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The International Workshop on Commercial Bank Lending for Small
 
Enterprises and Operation of Credit Guarantee Scheme took place at the
 
London Business School, London, July 15-17, 1986, cosponsored by the World
 
Bank and the Overseas Development Administration (ODA) of the UK. In addi­
tion the meeting was supported financially by development assistance agen­
cies from Canada, Germany, Japan, Netherlands, Norway, Sweden, Switzerland,
 
USA as well as by the I.L.O and the Inter-American Development Bank. 

Participants included twenty four persons from twenty different
 
developing coLintrikes--Argentdna, Bangladesh, Colombia, Cypius, Egypt, 
India, Indonesia. Jamaica, Kenya, Liberia, Malaysia, "exico, Nepal, 
Pakistan, Portuga., Sri Lanka, Tanzania, Thailand, Turkey, and Uganda. 

The development assistance agencies were represented by thirty­
two persons from Canada (CIDA), Germany (BMZ, GTZ, KFW, D:G), Japan (Ex--Im 
Bank), Netherlands (Development Ministry, FMO, RVB), Norway (NORAD), 
Switzerland (SDC), UK (ODA, ITDG), USA (US AID). There were also repre­
sentatives present from the Inter-American Development Bank, the Asian 
Development Bank, The African Development Bank, the European Investment
 
Bank and the World Bank. in addition there were 11 observers from UK
 
organizations.
 

Morning Session, July 15, 1986 

The meeting was opened oy Mr. Jacob Levitsky, Advisor to the
 
World Bank who welcomed the participants and explained the objectives of
 
the meeting, namely to exchange experience of developing and developed 
countries on involvement of commercial lanks in lending to small enter­
prises and the operation of credit guarantee schemes. The aim was to feed 
back this experience tc donor agencies so that thEy could plan their assis­
tance for small enterprise development. Mr. Levits-y pointed out that 
World Bank had been responsible for organizing the meeting with ODA acting
 
as host. He added that the meeting was also supported financially by
 
virtually all the donor agencies.
 

He tbsn introdi.ced the two key speakers for the opening session,
 
Mr. Millard Long, Chief, Financial Development Division of the World Bank, 
and Mr. Jose Silva Lopez, an economic advisor to the Caixe Geral in Lisbon, 
Portugal and a former Minister of Finance and Governor of the Central Bank
 
of Portugal.
 

Mr. Long pointed out that the cost to a commercial bank of making 
a loan included administrative costs, costs of obtaining information on
 
applicants, and costs due to the default of borrowers. Most of these costs
 
fell on a unit basis as the loan size increased. He then presented a curve
 



in which he maintained that the profit per unit 
loan fell as the size of
 
the loan became smaller until there was a certain point at which such loans
 
were not profitable.
 

Governments intervene to encourage banks to 
lend to small firms,
 
the speaker maintained, for both social and economic 
reasons. From an
 
economic point of view it was contended that small firms had a higher rate
 
of return on investment than large firms and that they were able to 
create
 
jobs cheaper. Thus with better access to finance small firms would make a
 
better contribution to growth.
 

In the industrialized countries, such as 
the US, small risky

firms were funded irimarilv by venture capitalists, not by loans from
 
commercial banks. A venture capitalist using equity could make high
 
returns from a few winners thus compensating for a larger number of losers,
 
but a commercial bank would only get loan repayments even from very
 
successful firms.
 

Such venture capital funding was 
usually not available in most
 
developing countries 
so that the smaller risky firms, had uifficulty in
 
obtaining financing. Most frequently governments intervened to support the
 
financing of small firms through special programs. Credit guarantee

schemes could help by reducing some costs but they might increase others.
 
In Mr. Long's view a credit 
guarantee scheme that would be attractive to
 
banks would of necessity lose money as fees charged would not 
cover the
 
losses 
incurred let alone the administrative costs. If banks had enough
 
small loans they could in fact self insure so that the only inducement to a
 
bank to use a credit guarantee scheme is if the fee charged is less than
 
the expected losses.
 

The start up stage of such firms is the most risky as 
it was in
 
this phase that many firms failed. Mr. Long thought that the most inter­
esting phase was during the expansion of the firm, when the need for capi­
tal is substantial, more 
than can be raised from family or friends or from
 
retained earnings. If schemes aim to further economic growth rather than
 
social welfare then this was the stage in the business life cycie which
 
should be supported.
 

The speaker than suggested that if the objective was social, then
 
the credit guarantee program would bave to finance new firms with little
 
equity of their own 
and limited management experience. If the focus was on
 
promoting growth then assistance should be mainly for expanding firms with
 
more experienced management.
 

Summing up Mr. Long held 
out that the economic arguments for all
 
credit schemes for small enterprises was to promote growth and was based on
 
an imperfect financial market, namely in the absence in many developing
 
countries of sources of equity financing. If the objective is the promo­
tion of economic growth, credit guarantees should be seen in the view of
 
the speaker as a short term substitute for a more lasting solution of
 
building a proper equity market.
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The next speaker was Mr. Jose Silva Lopez of the Caixe Geral,
 
Lisbon, Portugal who spoke on selective credit policies in relation to com
 
merrial banks. 
 Mr. Lopez contended that selective credit policies existed
 
i. all countries both developed and developing although at differing
 
levels. 
 Even the US had a whole range of selective credits. In some
 
industrialized countries, notably France there is now a tendency to reduce 
t e use of selective credits. Mr. Lopez pointed out that the World Bank
 
itself was a prime example of an institution concentrating its activities 
on selective credits.
 

The basic economic justification for the wide use of selective 
credfts in developing countries was to compensate for the differences
 
between the private costs of banks and enterprises and the social costs
 
from a national point of view. Selective credits were usually aimed at
 
performing a "public good" because of the social effects and this was par­
ticularlv so in the case of credit policies applied to small industries. 
Such programs were usually intended to offset the unequal competition with 
large enterprises for limited financial resources.
 

Problems arose from selective credit policies at two levels.
 
First, it was not sure that they produce the desired reallocation of 
resources and second, even if the financial flows were redistributed that
 
does not mean they produce the intended effects in the economy. It had
 
been shown that borrowers often got low cost credits 
for preferred opera­
tions but used their own funds for non-selective purposes. Mostly this was
 
not illegal but there 
were also many examples of fraud and corruption.
 

Mr. Lopez emphasized that the use of selective credits involved
 
high administrative costs in the operation of special programs, 
a loss of
 
control of the money supply, distortions such as encouraging capital inten­
sive investments, and stimulating over-borrowing. There was a formidable
 
array of pcssible instruments in selective credits such as 
portfolio

requirements, rediscounting preferences, 
total or partial exemptions from
 
credit ceilings, differential reserve requirements, guidelines for credit
 
allocation, interest rate 
control, interest rate subsidies, control over
 
credit 
terms, operation of specialized financial institutions, credit
 
guarantees by governments, exchange rate schemes and 
so on. Some of the
 
instruments are interlinked.
 

Portfolio constraints, Mr. Lopez explained, required financial
 
institutions to place a minimum percentage of their assets in certain types

of credits and 
so limit the freedom of commercial banks to choose credit
 
operations considered less risky or more profitable. As an example of the
 
problems created by excessive recourse to instruments of this type,

Mr. Lopez referred to a country where because of controls of the Central 
Bank, commercial banks were in reality able to decide freely only on about 
10 percent of their credits.
 

The adverse effects of interest rate controls were well known.
 
Banks tried all ways to avoid the effects of these controls or ceilings

through special commissions or by insisting on compensatory balances in 
deposit accounts.
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Interest rate subsidies, in the view of the speaker, when operat­
ed explicitly, were preferable to other methods of control because they
interfered less utth the operation of market forces and if their costs were
 
explicit they could be more easily controlled. Interest rate subsidies,

granted either to borrowers or to financial intermediaries, can be financed
 
from the budget, by the central bank, or by surcharges levied on other
 
banking opetations. Since most countries have budgetary problems, interestrate subsidies borne by the government are not frequent. Most subsidies 
granted by the Central Bank are based on preferential rediscount rates.
 
Mr. Lopez preferred 
te use of "interest rate subsidization funds" which
 
collected surcharges levied on banking operations and paid out 
the
 
subsidies.
 

In countries with high levels of inflation where there was a need 
to keep raising nominal interest rates or where the exchang. rate depre­
ciated substantially, subsidies to medium and long term credits tend to be
high. in such countries al terms 1:)ans should have floating interest 
rates and if they are subsidized care should be taken that the margin of 
subsidization is fixed.
 

