and even to removal of the shop from the insuraooepany’s panel. Parts suppliers have
also tightened their policies on returns, whicleoftesult in a loss for them because cars
have become too complex for most parts to be usedare than one model and year.
One parts supplier indicated that 50-60 percetti@parts he purchases are “one-off”
parts which cannot be easily resold.

In addition to gaps in financial literacy, marketiis a key capacity building need for
panel shops. All shops visited were asked how thagket their services and position
themselves relative to other panel beaters. Nedirheplied that they rely either primarily
or solely on the provision of quality service ahd tesulting word-of-mouth marketing.

In some cases, this was supplemented with low-kaketing techniques such as paying
for phone book advertisements or giving away préomat items with the shop’s name on
it. However, only a few shops had made proactiferefto reach out to insurance
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brokers and companies, auto dealers, tow trucledyiar the general public and build
relationships that could increase their client kats faster rate. One owner of a large and
growing shop, who regularly sends his son and coeswn sales calls to insurance
companies, cited the lack of marketing capacitthakey reason why competing shops
had not been as successful as his. His shop aedasether larger, more successful shops
also frequently opined during interviews that mériggand personal connections were
the key to accessing and remaining on insurancelpand factory approval lists. As they
put it, “It's not what you know, it's who you knotv.

Prospects for growth. The industry has contracted in the current econ@timnate. Most
shops interviewed reported a revenue drop of 30gmeover the past year, particularly
small shops. SAMBRA provided the same estimatéiierindustry at large. The reasons
most commonly cited were: 1) There are less cath®moad as people seek more
economical transport alternatives; 2) More carsbaiag driven with minor non-structural
dents and dings, because owners have either drapeednsurance coverage or lack the
cash to pay the excess (or “deductible,” as in@vkin the U.S.) on their insurance
policy. Mettle Group experimented, through a defarentity than MAS, with microloan
products that could help people pay their excedsgpaop up demand for insurance work
at panel shops. Unfortunately, they found few drealithy clients in the current
economic climate. It is possible that a traditiométrofinance institution with a greater
ability to tolerate and absorb borrower risk wobidze more success in this area.

If the economy begins to turn around, the sectorlagically be expected to see 30
percent growth; however this growth will simplylesit a return to normalcy. MAS
indicated that they have been unaffected by th&r@ction, with a client pool that is
growing by four new clients per month. MAS managetixlieves this is because panel
beaters who did not previously need their serviag& now lost access to alternative
forms of working capital, such as bank line of dréatilities. Indeed, MAS seems to
have more demand for factoring than can be seryéts lourrent sources of capital. One
shop that uses MAS’ parts financing products ineidahat MAS sometimes asks them to
wait a few days for payment, because MAS has rambavailable capital for parts
financing. Since MAS’ current loan facility has emants that permit only 10 percent of
the total amount factored at any one time can bd tm parts financing (i.e., making an
unsecured payment against an insurance compangrenatton to perform a repair only,
rather than a secured payment against an invaiés)yot surprising that MAS would be
unable to meet the current demand for this product.

In the longer term, growth prospects should be tstded from two perspectives: total
sector and insurance work. Regarding the firstegjaead and racially equitable
economic development would increase the numbewoko-drivers, as persons who
currently travel by shared taxi—largely from praysty disadvantaged groups—would
begin purchasing vehicles and using them for trarisMore cars on the road
unfortunately means more accidents, thus presegtmgth prospects for panel shops.

However, the potential market for MAS’ services ggow even if vehicle ownership
does not increase. Currently, only 30 percent ®3buth African driving population has
vehicle insurance. Both MAS and insurance industpresentatives agree on this
estimate. The vast majority of this insured popafats white—as much as 90 percent,
according to MAS’ estimates. Since MAS’ factoringgucts are only relevant for
insurance work, and not cash work, an increasesarance coverage would mean an
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increase in MAS’ market base. This would be uniitel occur in the current economic
climate. South Africans are, if anything, more tptirop insurance coverage at present,
as they seek to prioritize known and necessaryrefipges over coverage for possible
expenditures. However, as the economy improvesntwance industry could enhance
marketing to non-white drivers and better explam value proposition that auto
insurance represents. They could also revisitipgieind the notion of tiered coverage
thresholds to introduce lower-margin, higher-volupneducts targeting lower-income
drivers, as a number of U.S. auto insurance coregdrave done. This would not only
benefit previously disadvantaged communities bydasing access to insurance and
financial risk mitigation, it would also be good fihe insurance industry and MAS. Panel
beaters would benefit as well. Although some catovered by insurance are sent to
panel beaters for cash work, people who cannotdiffsurance coverage are unlikely to
be able to afford uninsured major repairs, andr&kmown but presumably significant
number of vehicles are lost to scrap yards thaldcoe part of the panel beaters’ target
market.

Number and composition of employees. Despite the parts/labor ratio discussed above,
panel beating is a labor intensive industry. Sheils between R6 and 9 million of
annual revenue employ an average of 32.8 emplogedshose with more than R9
million of revenue employ more than 50 people oerage’ Even shops with as little as
R2.5 million annual revenue reported during thesssent that they employ 10 people,
and one shop with R74 million of revenue had 10plegees. Unfortunately, reliable
data could not be obtained on the ethnic compwosidfdhese employees, but direct
observations during the shop visits confirm thekear majority are from previously
disadvantaged groups. Estimates from Mettle andratiterviewees suggest that 65-80
percent of panel beater employees are black orwite previously disadvantaged. This
is corroborated by SAMBRA'’s membership roster, vahg 90 percent compliant with
South Africa’s Black Economic Empowerment (BEE)gmaim, with 84 percent of
members rated BEE Level 4 or above. Thus, althoMgS’ client base of insurance-
serving panel beaters consists primarily of whitgxed shops working for predominantly
white insured drivers, assistance to the paneirgpatdustry can still support USAID’s
and FSP’s broad goals for reducing unemploymentpawerty among previously
disadvantaged groups, given the employment oppitigarthat MAS’ financing helps to
sustain for such persons.

Seasonality. While a few panel beaters—primarily larger shopsdigated they
experience an even workflow throughout the yeasstrdescribed a busy season during
the rainy months and the December-January holidapg, and a slow season during dry,
non-holiday months. This is because crashes are likety to occur during rainy

weather or during holidays where alcohol tendsst@dnsumed. Also, the closing of
many panel beater shops for the holidays leaddama January backlog. However, the
rainy seasons are reversed in western and eastath Africa, providing MAS with a
stable revenue stream throughout the year, and Mé8ated they have not had

difficulty in the past servicing debt at fixed pagmnt terms.

Technical skills required. Auto body repair requires skilled laborers witlesiplized
training in such areas as dent removal, structegairs, glass replacement, and spray
painting. These skills take years to fully masiERSETA arranges apprenticeships at

® Unpublished data provided by Mr. Benton, based on a 2003-2004/sir8euth African panel beaters.
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panel shops on four-year contracts, and providdsiteal training curricula and
assessments from one to four levels. Businessbdesgs than 150 permanent employees,
which includes most or all panel shops, can applygfants of up to R90,000 per learner.
MERSETA stated that most panel beaters have ndedwhemselves of these grants,
and they are working with SAMBRA to help panel shéprough the paperwork process.
Unfortunately, panel shops interviewed did not havegh opinion of MERSETA, with
frustrations ranging from outdated training curtécto a feeling that they had been
pressured to take on apprentices. Another concgnressed by the panel shops was the
lack of technical trainings available other thapramticeships. Many shops have
experienced difficulty finding qualified workersh@&y attribute the shortage primarily to a
lack of interest among younger South Africans ingddeating as a career, though the
loss of existing workers to HIV/AIDS was also citasl a factor.