Discussing the role of specialized financial institutions created 
4n various countries for agricultural credits, credits to small enter­
prises, housing credits, export credits, etc., Mr. Lopez thought these 
institutions have some merit because they were usually better informed than 
multi-purpose banks in dealing with specific categories of 
credits. On the
 
other hand, specialized institutions have their risks more concentrated and
their administrative costs are sometimes high because of the small scale of 
operations. In many countries the disadvantages outweigh the benefits of
 
creating such specialized institutions. In recent years, such specialized

institutions including development banks, agricultural credit institutions
 
and so on, have suffered from a high incidence of non-performing loans,

having been the victim of 
foreign exchange movements and inadequate inter­
est rates. On government guarantees, Mr. Lopez thought that the guarantee

schemes can be effective as instruments of selective credit policy but if
 
the guaranteed portion approaches 100 percent 
there are serious risks of
 
wastage.
 

In conclusion, Mr. Lopez gave his view that the use 
of selective
 
credit policies can be justified only where there was a significant diver­
sion between private and social rates of return and where this can better
 
be corrected by preferential credits than by other measures. Such credits
 
had created distortions and fragmentation of the financial system. Selec­
tive credits when used, should preferably be limited to a few sectors and
 
instruments should be used in which the financial costs 
are explicit, and
 
where the margins of subsidization are moderate.
 

Discussion
 

In the comments that followed the opinion was expressed that
 
there was no alternative to selective or directed credits to help small
 
enterprises since when market forces 
are allowed to operate without inter­
vention, these units could not obtain access to 
finance. There was agree­
ment with Mr. Lopez's contention that selective credits produce distortions
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and some participants wondered if 
there were ways of limiting these distor­
tions. Dne participant questioned whether mandating commercial banks 
to
 
lend to snall enterprises could not be controlled to 
reduce its negative
 
effects.
 

As regards the risks invoived in lending to small enterprises
 
some Participants thought that this had been exaggerated by Hir. Long and 
that perhaps the perceived risks were higher than the reality. There were 
many examples of successful programs of commercial bank lending to small 
enterprises with comparatively low default rates.
 

The next 7-aker was Mr. Klaus May of the German Saving Banks
 
Association, who reviewed the German experience in the role of savings

banks in small enterprise lending. Saving banks in Germany play a major

role in nromoting sa.ngs and provide both personal 
 mortgace loans, and
 
loans for investment. Small enterprise lending was a major part of 
the
 
saving banks credit prozrams. The hicger banks in Germany, Mr. Klaus
 
commented, used their funds primarily to finance 
 their large customers' 
while the saving banks tried to lend to as many brcrowers as possible and
 
thereby help the small business community.
 

The saving banks in the Federal Reoublic of Germany now have a
 
portfolio of D, 7-).5 billion which represented 38.7 parcent of the total
 
credit market. This figure includes roughly DM 97 billion of loans to
 
small and medium scale businesses, i.e., just under 30 percent of the
 
savings banks tota! lending. its lendings to 
the craft sector amounted to
 
DM 50 billion with a market share of 57.2 percent. Savings banks in
 
Germany could pride themselves on a long tradition of lending to small
 
businesses.
 

Mr. May noted that 
the equity resources of small- and medium-sized
 
business in Germany had fallen to under 20 percent of 
their total business
 
assets which made modernization and expansion difficult. 
 Soon after World
 
War II, credit guarantee associations were founded supported by the state
 
and the federal Governments. Most of 
the credit guarantee associations
 
which help to 
provide security for lending to small enterprises operate for
 
one industry only. 
 To date the CGA has been responsible for guaranteeing
 
over DM 8 billion of loans to 87,000 borrowers.
 

Mr. May went on to describe the activities of the saving bank he
 
manages 
in the city of Ludwigshafen with 160,000 inhabitants. This bank
 
has twenty four branches, employs over 500 people and 
its balance sheet is
 
in excess of DM 1.5 billions. Mr. May stated that his saving bank had 
a
 
portfolio of loans equivalent to DM 900 million at 
the end of 1985 of which
 
DM 346 million, (38 percent) was for small enterDrise lending. Part of the
 
reason, in his view, for the success of his bank in lending to this sector
 
was the close relations it maintains with small 
businesses.
 

This close relationship of 
the bank with its clientele made it
 
easier to handle credits. The bank examines the balance sheet and operat­
ing data of all loan applicants and tries to advise its customers on
 
further investments. In some 
cases, such advice has made customers reduce
 
the amount of credit requested and in 
some cases resulted in withdrawal of
 
loan applications. In assessing credit applications the savings banks
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worked closely with experts, with chambers of commerce and with associa­
tions. After establishing that the debt can be serviced, if the security 
furnished by the borrower is insufficient the- the credit guarantee associ­
ations are asked for help. in most cases the interest charged on loan to 
small enterprises was at the lower end of th range of offered by the
 
competitors despite higher administrative costs.
 

Mr. May went on to desrribe some -ontacts 
he had made in develop­
ing countries, referring to visits to the >Lddle East and in Asia. He 
believed that the saving bank concept was applicable in these countries in 
helping provide small loans t6 craftsmen and small enterprises. He
 
referred to the first success scored in the settirg up of a Municipal
 
Savings Bank in Peru. In a few years he hoped there would 
 be more results 
from other projects now being undertaken.
 

Afternoon Session, July 15 

After lunch the meeting was addressed by the Right Honorable
 
Timothy Raison, M.P, UK Minister for Overseas Development who was intro­
duced by Mr. Jon Wilmshurst of ODA. After expressing his pleasure at
 
having this opportunity of welcoming to London so many representatives of 
organizations concerned with the promotion of 
smaLl scale enterprises, the 
Minister stressed the great interest --hat the British Government had at
 
this time in fostering small scale enterprises.
 

There had been a change in the attitude in Britain to small
 
enterprises. Some decades ago large businesses were seen 
as the most
 
promising ground for the generation of wealth and employment but 
now more
 
emphasis was being put on 
the 1.4 million small finus in Britain that
 
accounted for 96 percent of all businesses and which employed 25 percent of
 
the total work force. The UK Government was now designing policies to
 
provide incentives for those starting businesses. Between i980-84 130,000
 
more small firms started up than went out of business, -nd in 1984 the 
surplus of firms set up was 36,000, double the 1980 figu.e. 

Mr. Raison went on to describe two major programs that the UK 
Government had launched 
to foster small enterprises. The first was the
 
Loan Guarantee Scheme, introduced in 1981 in response the evidence that
to 

many viable small business propositions could not attract adequate loan
 
finance. The 
Scheme, which had recently been extended for three more years

offers a Government guarantee of 
70 percent on loans made by financial
 
institutions to small businesses. 
A premium of 2.5 percent is payable in
 
addition to normal interest charges. 

To date, over 16,500 guarantees have been issued in respect of
 
£530 million in bank loans, 
an average of £32,000 per loan. There is much
 
evidence, the Ainister went 
on, that many of the businesses that had
 
benefitted from the guarantees would probably not have been 
started in the
 
aosence of the Loan Guarantee Scheme.
 

The second scheme mentioned by the speaker was the Business
 
Expansion Scheme designed to stimulate the flow of risk capital to small
 
companies by providing generous tax relief to individuals who consider
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investing in unquoted companies. In the first year of the Scheme's exist­
ence, some 715 companies raised1105 million (about £150,000 per company)
and the Scheme is playing an useful part in providing equity capital to 
small companies with good growth prospects.
 

In addition to the two measures described, the Government is pro­
vidinq a network of information and expert advice through its own offices 
and thr'ough local enterprise agencies. The British Government is also 
looking at the burden of regulations on the small business sector to see 
where these can be reduced.
 

Turning to British Aid Policy, Mr. Raison believed that the aid 
would be mist effective if the economic environment in which it operates is 
conducive to economic development and this meant addressing the key
elements of the broad policv framework and issues such as pricing, exchange
rate policy, credit allocation, import controls, interest rates, and so on. 

While th-e naor thrust of the British Aid program over the years
has been in providi n- infrastructure, each year the British Government
 
spent about;43 million on training personnel both in Britain and overseas.
 
Like other donors the British 
 M.d program has provided financial assistance 
to dev iopment finance institutions in countries such as Kenya, Pakistan
 
and India. The Commonwealth Development 
 (CDC) which receives financial 
support from Lhe ODA provides finance to development finance institutions 
and also promotes private enterprise in other ways. Another form of direct
 
assistance to small enterprises is the activities of 
the Intermediate Tech­
nology Development Group (IGDG). 

In summing up, the Minister recognized that the ODA had not been
 
as active as some 
other donors in providing direct aid to small enterprises

in developing countries and he 
felt that there was room to do more. It
 
seemed that an idea worth exploring in developing countries was how British 
experience of relying on 
commercial banks and the development of the Loan
 
Guarantee Scheme could be utilized. He would very much like ODA to if
see 

it was feasible to use aid for this purpose. Mr. 
Raiton concluded by

saying that the workshop held a real interest for him and he looked forward
 
to hearing of the experience of other countries with credit guarantee

schemes. He was quite sure that the commercial banks with their network of
 
branches and their business experience and trained staff could be put 
to
 
excellent use in promoting smqi 
enterprise development. He hoped that the.
 
workshop would assist in an exchange of ideas and experience and that 
useful initiatives would emerge.
 