Working capital requirements. Panel beaters’ working capital expenditures caditieed

into fixed costs (e.g., employee salaries and @amthand those that vary by job. The
latter can include occasional labor. For examma)esshops outsource glass replacement,
or seasonally employ specialists in the rapid remho¥multiple minor dents caused by
hail. But parts are by far the largest working talpieed. Parts suppliers typically expect
payment within 30-60 days, and panel beaters drpaid by an insurance company until
60 days after a job is complete. More complex stmad jobs can take 30 days even when
all parts arrive quickly, which leaves a 30-60 dap between the date the payment for
60-70 percent of the job is due to the parts seppind the date the panel beater is paid by
the insurance company. Long delays in the shipmiesdme parts from overseas
suppliers can further push out job completion traefe, and thus the eventual date of
payment by the insurance company. In the meantimepanel beater must also pay
salaries, rent or building loan payments, and atyjgcal business operating costs. It can
take as long as six months to source some partsdfwoad, though 2-4 weeks is more
common. When the timeframe extends into monthsgsosurance companies will allow
the panel shop to install secondhand parts, prdwiciet this is disclosed to the consumer
and that appropriate rates are charged to theansarcompany for such parts.

This mismatch between payables and receivableartound is the reason MAS and its
competitors exist, and the reason that many irea@es (all of whom were MAS clients)
voluntarily expressed their belief that they wontut be able to remain in business
without factoring. A few shops also had overdraflime of credit facilities, but most who
had explored these avenues said they used MAS §2b4A4S’ terms were more
favorable, because MAS was more responsive thamh @answering calls and making
funds available anytime, not only during bankingifs), or because they could not obtain
a facility from a bank that was large enough to intleeir financing needs. Two of the
rural shops interviewed had declined to pursuevandraft facility because of negative
overall perceptions they had about the bankingstrgtu

Operating capital requirements and expenditure patterns. Startup costs for a panel shop
that wants to perform insurance work are estimatdég2-3 million. Microenterprise

shops performing non-structural cash-based repairsf a small garage or even a
backyard can, of course, start up for much ledsingdrviewees willing to share
information on their startup financing sources aadeéd they had started their businesses
with personal or family savings. After startup, gauoent purchases and upgrades are the
largest financing need. This can range from onaedpeade-or-two replacement of
machines at small shops uninterested in expansioggular purchases or upgrades of
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multimillion Rand equipment at growth-oriented larghops trying to maintain
manufacturer approvals and a competitive edge.ofedpreviously, those shops that
owned their premises rather than renting them werenly shops that reported success
in obtaining term loans for equipment purchaseke©$hops sourced equipment on a 24
month installment plan provided by the manufacsjrand made installment payments
using their available cash.

Typical types of collateral used. Real property was the only type of collateral that
interviewees had convinced a lending institutioat¢oept. There may be an opportunity
for leasing products to support equipment investsar panel shops that rent their
premises, though the resale value of repossessgaheent from a lessee would have to
be examined in greater detail to determine theilifbf such productS.For working
capital expenditures, MAS and its competitors sezive the primary lenders. The
factored invoices and the promise of recoursed@tmel shop function as a collateral
substitute for these loan-like transactions.

Strengths, weaknesses, opportunities and threats (SWOT). The exhibit below presents a
SWOT analysis for the panel beater sector that sanaes the issues discussed above.
The analysis is conducted from the perspective@DiCA transaction. Thus, what might
be described as an opportunity from the panel b&gierspective would instead be
classified as a threat if it could help panel besfimance their working capital
requirements without the aid of MAS’ services. hikge, the sectoral imperfections that
create a demand for MAS’ services are classifiestr@ngth.

SWOT Analysis — Panel Beater Sector, from MAS Perspective

Strengths Opportunities

e Inelastic industry demand. * Increasing insurance coverage among driving

*  Mismatch between A/P due dates and A/R population would expand MAS’ potential market.
receipt dates for panel shops creates strong *  Movable collateral registries would enhance
demand for factoring. panel shops’ access to equipment financing,

*  Factoring with recourse insulates MAS from enabling them to obtain factory approvals and
most industry risks. increase throughput.

« Increased number of vehicle owner/operators as
the economy expands

¢ Increased funding will allow MAS to expand its
financing of panel beaters.

Weaknesses Threats

e Panel shops captive to multiple competing e Protracted economic downturn, maintaining
interests with greater bargaining power present reduced levels of demand.
(manufacturers/dealers, insurance industry, tow | «  Continued inflation of parts pricing leading to an
truck drivers, SAMBRA, SAARSA). increase in insurance company write-offs.

» Lack of business acumen and marketing skills » Direct parts procurement by insurance
among panel shop owners. companies.

«  Shortage of qualified workers and poor e Widespread adoption of deposit payments by
resources for vocational training. insurance companies.

*  Unfavorable financing terms for major and
necessary equipment upgrades.

* Insurance company panels and manufacturer
requirements make access to more lucrative

Continued loss of qualified workers to HIV/AIDS.
Growth of franchise networks.

Insurance company prohibitions on factoring
Insurance companies (or their subsidiaries or

revenue streams increasingly complex and related companies) offering a competing
challenging. factoring product.

*  Oversupply of panel beaters relative to «  More stringent reporting requirements under
insurance industry demand. new Companies Act may be difficult for some

shops to comply with.

® Leasing is a product the Mettle could consider, bubitilel have to create a new SPV for that purpose, as
MAS’ articles of incorporation restrict it to its eigg lines of business.
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Most of these factors, and applicable limitationsnitigants, have been discussed
already. Those that are not addressed above alaregbhere in further detail.

Factoring with recourse insulates MAS from mosusidy risks MAS factors with
recourse, meaning that if they are unable to olgayment from the insurance company
for an invoice despite their best efforts, the pahep must agree to repurchase the
unpaid invoice. This means MAS is not vulnerabléosses from parts fraud or other
irregularities unearthed by insurance auditors;payments due to concerns about
manufacturer approvals, and the like. There is soshkethat a panel shop that owes MAS
funds for a repurchase will not have the cash omlha pay, but if the relationship is
ongoing, MAS can offset repayments owed againstréuinvoices. Moreover, the nature
of MAS’ business makes it unlikely that the compamuld be unable to service the debt
on a DCA-backed loan even if faced with a major pralonged industry downturn, as
this would simply mean that less of MAS’ capitalua be used to factor invoices. In
such cases, MAS would still be able to use thetahpiretains for factoring to make loan
repayments. However, the guarantee is intendedchteeroapital available for factoring,
not simply for loan repayment. It is therefore m@acoended that the EGAT/DC risk
assessment and financial viability analysis nou$omerely on loan default risk, but also
address the likelihood that loan repayments camdige from MAS’ operating profit
rather than from funds intended to be lent to paeakers.

Widespread adoption of deposit payments by inseraompaniedf the insurance
industry began offering deposits to panel shopsoiild reduce the amount of financing
panel beaters need to obtain through factoring W& and its competitors. However,
this is an unlikely scenario. Interest on cashtfiea key source of revenue for insurance
companies, and deposits would reduce their praditgins and likely force them to raise
premiums. Insurance companies are in a self-destfitutthroat” market for customers,
and the price of premiums is a major factor inaating and retaining clients. Unless all
insurance companies were simultaneously forcedaptaa deposit regime by an external
actor, it is likely that those companies choosmgffer deposits could be undercut in
premium price by those that did not.