The next speaker, was Mr. Alan Doran of the Economists Advisory
 
Group UK, who reported on a recently completed study commissioned by the UK
 
National Economic Development Office (NEDO), with the cooperation of 
ten
 
banks 
in the UK, to study the financing of small companies.
 

The widely held view of banks in Britain was that competitive
 
intrLest charges on a well spread purtfolio of unsecured or partially

secured loans whose borrowers 
were giving their maximum commitment to the
 
projects financial would not compensate for bad debts and 
that full secu­
rity was necessary. 
This view was used to justify requiring all small
 
business borrowers to provide security for loans 
from personal assets where
 
there were insufficient business assets available.
 



In the UK the traditional view of the leading banks on the risk
 
reward function 
as related to financing small business, is that there were
 
basically two extreme points, one was fully secured lending and the other
 
was equity investment. There was little understanding of the territory
 
between these two extremes.
 

Mr. Doran went on tc describe the experience ,r the Loan Guaran­
tee Scheme (LGS) introduced in U.K. in 1981. 
 The LGS had had a high

failure rate during 1981-84 and 
so had served only to strengthen the
 
entrenched position of UK bankers. 
 The two most serious misconceptions on
 
the LGS was that the high failure rate, amounting in the first two years of
 
the scheme to close to 30 percent of borrowers and giving a net cost to the
 
scheme of about three times the incomn, from the guarantee premium of three
 
percent, proved that 
relaxing security reauirements was a mistake. The
 
seco]d nid'onc~pt-on was that guaranteed loans were a substitute for 
equity.
 

One of the biggest mistakes of the LGS was that, uniquely among 
guarantee schemes, personal guarantees were not taken by the lender or the 
guarantor. Thus businessmen were able to "walk away" when things got
 
tough. The second misconceptiot; was that in some start 
 up situations
 
gearinJ ratios 
 were allowed to exceed prudent limits. 

One of the purposes of the NEDO study was to examine what
 
actually occured in an 
encounter between the small businessman and the
 
banker. 
 In general it was difficult to change the traditional outlook of
 
U.K. bank managers even though efforts are being made to educate bank mana­
gers at courses. Banks have moved a little in the direction of assessing

businesses from the point of view of profit potentiality rather than simply 
from risk averseness".
 

In the UK there was a low level of financial management in small
 
businesses producing 
a low standard of loan applications and poor informa­
tion for monitoring and control In Mr. Doran's view the UK was unusual
 
among developed economies in the low level of 
professionalism in the small
 
firms sector.
 

Another major constraint in the UK is 
the gap in the availability
 
of equity in small amounts, say, below 100,000. Because e4uity was not
 
available inappropriate financial structures were used for small business
 
funding and credit was substituted for equity.
 

The speaker then suggested that the appraisal prccess could be
 
reduced 
to four criteria. These were: the perception of the business plan
 
as either satisfactory or unsatisfactory; the perception that the persons
 
involved were able or unable 
to carry through the plan; the appropriateness
 
of the financial structure and the availability of security. Most small
 
business plans used a time 
horizon of 12 months in prepaiing cash flow
 
forcasts and this resulted in over-optimistic growth projections. A longer
 
time horizon might produce better projections.
 

The presentation of business plans poor.
was Some bank rejected
 
applications because the marketing aspects of 
the plan were unconvincing as
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accountants who usually prepared the plan were 
generally weak in market­
ing. Unsatisfa( tor business plans sometimes accepted becausewere 
 they
 
were well presented with professional looking documents and 
more usually
 
because they were backed by security.
 

In Mr. Doran's view, in appraising a project as to whether the 
principals would be able to carry out the busJness plan particular atten­
tion, should be paid to previous performance. One bank now credit scores
 
all applicants for business loans of less thank20,000. 

Some proposals were rejected because the debt equity ratio was 
too high. There is need for commitme2nt on the part of the borrower and the 
need to provide the business with sufficient non interest bearing capital.
In practice ecu'.iv acts as a loss buffer and a means of reducing average 
financial costs.
 

Finally, -he non-availability of security is the reason for most 
rejections of loan ap!ications even though good banking looks at this 
last. The NEDO study revealed, that it was claimed that about 20 percent

" o new National Westinster Tank business development loans were 
unsecured. 
 ost banks at both branch and regional level claim with some
 
justification that the potential rewards froic, un.ecured ihnding 
 margins

would be completely insufficient to compensate 
 for the losses incurred
 
because thL banks 
 have not demanded Lhe borrower's full commitment. The
 
speaker noted that most UK branch bank managers have only the vaguest of
 
guidelines to assess correctly how to charge for 
unsecured loans. The
 
unsecured loans by National Westminster Bank, for example, carry 
an
 
interest rate premium of just one percent. It would be comforting to infer
 
that this differential is the real, cost of not taking security. 

Mr. Doran's concluding remarks referied to the findings of the
 
NEPO study on the subject of loan monitoring. Actual losses in small
 
business lending in the UK over 
the last few years have not been particu­
larly bad but have been highlighted by the LGS experience. 
 Banks have
 
reacted more in improving loan monitoring activities than their appraisal 
practices. The problem seems to 
lie in accepting loans that should have
 
been rejected and that goes back to the appraisal stage rather than
 
increasing loan monitoring. Loan monitoring now depends more on customer
 
generated infornation and is moving away from reliance by banks on account
 
scrutiny. As 
businesses improve their management information systems they
 
also become better customers for the bank.
 

Hr. Doran stressed that the relationship between a bank and a
 
small business is 
between a large powerful organization and a small weak 
on. but the banks also depend on the small firms sector as a source of 
customers. Research shows that 
firms do not change their banks for a
 
marginal gain in the cost of borrowing but rather when they perceive that
 
the financial services offered is superior.
 

Mr. Doran observed that for small business lending in the UK
 
branch network geography is fast becoming an irrelevance. Where the bank
 
is located matters less than the type of service they are able to offer.
 
Some banks ore recognizing this and are becoming suppliers of small firm
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financial services 
including equity and consultancv. Others will continue
 
to supply only low margin snort 
term money, fully secured in high volume
 
without trying to understand the business of their borrowers. In any
 
event, Mr. Doran concluded, the next 10 years will 
see a good deal more
 
experimentation and changes in the UK as 
regards small firm banking. 

Mr. M. F. De Jong, Head of the Small Enterprise Development
 
Department of the F.O, Netherlands Development Finance Company, then
 
presented a paper describing the years preceding the establishment of the
 
Netherlands Bank for Small 
and Medium Business (NMB). Mr. De Jong

described the financial 
sector in Holland in 1900 as consisting of four
 
large commercial banks, some local "confessional" banks for small and
 
medium business 
either of catholic or protestant denomination, some credit
 
u ions, some philanthropical institutions and some 
private money lenders. 
After 191 , there was a wave of take-over of small banks by larger ones and 
then came World War I when business suffered from war conditions. In 1914 
at the ative onii-o _he then Mii.ster of Agriculture, the small and medium 
enterprise banks came together and the ANCM Bank was legally established as 
an apex . stltution. it did not lend directly to entrepreneurs, and its 
purpose was mainly bring coordination among the participating banksto some 
and to provide funds for these banks. The government was not a shareholder 
but only guaranteed discounting facilities to the ANCM Bank and pro-,ided an 
annual subsidy. 

By the end of 1915 fifty nine bank branches participated in the 
ANCN whose losses were covered by the Dutch government's annual subsidy. 
Tmo of the four Catholic bank groups were biggar and all of them were doing 
better than the ANCM. The slow development of ANCM was mainly due to 
not 
enough management time invested it: banking activities, to low interest 
rates, and to an inefficient organization operating in an unfavorable eco­
nomic climate.
 

In 1918 the ANCM was reorganized. Commercial interest rates were
 
charged, and the ANCM began to provide 
credit directly to SME.
 

From 1919 onwards 
the "Centrale", that is the newly constituted
 
ANCM, expanded under dynamic leadership. A number of banks gave up their
 
independent operations 
and twelve banks had joined the "Centrale" by 1921
 
as against eight in 1q15. In 1923 five more 
larger banks joined after
 
running into difficulties. According to the records of the time the port­
folio of "Centrale" was well distributed regionally and sectorially. The 
average loan size was low, and most medium term cr-rdit was to retail shops 
and to artisans. 

The year 1923 was a year of disaster for the "Centrale". The
 
equity base of four of the five larger banks taken over 
in 1923 was insuf­
ficient to cover their portfolio of bad debts and 
so the "Centrale" faced a 
dilemma: either it could guarantee the savings and deposit holders, thus 
taking a loss and avoiding a run on the bank, or risk a crisis of confi­
dence in all the SHE banks in the country. The "Centrale" decided to guar­
antee the creditors 
after the four bar.Fs were declared bankrupt. Bad debts
 
amounted to 90 percent of the outstanding portfolio. All the reserves and
 
profits up to 1923 totalling more than F 750,000 were used to write off bad
 



debts but this did not settle the problem. The events led to the
 
"Centrale" adopting a conservative credit policy cutting down loans care­
fully auditing all participating banks and making sure subscribers paid up
 
on their subscriptions.
 

By the end of 1925 the "Centrale" was on the verge of 
bankruptc. A new 2S year old chairman was appointed who made his accept­
ance of the appoir,tment conditional on an increase in the guarantee of the 
government trom F 1.5 milli,-n to F 11.5 million. The new team followed a 
cautious policy on loan approvals, made efforts to acquire new deposits, to 
improve the quality of the portfolio and started reorganizing the Head 
Office and branches to lower administrative costs. The associated banks 
claimed these measures decreased further the independence of the local
 
banks. 

In 1927, thev rovernment stated it was prepared to make further
 
resources 
 aV. a _ (e)n if all SMIE banks would join together. Then, the
 
"ME was created 
 bringi ng together the Centrale, the Protestant banking
 
group and the SMR bank of Limburg, each for one third of the equity. The
 
government gave subsidies to each of 
the three participants. The NMB was
 
established as a Small and M edium Business bank and has 
remained so until
 
this day although now its banking operatioas are much wider and it is the
 
fourth laruest bank in the Netherlands.
 

Summing urn lessons to be learned from the period 1914-1927,
 
Mr. De Jong saw that the main conclusions as:
 

(1) 	individuals exerted a tremendous influence at each stage of the
 
developments.
 

(2) 	there were interest groups that also played a significant role,
 
sometimes positive, but in some cases also representing vested
 
interests that had to be overcome.
 

(3) 	the role of the government was crucial and, in general, it can be
 
said that in this period of Netherlands history, the role of the
 
government was positive. The government acted when it was
 
necessa-v for it to do so.
 

Finally the establishment of the NMB was characterized by
 
activity both from the top down--since the first initiative for a unifi­
cation came from the government--and also from the bottoms up since the
 
basis for the NMB was laid by numerous small banks operating at the local
 
level.
 

This history, was instructive but, does not lead to a definite
 
coTIclilsion or the type of organization most suitable 
to provide credi-t for 
SME. In the last twenty-five years or so the NMAB has grown to a full com­
mercial ba:ik and now only to a limited extent specializes in SME
 
financing. Due to the success of 
the NMB in the Netherlands together with
 
the credit guarantee scheme in which the NMB for many years occupied a 
monopoly position, the other commercial banks have also become active in 
SIE financing. This wac partially a result of the government financed 
credlt guarantee scheme no longer being a monopoly of the NMB. 
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One conclusion that can be drawn from ttie recent history of the 
Netherlands is that commercial banks can be effectively involved in S E
 
financi ng. But 
 this cannot be done without Lhe active support--but not 
necessarily interference in operations--of the government.
 

The next speaker was Mr. J. H. Frimpong-Ansah of the Standard
 
Chartered hank. London, who reviewed some past 
 expcriences on cumiercial 
bank lending to local enterprises in Africa. Mr. Frinpong-Ansah gave his 
view that the historical development of commercial banking in Africa 
created ban.ing structures which ara too centralized to be suited to the
 
needs of loca' s~rxl scale enterprises. A closer look at the expatriate

and i.IdiJgenous commercial banks of 
 these countries does not indicate that 
these t; :ructures can t:t:silv be adapted to local needs. The speaker

Questioned whether there was any desire on the part 
 of the expatriate

commercial7 banks to modifv their operations to suit the needs 
 of the
 
African e-ononv. le cilestioned whether public policies have aided such
 
attempts as have been made.
 

Revie-wing the emergence of new indigenous commercial banks in the 
post independence perod, Mr. Frimpong-Ansah maintained that most of these 
followed the pattern of expatriate banks which was iot surprising since 
most of the expertise had in fact come from these institutions. It would 
have been unrealistic to expect that the lucratixe urban banking business 
would be left in the hands of expatriate banks while indigenous banks would 
concentrate on the more difficult and less rewarding rural and subsistence 
economies. Such views were regarded as unpatriotic and the rural commnuni­
ties have never been able to constitute themselves into commercial or 
political groups strong enough to change pablic policy in this respect.
 

Mr Frimoong-Ansah then called for the development of 
small
 
locally owned banks with operations limited to the town and village, and 
managed under technical arrangements with larger commercial banks or even
 
.'fLh the central bank. Commercial banks might visit rural 
areas at regular

intervals to take deposits 
and to offer: other services. New banking struc­
tures should be created that emphasized these district banks and which 
placed more emphasis on 
domestic rather than international business. Such
 
banks would focus on local financial n-!eds and would try 
to retain
 
resources in the district. He thought efforts should be 
made to develop

specialized banks, at district or 
regional level to finance enterprises to
 
link the urban and rural sectors.
 

On interest rates, the speaker argued that high nominal interest
 
rates may not be a bad thing since there was evidence that arbitrarily low 
interest rates to agriculture act as a disincentive to the financial insti­
tutions since they do not reflect the real cost of such lending. There is 
also increasing evidence that cheap money does not encourage borrowing for 
development purposes. 

In the .iew of the speaker, the commercial banks often allocate 
greater proportions of credits (when ceilings are 
imposed as has happened

in several African countries) to their better customers to protect long 
established relations. Experience in Africa indicates 
that in situations
 
of foreign exchange scarcity the large post independent state-owned commer­
cial banks behaved similarly to expatriate banks with regard to local small
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scale enterprises. 
 Some large expatriate businesses even shifted their
 
allegiance to large indigenous commercial banks 
in the hope of obtaining
 
larger amounts of foreign exchange which are sometimes allocated dispropor­
tionately to the larger state owned banks.
 

in the view of the speaker, exchange restrictions and the growth
of Jnformal markets are not always to the disadvantage of small scale 
enterprises as SSE are able to transact most of their business in the more 
competitive parallel markets. But a principal factor that fuels the growth
 
of informal markets in Africa, namely the concealment of illicit transac­
tions, impedes the development of proper relations between local entrepre­
neurs and the banks. Local entrepreneurs cannot channel these informal
 
transactions through bank accounts as they aim to avoid taxation and the
 
declaration of such transaccions would itself be illegal. For the same
 
reason commercial banks some countries where infor-mal markets have flour­
ished and, where governments have tried to undermine the confidentiality of 
bank customer relations, have -xperienced at times shortages of liquidity 
as local currencies have been held mainly outside the banking system. 

The exoatriate banks also recognize that the banking structures
 
are unsuited to zhe needs of local enterprise, but they maintain that they
 
cannot be changed in view of the international character of these banks.
 
Past efforts by the expatriate banks, to lend to local enterprises have 
encountered serious problems of supervision, and they have ended up with a 
load of bad debts even though there were fe-,, bankruptcies. After this 
experience the banks' involvement with indigenous business has been very 
selective. There is a general view among expatriate bankers in Africa that 
most local enterprises do not distinguish bank loans from the capital 
needed for The business nor do they differentiate properly between personal 
affairs and their businesses. In general, expatriate banks believe that 
the majority of local enterprises are too small and their financial needs 
are not commercially viable.
 

Most indigenous banks, especially state owned banks, have numer­
ous bad debts in their portfolios of loans made to local enterprises. The 
number of these may have dropped in recent years possibly because indige­
nous bank management may be maturing in their lending experience or local 
businesses may be better managed, or 
possibly political pressures are
 
diminishing. W.iea governments attempt to limit indigenous bank lending to
 
local enterprises, these banks feel that they cannot expect to 
be profit­
able without a better mix of customers and therefore press to be allowed to
 
lend also to non-indigenous enterprises. It is true, however, that the
 
indigenous banks are more suited to dealing with local enterprises, 
socially and culturally.
 

The speaker mentioned some criticisms of local entrepreneurs of 
expatriate banks. They contended that branch managers discussed loans in a
 
manner unrelated to the present day needs of African business. An example
 
of this is the form of security demanded by banks, usually limited 
to real
 
estate. Entrepreneurs prefer personal guarantees which are 
less cumbersome 
and do not tie up liquid capital. 
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Some indigenous enterpreneurs have complained to me, said
 
Mr. Frimpong-,nsah that their credit facilities 
 were often cancelled sud­
denly and arbitraily, without any justifiable reason. 
Most local African 
entrepreneurs seem satisfied with tne working relations that have developed

with incigenous banks both public and private. They admit that some"expatriate attitudes" have developed in some indigenous banks, but the
 
more mature enterprises recognize that these are 
moves towards greater

efficiency. Not unexpectedly, some iargFr local enterprises hava the 
same
 
complaints against: the indigenous banks as against the expatriate banks.
 