Insurance company prohibitions on factoriSgme of MAS’ clients have encountered
provisions in their contracts with insurance comesithat prohibit payments to third
parties, in an effort to prevent MAS or its comfm@s from providing the panel shop with
financing. The insurance companies employing suokigions have threatened to
remove panel beaters from their panel of recommeésteps if they engage in factoring.
The insurance companies do this with the expectatimegotiating a 5 percent “prompt
payment” discount with the panel shop if the ineois paid within 30 days of job
completion instead of the usual 60 days. Intervesniadicated such discounts are
unattractive to them for two reasons: 1) The inscgacompany often misses this deadline
by two weeks or more, but still insists on the distt; 2) MAS pays immediately and
only asks for the same 5 percent discUMAS believes that such insurance company
prohibitions are anticompetitive behavior. Howe\WMAS’ management has thus far

"MAS'’ margin is 6.5 percent if the panel beater is asiogstheir parts financing product. The extra 1.5
percentage points cover the risk of what is effectivelyecured lending, since no invoice has been issued
by the panel beater at the time the work is authorizetidynsurance company. Because of this increased
risk, and the loan covenants mentioned earlier, MAS only gesvyparts financing to clients who have been
with them for some time and have a proven track recosdtsfactory repairs.
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elected to counter insurance company pressureghroonfidential discounting—where
the factoring relationship is not disclosed toitieirance company—rather than filing a
complaint with the Competition Commission.

One insurance company, Santam, previously presqpaneel beaters not to use MAS
because it is the parent company of Anglo-AfriddAS’ largest competitor in the auto
receivables factoring market. MAS was able to cooeiSantam that this was an anti-
competitive business practice. Anglo-African nowpegars content to compete with MAS
on price. One panel shop that was an MAS cliert Baiuses MAS for most work
because he prefers their customer service, butbases Anglo-African when performing
work for Santam because they only charge a 4 pefeennstead of MAS’ 5 percent fee.
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TECHNICAL ASSISTANCE NEEDS AND CURRENT PROGRAMS

As shown in the above SWOT analysis, small to madiized panel beaters would
benefit from technical assistance in financiakréitsy and general management principles,
which may assist them in accessing credit for ageipt upgrades and eventual business
expansion. Gary Benton, of Benton Management aadsportation Services (BMTS), is
currently providing technical assistance in bussreesumen and enterprise development
to four pilot panel beater groups. BMTS is largeigded by the South African Insurance
Association, though they are actively pursuing fagdrom the Retail Motor Industry
Organization (SAMBRA'’s parent group) and other jgarto enable them to appear to
beneficiaries in a more neutral light. The pilobjects have an access to credit component
that is relevant to the FSP project, as BMTS ptart®elp beneficiary panel shops
approach lenders for financing, and to persuadgetlenders to make loans based partly
on projected cash flow rather than solely on thewam of fixed and cash assets the firm
can produce as collateral. One such effort wittsB8RSA members in the Western
Cape stalled when the economic downturn reacheth@dtica, but BMTS has included
this group as one of its four pilot projects anaingl to revisit the financing issue with both
banks and the Khula Enterprise Fund in the neardut

The only other significant technical assistancgative uncovered during this study is the
Adopt-a-Panel-Shop program sponsored by Alexanddyds Limited (AFL), a South
Africa-based international insurance company. Pphigyram, funded at R5 million per
year, seeks to upgrade and improve the servicéslefdlack-owned panel shops through
trainings and financial assistance for equipmegtages or shop renovation. AFL also
uses its position as an insurer to help these shiojagn a healthy turnover from its client
portfolio. Four pilot shops have been assistecate,dvith the most recent result being the
upgrading of Zombodze Panelbeaters in SoWdtee program appears to be well
regarded, but has had difficulty scaling up beytivedfour shops supported thus far. It
appears that the program will be phased out, as @fftently is looking to sell its panel
beater loan book to MAS.