They would like quicker decisions and a better understanding of their
 
problem-.
 

The general conclusion of 
the speaker was that the most suitable
 
commercial banki,c7 institutions for smalliscale local enterprises would be 
sr,,aller incep.e>nc rural and district banks which operate in the same
 
envi ron.ent as the local enterprises.
 

The final speaker of the first day was Mr. D. J. Kanvinde, Head 
of the Economic Research Department of the State Bank of India, who de­
scribed the experience of his bnnk in providing finance for small industry
development. Mr. Kanvinde described the growth of small scale industries
 
in India, reviewed the various large government support programs and
 
referred to the creation of 
 the Small Industry Development Organization

headed by a Development Com-idssioner for Small Scale Industry in New
 
Delhi. In addition, in India there 
were government regulations reserving
 
certain items for the exclusive production of the small scale sector, (of
which there were 873 items in 1984-E5), special price preferences to favour 
the purchase of items from the small scale 
sector by the central government
 
and by various public entities, and also the creation of sixteen sub­
contracting exchanges. 
 He mentioned also the construction of over 600
 
industrial estates, mostly prior to 1980 and the setting up of District
 
Industry Centers after 1978.
 

Turning to the role of the commercial banks, Mr. Kanvinde stated
 
that scale the ration~lization of the major commercial banks in 1969 helped 
overcome the reluctance of these banks to 
finance the priority sectors
 
which as agruculture and small scale industries. The concept of priority
 
sectors evolved in India to focus attention on the credit needs of
 
neglected sectors of the economy, particularly in the rural areas.
 

Together with the mandatory stipulations on commercial bank lead­
ing to priority sectors, Mr. Kanvinde noted that 
the Reserve Bank of India 
also made available liberal re-finance facilities to the banks for this 
type of loans. Another stimulant was the creation of the credit guarantee 
scheme, which provided in its early form, guarantee cover of 90 percent on
 
the "cans up to Rs 25,000. The Industrial Development Bank of India also
 
refinanced 
loans granted by commercial banks and state finance corporations
 
tc small scale industries.
 

By March 1985 the taiget in respect of lending to priority
 
sectors was raised to 40 percent of 
aggregate bank advances. Within this
 
overall target 40 percent was 
set as the subtarget for the agricultural
 
sector and 12.5 percent for small scale industries. In practice by the end
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of March 1985, the public sector banks ha- actually reached 41.3 percent
 
for priority sector lending. The number of accounts in respect of small
 
scale industries assisted by commercial banks increased from 73,987 for a
 
total of R2.51 billion, in June .965 to 1.2 million accounts for a total of
 
R 53.9 billion at the end of December 1983.
 

Mr. Kanvinde explained chat the State Bank had to change former
 
more conservative traditions to 
assume greater risks in granting term
 
loans, to provide venture capital by setting up an equity fund, and to 
charge a lower rate 
of interest despite higher risks involved. It also now
 
providos technical and managerial consultancy and helps promote 
entrepreneurial development. No loan applicant with a viable project is 
now denied credit for lack of collateral. 

n 1967, a scheme wa; launched to provide up to 100 percent of 
fjnancfnc of projects to ouality entrepreneurs which covered peoplv wth 
technical ualifica:ions, exoierience and skills with management qualifica­
tions such as accountants. 
'TLe State Bank of India has also conducted
 
studies on the causes of "sic-ness" in small scale industries, which
 
revealed the need for more consultancv assistance. 
The Stale Bank's expe­
rience with small industry financing showed that a large number of small
 
scale units suffer because their initial equity is too low. 
 In 1975 the
 
State Bank recommended to the government the creation of a "national equity
fund" for new small sale industries, and in 1978 it set up its own equity 
fund fror its profits with an initial capital of R 10 million. Assistance 
under the scheme is given to new units through interest free loans ranging 
trom R 5,000 to R 50,000 to meet shortfalls in equity. 

Mr. Kanvinde acknowledged that the large expansion of lending 
to
 
small scale industries which has taken place has led 
to some problems

within these industries such as the underutilization of installed capacity
 
and inadequate market demand. 
 The State Bank has tried to develop systems

which detect early symptoms of problems so that corrective action can be
 
taken.
 

Undoubtedly this new development role of the State Bank of India
 
has cut into its profits. It began to regard the success of the units it
 
financed as 
the only real security to ensure loan repayment. Mr. Kanvinde
 
acknowledged that the State Bank of India, together with the other commer­
cial banks charged a concessionary rate of interest to small scale indus­
tries, as compared to these charged to large industries, even though it 
recognized that the administrative costs and the risk element involved in
 
omall industries lending was significantly higher. Funds are still being
 
lent to artisans and rural craftsmen at 4 percent per annum.
 

The State Bank conducts studies to determine the cost of the
 
difference types of business in which it is 
engaged. The data available
 
for 1984 indicate that the "profitability" of financing small scale units
 
was negative, at 0.73 percent, with an average interest yield at 
12.12
 
percent, servicing costs at 2.79 percent and cost 
of funds (i.e. interest
 
on deposits and borrowings an4 also the servicing costs) at 
10.06 percent.

While the average cost of deposits has risen from 3.76 percent in 1976 to
 
6.74 percent in 1984, the interest on loans to small enterprises has risen
 
only marginally over the period from 11.73 percent (1976) to 12.12 percent
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(1984). One positive feature has been that the average size of loans has
 
increased so that the cost of handling each J.oan 
tc small enterprises has
 
fallen. Between 1976-84 the cost of handling loan accounts 
to small
 
enterprises declined from 4.67 percent to 2.79 percent.
 

Mr. Kanvinde acknowledged that the number of non-performing
 
accounts in the small scale industry portfolio was rising. At the end of
 
1984, the banking system as a whole was concerned with over 92,000 such
 
accounts for a total of R 8.79 billions. Out of these 6,242 were consider­
ed as potentially viable, and 2,208 of these units were placed under a
 
nursing program" for rehabilitation. The State Bank of India has also 

suffered from this trend and at the end of 1982 had 52,473 units not
 
servicing their loans, involving R 3,397 billions. 
 These units constitute
 
about 11 percent of SSI units financed by the State Bank and 19.6 percent
 
of the credit for this sector. 

Mr. Kanvinde concluded by raising some of the issues faced by the 
commercial banks in India. The commercial banks have been able to 
cross­
subsidize the sectors as small scalepriority such industries because of 
the substantial profits made on other loans. The development role played 
by the State Bark of India has been financed out of profits made on large 
loans, foreign exchange business and overseas operations. Mr. Kanvinde
 
acknowledged that it was more feasible to cross-subsidize in this way when
 
the commercial banks are owned by the government. Indirectlv this is a
 
government subsidy, since the profits which will ultimately go to the
 
treasury of the country is correspondingly reduced. It is the experience
 
of the banki*ng sector in India that the banks can 
play a promotional role
 
more 
effectively than the government. In Mr. Kanvinde view, there was
 
nothing wrong in principle If public sector banks supplemented the services
 
provided by government agencies in this way.
 

Of course, the increasing costs of this development role and sub­
sidization should not be used as a cover for inefficiency. The State Bank
 
of India is continuously studying the cost and benefits of the various
 
services it offers to small scale enterprises. It is the perception of the
 
State Bank Mr. Kanvinde concluded, that it has, over the years, made a sig­
nificant contribution to meeting the financial needs of the small scale
 
sector in India which it regards as a vital segment of the economy.
 

Discussion
 

In the ensuing questions and discussions, various participants
 
spoke favorably of Mr. Frimpong-Ansah proposal to foster the development of
 
local and regional 
banks and agreed that these might better be able to
 
serve the needs of local small scale industry. Some questions were raised
 
as 
to whether the costly Indian program with its heavy emphasis on subsi­
dies might not have detrimental effects on the development of other sectors 
of the economy such as larger industries. Mr. Kanvinde felt that it was 
Indian policy to support the weaker sectors of the economy and believed
 
that this was a social as well as an economic need. Other participants
 
raised the question of social objectives as against purely economic or
 
fnancial aims, and felt that the Indian experi.ence had decided heavily in
 
favor of supporting social objectives.
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Morning Session, Wednesday, Julv 16, 1986
 

The morning session was 
devoted to special issues in commercial
 
bank lending as based on the experience of anumber of programs in develop­
ing countries. Mr. 1. Farbman of USAID was in the chair.
 

The first speaker was Mr. Sergio Luis Cano, the director of
 
FOGAIN in Mexico who described the two tier lending program operated by his
 
organization. FOGAIN--the guarantee and development 
fund for small and
 
medium enterprises--was set up by the government of Mexico within National
 
Financiera, (the main development bank of the country) in 1952. 
 As a
 
second tier institution 97 percent of its operations consist of refinancing 
loans made to small and medium scale enterprises in 5,500 branches of more 
than thirty commercial banks. FOGAIN also refinances loans made by 65 
industrial credit unions that lend mainly very small/icroto enterprises. 
The lending institutions take the risk and are required to repay the loans 
whether or not tIney receive payment from the borrowers. 

In Mexico, a micro enterprise is defined as one which employs up
 
to 15 workers, and in 1985 had sales of not 
more than USS84,000 equivalent;
 
a small enterprise is one employing from 15 to 100 persons with annual
 
sales not greater than US$1 million equivalent; a medium enterprise is 
one
 
which employs up to 250 Persons with annual sales not 
more than US$3
 
million equivalent. FOGAIN refinances credits made both for working capi­
tal and for the purchase of new equipment or for the construction of
 
buildings. 
 More recently, FOGAIN has initiated a program for rediscounting
 
purchase orders put out by large public sector entities ordering products
 
from small and medium enterprises. The operations are as follows: when a
 
small scale borrower reaches agreement with his banker as to the amount and
 
terms of credit, the institution requests that it be rediscounted by

FO'AIN. FOGAIN remits the approved funds within an average period of 15
 
working days. FOGAIN then has 
a two month period in which to decide
 
whether the rediscounts requested fits the regulations. The system is
 
different in credit unions since they do 
not have accounts at the central
 
bank as do the commercial banks. When an industrialist seeks a rediscount­
ed credit through a credit union, it has to 
await FOGAIN's approval before
 
he can receive the funds.
 

Mr. Cano pointed out that following the general policy of the
 
government of Mexico, FOGAIN gave preference to the smallest micro indus­
tries and charged them interest rates at 85 percent of the ACF level, (ACF
 
is'an index of the average costs of borrowed funds to the bank as calcula­
ted by the central bank on a monthly basis). Small enterprises were
 
charged 95 percent of ACF and the medium Industries pay the ACF interest
 
rate 
if they were borrowing for what was recognized as priority
 
activities. However, the rate went up to ACF + 5 points when the loan was 
to non priority medium sized industries. The rates charged do not allow 
for any further commissions, compensatory accounts or other special charges 
above the interest paid. Mr. Cano explained that the lending banks are
 
allowed spreads on FOGAIN funds in inverse relation to the size of
 
borrowers, that is 5 points for credits 
to micro enterprises, four for
 
small, and three and two for priority and non priority medium sized loans.
 
According to the recent limits, micro enterprises may obtain credits up to
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the equivalent in Mexican currency of USSiOO,000, small enterprises up to 
USS593,000 equivalent, and medium up 
to a little more than the equivalent
 
of USSi million. Following government policy, FOGAIN aims to support

industrial d-centralization thus granting credits for working capital to
 
those in the highly congested metropolitan areas of Mexico city and the 
other lar-e urban centers only when they are developing priority
 
activitJ-. FOUkIN allows commercial banks to authnorize and execute 
financing without prior approval up to US$31,000, for micro enterprises, 
USSl05 ,000 for small, and US$210,000 for medium sized enterprises. 

Mr. Cano then explained that as most micro enterprises in Mexico 
cannot 
provide adequate collateral the state governments have set up guar­
antee funds to guarantee loiins for micro enterprises from commercial banks 
so that they too can have ac:ess to FOGAIN's resources. Currently there 
are 22 such state guarantee funds which guarantee SO percent of the credit 
requested. 

It is FOGAIN's aim, Mr. Cano concluded, to become self
 
supporting. 
 Repayments now amount to four-fifths of the total resources of
 
the institution. 
 Tne remainder is from government contributions, loans
 
from the central bank, 
from Nacional Financera, from the inter-American
 
Development Bank and the World Bank. 
 FOGAIN's administrative costs account
 
for 1.75 percent of the portfolio,
 

The next presentation was that of Mr. Ahmed Ertugrul, the General
 
Manager of" the Turkive Halk Bankasi 
(THB) in Ankara, Turkey. Mr. Ertugrul

stated that eligibilitv for credits granted by his bank, 
was limited to
 
small establishments employing up 
to 50 workers for investments in machin.­
ery valued at less than TL 120 million (about US$250,000 at present
 
exchange rates). Turkey was a country in which small and medium scale
 
enterprise played 
a very important role in the economic structure.
 
According to the scatistics of 1980, out of 185,000 industrial establish­
ments, 178,000 were small industries, and their total employment were more
 
than 1.5 million. The speaker explained that apart from usual banking
 
transactions, THB granted credit to 
tradesmen, craftsmen, small and medium
 
scale industrialists, cooperatives, and professional institutions, for both
 
investment and 
for working capital. At present, THB has a nominal capital

of TL 30 billion (about US$60 million), 635 branches and 13,067 employees.
 
It is the second largest public bank in Turkey.
 

Mr. Ertugrul explained that without THB there almost no
was 

financing by commercial banks of this sector in Turkey. 
The THB granted
 
credits in three groups: cooperative credits, credits to small industry

and credits and for induscrial estates. Cooperative credits were granted
 
to tradesmen and 
craftsmen under the guarantee of their cooperatives at
 
interest rates of 30-35 percent short 
term and long term loans respective­
ly. This interest rate was substantially below prevailing commercial
 
rates. For cooperative credits the borrower's ownership of 
his business,
 
his skill and-his experience were accepted as proof cf his credit­
worthiness with the cooperative providing the necessary guarantee. Other
 
securities were not requested by the Bank. 
 In 1985, THB gave credits to
 
769 cooperaLives which covered 512,575 craftsmen/tradesmen.
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THB also granted medium and long term investment credits and
 
loans for 
working canital to SME at interest rates considerably lower than 
prevailing market rates. The maturity of 
investment credit for small in­
dustries was three to 
six years and for working capital, usually around two
 
years.
 

The third ty'pe of credit given by THB were investment credits
 
from funds allocated -v the Ministry of Commerce and Industry to groups of 
SME for the construc:ion of industrial estates to provide factor-' space for 
small enterprises, The maturity of this credit was 10-15 years and the 
credit was for 60c to 100 percent of the amount of the investment. THB had 
provided financial support to 197 small industry industrial estates up to 
the end of I95. 5' Su h estates were completed in that year. 

Recen:lys in 1966, THB was the recipient of a S20 million loan
 
approved by the ;:rld Bank.
 

Mr. Ertu1ruL pointed out that THB also tried to be of assistance 
in the provision of non-financial help such as advice in management and 
technology. Apart from THB's direct assistance, the government had created 
SIDO--Small Industry Development Organization which was setting up consul­
tancv and technical services for small industry.
 

In conclusion, Mr. Ertugrul pointed out that as 
in most develop­
ing countries, THB credits were provided to SME at subsidized interest
 
rates. At these subsidized interest rates, 
THB and other institutions
 
offering such credit had 
to find cheap sources of funds outside the finan­
cial market where the 
cost of funds was too high to onlend at these rates.
 
These funds were madE available from central bank resources and from the
 
government budget. As a result of the tight monetary policy followed by

the Turkish Government, 
 in the last years, such funds for small industry 
have been limited and this has created difficulties in finding enough
 
resources to onlend to small scale enterprises.
 

Very small enterprises in Turkey have organized guarantee cooper­
atives to guarantee credits from THB. 
 These cooperatives have established
 
a guarantee fund at THB to reimburse the cr'edit if it is not paid as
 
scheduleA. Unfortunately, medium scale enterprises in the country have not
 
been able to create similar cooperatives and without such guarantees, banks 
require considerable collateral from clients before approving loans.
 
Investment credits of small enterprises are met by THB to the extent of its
 
resources at concessionary interest rates. 
 In Mr. Er:ugrul's view, most
 
SMEs in Turkey are unwilling to take loans at normal commercial bank rates 
because 
they have become used to credits at concessionary rates. There is
 
a task Jn Turkey to integrate SME within the commercial credit system and
 
in the capital markets and to 
gradually wean them away from concessionary
 
fInanci ng.
 

The next speaker was Mr. L. Masaviru of the Kenya Commercial Bank 
(KCB), who desrcribed the experience of 
this bank and the Kenya Commercial
 
Finance Company (KCFC, a subsidiary of KCB) in lending programs to small 
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and medium scale enterprises using overseas lines of credit. KCB, Mr. 
Masaviru explained, had the largest branch network in Kenya, with 59 
branches, - sun-branches and 137 mobile centers, an: offers full range of 
banking and financial services. This explains why-KCB was chosen to admin­
ister the f 1ve of was about to describe--two from thelines credit he 

International Finance Corporation (IFC), two from OPEC and one from USAID.
 