8 “Alexander Forbes Annual review and financial statementthioyear ended 31 March 2009:
Sustainability Report”,

http://www.financialresults.co.za/alexander_forbes ar2@6&jas review2009/sustainability 03.htand
“Third upgrade of Soweto panelbeater shows South Africa the" lialy, 9, 2009,
http://www.alexanderforbes.com/News/OtherNews/2009/07/Uggtade SowetoPanelbeater.htm
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CONCLUSIONS

Although panel beaters in South Africa face siguaifit challenges from the complex
interaction of diverse stakeholders, MAS is largabulated from the risks inherent in the
sector. They have sufficient market share to cepauarge portion of insurance-funded
repairs regardless of which panel shop obtainsvtir&, and they have the infrastructure
to expand their market share further given thetahtm do so. Factoring with recourse
provides further insulation from market risks, @&awen in the event of a truly seismic
change in the industry, MAS would be able to usexisting capital base to repay debt.
The risk of default under a DCA-covered loan wathierefore be minimal.

From a development perspective, the proposed giggravould help MAS provide a
greater number of panel beaters with working cépitancing in general, and with parts
financing in particular. This can improve the pabefters’ profit margins by reducing the
amount they have to borrow from sources with laseifable terms, and improve overall
revenue by providing them with the financing neettegay up-front costs for more
complex and lucrative repairs. Increased availgtili factoring can also improve panel
beaters’ prospects of continuing as going concékltsking capital financing is the life
blood of a panel beater. A typical panel shop moll remain in business long if they must
wait 60 days or more from job completion for fuidgurchase parts and pay employees
and rent or mortgage expenses. Thus, maintaimdgrereasing funding available to
MAS through the proposed guarantee is key to ttadityi of this crucial service industry,
as MAS is the largest financier of South Africamekbeaters.

While banks provide some panel beaters with ovéirdrdine of credit facilities, the
terms are not always favorable and can be alterearding to the whims of bank
management. Factoring companies and panel beaeesahmutual dependency that is
lacking in bank-panel beater relationships, and M¥aS a vested interest in ensuring that
panel beaters’ needs are served by its financtalymts. Serving these needs and
increasing panel beaters’ revenues can, with apjtefinancial management,
potentially position the panel shops for growthMIAS is unable to obtain financing
without a guarantee, which appears to be the dgsesent, the requirement that USAID
be the guarantor of last resort woujoko facto, be satisfied. With the majority of panel
beater employees coming from previously disadvadagoups, and with most or all
panel beaters classified as SMMEs, DCA supporMAS would ultimately help to
maintain and increase employment and economic gropportunities for USAID’s
target groups.

The impact of the guarantee would be improved watimplementary technical assistance
to panel shops that improves their financial litgranarketing savvy, and general
business acumen, helping them to take full advantéghe financing provided by MAS
and to use it to position themselves for growtlof&hcould be selected based partly on
BEE scores and ownership if USAID wishes specifici target as many previously
disadvantaged persons as possible, though even-fmweng shops may be able to score
higher if they begin growing and hiring more emm@eyg. A more difficult, but potentially
more significant, avenue for technical assistancelevbe to help insurance companies
market automobile insurance products to the 70gumraf South Africans who are
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uninsured For example, shops performing cash work coulddselas venues to
distribute literature about how much less the nrejodi would have cost if the owner had
been insured. Expanding insurance companies’ mahat would be good for MAS and
good for the panel beaters, who are currently iovarsaturated market for insurance
work and must often rely on less lucrative cashkworfill their portfolio. Needless to
say, the expansion of coverage would also bermfitargely non-white drivers who will
no longer have to choose between paying large mattdys for repairs and losing access
to what may be an economically essential vehictavéler, an expanded insurance
market would require sustainable access to whadesalds by MAS and its competitors
to operate at maximum efficiency. Demonstratingetalers that automobile receivables
factoring is a viable borrower market at the whalesevel would help the industry
position itself for potential expansion.

® Given the huge proportion of uninsured vehicles, it does netafpasible to change the regulatory
environment such that vehicle insurance would be made mandé&towyever, perhaps the insurance
companies should offer low cost, low coverage policies.
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