KCFC was incorporated in 1971, its main activities being to provide medium
 
and long term loans for investment in property, in machinery and in leasing
 
of vehicles.
 

IFC so 
amount o I1S'2 il ion hich assisted 20 SME borrowers. The average loan 
size was 7S$23 ,,Wv1 ecuivalent. The second IFC loan in 1981 was for 
USS2.5 million with KCE ac:ain providinfg a similar amount in Kenvan 
shi llncs as mlllcninc fundz as in the case of the first loan. 45 projects 
were assisted un.der this line. OPEC provided two lines of credit; in 1981, 
for £2. iiio s whe:. 23 ore C S wcre financed and a second line of credit 

The first t KCB was implemented in 1977-78 for an 

in 1985. in 1983', KCB/KCFC signed a loan agreement with USAID for USS2.5
 
nillion and KC.jKCFC contrinated a similar amount. So far 95 projects have 
been finaced unde-r t'is last credit.
 

"r. Mlasaviru went on to present some of the issues that had 
arisen in KCB/KCFC experience in handling these loans. Although KCFC 
agreed to the concept of matcbng funds it has found it difficult to mobi­
lize the funds needed. Al1so, there was the problem of interest rates which 
are controlled in Kenya by the central bank so that non--banking financial 
institutions are allowed to charge up to 19 percent while the commercial 
banks are linited to a maximum of 14 percent. This resulted in non-banking 
institut.nns being able to offer higher interests on deposits and so 
attracting more fends. KCB/KCFC demanded a 25 percent equity contribution 
from the borrowers in financing a project and the external lenders expect 
KCFC to contribute a similar proportioil of th_ total loan fund. KCFC's
 
local currency contribution usually goes to meet the working capital re­
quirements or the borrowers and in practice, the ratio of working capital
 
to fixed asset expenditure in most projects more than 1:1.
 

Mr. Masaviru explained that taking into account the onlending 
rates of IFC and the USAID lines of credit, in order to cover administra­
tive and supervisory costs, and t(. leave some profit margin, KCFC 5s now 
allowed to charge interest of 19 percent per annum which most borrowers
 
find too high, believing that the funds made available to the Kenvan 
Government are at concessionary terms. It is KCFC's experience that
 
projects have to be very viable to service a loan in Kenya at these 
interest rates. 7ncidentally, KCB still charges only 14 pzrcent on its own 
loans. There is no doubt that the higher interest rates no,. being charged 
on toe new credit lines, especially the USATD loan, has made it difficult 
to interest borrowers in these credits. 

As regards the loan limits under the IFC line of credit after 
some revisions these range from Ksh 300,000 to Ksh 4 million. One of the 
problems faced by KCFC is that the different external -enders have various 
minimum and maximum amounts of loans to be onlent to the same segment of 
borrowers, which creates difficulties. 



In all five lines of credit the foreign exchange risk is covered 
by the government without which it is uliikelV that KCFC would have been 
able to participate. It should be noteh that at the time of the negotia­
tion of the first line of credit under .FC in 1977 the exchange rate was
 
Ksh 7.2 per USS while earl", 1986 it was I'sh 17.0.
 

Experience has shovn that most applicaats have problems in 
raising the required 25 percent equity contribution and KCFC has found that 
those who meet this requirement do not recessarilv have more viable 
projects that those ivho are unable to dc so. As in other developing
 
countries most borrowers 
 lack experiencc in making financial projections 
and in o:resenting acceptable feasibility studies. 
 KCFC has found most of
 
the reports, incliiding those prepared by or counrants and consultants, to be 
inadequate and has set up a business Advisory Services division to help 
borrowers prepare their proiects. There is a need in such programs for 
SMIE for external dorn':s to incorporate technical and training grants of at 
least 10 percent, to help in entrepreneurial development. 

KCFC has faced problems of diversion of funds which is a feature
 
of the jmplementation of many such loan programs in the third world. As
 
for colla-tera reouirements, these are taken in the form of tangible
 
assets, debentures, or individual guarantees, and if the business is con­
nected to other firms, an additional guarantee by those firms. The most
 
common acceptable security in Kenya are land title deeds. Since such 
titles have not been completed throughout the country, credit schemes have 
tended to favor those applicants from areas where such deeds have been com­
pleted and these are the same areas 
where other credit schemes already
 
operate.
 

It cannot be denied, Mr. Hasa~iru said, that KCB, following
 
practices of commercial banking has tended to make its lending security 
based rather than on the viability of the proposals. It is difficult for 
those trained in banks like KCB to change their philosophy of commercial 
banking more in keeping with that of development banking. Security re­
quirement.s often have to be more than :00 percent of the value of the loans 
granted and this excessive security recuirement undoubtedly impedes the
 
financing of some very vJable, technicilly feasible and economically desir­
able projects which could provide employment. The KCFC's feeling is that
 
the credit risk reall
7 should be shared by the foreign lender, the govern­
ment and the commercial banks to a greater extent so that security require­
ments can be relaxed. 

Finaly Mr. Masaviru stated that KCB/KCFC feels that fees charged
 
by foreign lenders on uncommitted fund; are in most cases unjustified since 
the delay i,.,commitments are beyond the lender's concrol. Mr. Masaveru
 
identified the major issues that need to be resolved as; the local banks
 
contribution to the credit schemes, problems of collateral, disbursement
 
procedures, orientation of the bank staff in processing loans, and the
 
hedging against the foreign exchange risk. There is also a problem in
 
training and orienting the borrowers. While the speaker was of the opinion

that development banks are often a better alternative for financing SME, 
but because of their wide branch networks and close relationship with
 
potential borrowers, commercial banks will and should continue to be
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vehicles for this type of lending. But the constraints identified must be 
-ivenserious consideration. 

Mr. T. Had-ichristodoulou of the Bank of Cyprus was the next
 
speaker in presenting a paper entitle "Key issues in lending to small 
and 
medium sized businesses based on Cyprus experience". The Bank of Cyprus 
was the major commercial bank in Cyprus and and was making every effort to 
strengthen its cooperation with the small scale manufacturing sector.
 
Credit officers were spending a great deal of time helping small business­
men to prepare the data and projections needed for making loan applica­
tions. In Cyprus firms tended to finance all their activities through bank 
overdrafts which shoulJ really he used to finance only short term working 

-capital recuirements. T', suse of bank overdrafts has led to liquidity 
problems and has negativ ," affected the growth of si,,h firms. 

t is the policv of the bank of Cyprus, the speak-er explained, 
that new ±ndustr a] projects of doubt'_l financial viability should not be 
financed even if the sponsors offer full security. Also, although not a 
rigid rule, the bank generally insists on a reasonable equity contribution 
in each projec:, usually in the range of 30-40 percent of the total cost of 
the project. For riskier projects a higher equity contribution is 
expected. The bank also should be satisfied that there is satisfactory
 
management at all levels crucial to the viability 
 of the project since a
 
common 
 reason for failure among manufacturing concerns in Cyprus is a lack
 
of managerial ability.
 

The sn)eaker went on to point out that banks in Cyprus are often
 
criticized for demanding 
too much security and for preferring clients known 
to them, thus discriminating against new entrepreneurs who are unable to 
provide security. Banks in Cyprus rely for security on personal guaran­
tees, mortgages on properties belonglng to the business or to its propri­
etors, fixed arid floating charges on the assets of the concern, pledging of
 
goods or shares of public companies, and government guarantees. Government
 
guarantees were provided extensively in the period after the Turkish inva­
sion 
of 197L and played a significant role in reactivating the Cyprus
 
economy. 
 A guarantee scheme was introduced by the government in early 1975 
which covered up to 75 percent of loans but during the last five years
 
little use hias 
been made of the government guarantees by the manufacturing
 
sector save for short Lerm banking facilities for exports.
 

In the last five years there has oeen a fall in investment in the 
manufacturing secto-
 in Cyprus but there is no indication that this is due
 
to lack of finance or to the conservative lending policies of the cominer­
cial banks. The commercial banks have every reason to finance projects in
 
the manufacturing sector since this type of finance could be provided 
through the Special Fund for Financing Priority Projects operated under the 
Central Bank of Cyprus. A proportion of the minimum liquidity requirements 
the banks are asked to maintain witn the Central Bank (presently 7 percent 
of their tctal deposits,) is deposited in this Special Fund, which is then 
loaned to the private sector for investments in priority sectors. If 
com­
mercial banks do not use fund, which can
this be used only for fixed
 
investments, they have to keep a part of their assets 
in very low return
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deposits with the Central Bank. Despite this incentive the Fund remains
 
underutilized. it is generallv zonsidered that the decline in investment
 
is a result of lower orofitabilitv and labour costs which have been 
increasing faster that productivity, and becase of more difficult market
 
condi tions. Stone decline in manufacturinc investment is the result ef a 
liack of projects. Even in cases were ne," technologv projects are 
identified, their capital investments are usually' beyond the resources of 
the typical familv concern. Joint ventures with foreign investors have 
been sought but so far few have developed. 

The Bin4: of Cyprus is also collaborating with the Cyprus Develop­
ment Bank (Ci)B) and tlp International Firnance Corporation (iFC) in the cre­
aLion of C!SCO I2vprusestment -ecurities Corporation) to provide 
venture capital zot Sa-. inc medium sized businesses. 

...... k, ,nristocouiou pointed out that since 19 the maximum 
allowable inte~e;t r~ate 1n Cyprus was 9 percent in light of the high 
administrative costs of lending to small businesses this was bound to 
suffer fro,.: this ceiling on interest rates. Of course if commercial banks 
think lon, tcerm, tnhtv can e:.:puc, that a sma!l bu- ness today may become 
larger tonorru,,, and nave increased demand for banking scrvices. In 
addition some cormercial banks regard lendig ito many small businesses as 
spreading riskrs rather than having most of their funds in large loans to a 
few big companies. Because of the 9 percent interest rate ceiling,
 
commercial banks in Cyprus have started to charge commissions and
 
management and negotiation fees to :ake loans more profitable. There is
 
great pressure on the government cc a,)olish the 9 percent ceiling, and
 
there is some legislative move in this di:'ection.
 

It is the view of the Bank of Cyprus that a healthy small 
business sector is vital both for employment creation and for the future 
prosperity of the island. It is important that banks take into account the 
criticisms raised against them by the small business. However, the small 
businessmen themselves need to take some corrective measures, particularly 
in strengthening the equity base of their business and improving their
 
management. There is a need for both banks and small businesses to learn
 
from each other, the speaker concluded.
 

The final speaker in the morning session was Mr. Jose Luis
 
Soriano, the General Mahager of the Banco Espanol del Rio de la Plata of 
Buenos Aires. After describing recent measures in Argentine for stabiliz­
ing the economy and arresting the hyper-inflation, the speaker stated that 
t1.are has been an improvement in the current account in the second half of 
1985 and early 1986. Mr. Soriano explained that small and medium
 
businesses in Argentine were mostly companies run by individuals or fami-' 
lies, who are linked together not only by business interests but also on a
 
personal level. Although some had up to 300 employees, in general a small
 
enterprise has less than 25 employees and a medium one possibly up to 100.
 
Such small enterprises have little professional staff and have problems in
 
maintaining formal accounting. When small industries grow they rarely do
 
so in a planned manner. Small and medium enterprises in Argentine tend to
 
operate with only one bank and generally the most important document for
 
accounting purposes is the statement of the current account. In taking
 
decisions such entrepreneurs rely more on personal relationships than on
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data and procedures. Such small enterprises take little advantage of 
leverage in finance or economies of scale in production. Most small scale 
entrepreneurs are too busy dealing with the present to think about the 
future.
 

The policv of his bank, said Mr. Soriano, was to give ov,rall 
assistance to Sr,' scale business, adding management and informazion help 
to financial assistance. The bank has set up a number of rnon--fina-cial 
services which it believes will help to improve business operat-ono and to 
minimize credit risks. As the Banco Espanol has a wiie branch na,:' rk it 
is able to assist s-all enterprises all over the country. The entrepreneur 
is made. a,are of dan,4ers looming as his financial situation deter~orates.
 
The bank also puts out small booklets helping small and medium enterprises
 
on legal matters, labor i sues, social security, taxes and managing the
 
business and arranges forum5s to discuss foreign trade patterns and it helps
 
small and medium scale bu1sinesses to find export markets. The entrepre-

InCrs are advised on trade possibilities with other Latin American
 
countr-ees. A comprehensive package offered by the Banco Espanol includes 
a 
wice rance of innovative banking services through networks shared between 
banks, ;uch a. credit cards, agri-business bonds and different lines of 
credit for soecrfic industrial and commercial activities. 

Discussion
 

Questions that followed the presentations covered such issues as 
the number of banks tat,at participated in such refinancing schemes as the 
one in il:c'ico, how the foreign exchange risk was hand led, what forms of 
incentive had been tried to overcome the reluctance of the banks to take 
part and the level of arrears in such programs. 

Afternoon Session
 

The afternoon session was devoted to a review of credit guarantee
 
schemes. Mr. Jacob Levitsky of the World Bank who chaired the session
 
opened by stating that the World Bank bad recently conducted a major review
 
of such schemes both in developed and developing countries. There was now
 
a great deal of interest in the possibility of using such schemes to en­
courage commercial banks to lend to small enterprises. He pointed out that
 
some schemes were introduced without any clear idea how claims would be met
 
or even how the whole scheme would be financed.
 

The aim of credit guarantee schemes was to share the risk with
 
commercial banks in the event a default on a loan taken out
of by a small
 
scale borrower. The purpose was clearly to encourage financial institu­
tions to overcome their perception of riskiness of lending to small enter­
prises so that they would be ready to lend for viable projects for which
 
the borrower was unable to provide adequate collateral.
 

0 

Questions that arose in designing a scheme were what should be
 
the degree of risk sharing, what should be the level of the fees, how
 
claims should be handled and bow the scheme should be financed. Unless the
 
scheme-resulted in providing access borrowers who have not
to previously
 
been able to obtain institutional finance, the scheme failed in achieving
 
its purpose.
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On the matter of riskr sharing, although there were schemes in 
Japan and Franco: wh,- I00 perrent of the loan was guaranteed, and now in 
some de' "on .ou: ::ies too, This was proposed in axceptional circum-­
stances. The .enraoncept was for the schemes to shore T:he risk with 
the lendinT-1, titutlon, so that the guarantee would be for on!y, 50 to 80 
percent (f the loan. Some schene; also limited the s - ze of any single 
guarantee. 1'1ost prx,'ailin opinion was tha luaran: -eing 100 percent loIa 
increased the danger thqt the lendin- instituti.on. would feel no real com­
mitment in appraising and arrovdh' the loan and in debt collection knowing 
that the institution was incurring no risk itself. 

As regcard fee, s.,:ne schenes were p anncd wTith the objective, as 
in India and the UK, th-t fees should c'over all costs including administra­
tion and settlement of claims. This has p-oved unrealistic in most cases. 
If in rea.li tv the fee were to cover the cla-.ms, it would have to be high-­
probablv in the order of 1 to :5 ercent and tnis would make the cost of 
borrowing high and r2i'-t deter borrowers from usinc the scheme. The Indian 
scheme i.as an exception tn that it forced banks -:o guar.-ntee all loans once 
they join the sche;.as an. levjes The fee on total loan amounts even though
the guarantee a-:li es to only 60 percent of a limited amount. If the fee 
is lower the! thel has to be another source or income to cover payi'ert of 
claims. in ast cases in a :easonab1, wC.l-ru: scheme the fee was enough 
to cover adniistratjve costs, Claims for default iL then covered in 
funded sciemer f corn income from 'nvestnents on the original guarantee rund 
with possiblv, so'e contibutionfrom the fees. Iri some countries the guar­
antee scheme ,,as recognized as a form of subsidv to small enterprises so
 
that the government wa,, reaay to cover dfaults from 
 the public treasury. 

Cims handling was a vital element since this in the end would
 
determine the degree of confidence the banks would have in the scheme.
 
Gair:ing the confidence of commercial banks to partIcipate seems to be a
 
major problem in developing countries where the leve! nf trust in govern­
ment commitments was often low.
 

Despite the difficulties in designing and operating a credit 
guarantee scheme, it was clear chat this was the pi-eerred way in most de­
veoped countries for governments to help provide finance for small enter­
prises. Loss rates in guarantee schemes varied but clearly some loss had 
to be accepted otherwise the scheme would have little purpose since this 
would signify that the lenders were probarod to approve only very low risk 
loans. There were other forms of guarantee schemes such as mutual guaran­
tee assor-iations and cooperitives but in general the types of schemes that 
had ide coverage were those in whIch the government played a role and had 
made some direct financial in-nuts even though in some cases funding also
 
came from various -cources iicluding banks, for associations, of small scale 
entrepreneur' -2 from local go,,ernments. 

.'-r. Levitskv concluded by referring to the paper prepared by the 
World Bank and distributed to the participanits which givea comprehensive 
information on schemes in operat:rn in over 30 developed and developing
countries. ',fr. Levltsky was followed by Mr. A. Doran (UK) who commented on 
his experience of schemes in the UK, Eu:ope and Japan. Expressing agree­
ment with several of the points made by Mr. Levitsky, Mr. Doran gave his 

http:sche;.as
http:instituti.on
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view that the guarantee schemes should 
not establish an organization to
 
replicate what the banks 
'ere doing. For that reason he was not entirely
in favor of having independent evaluations 
of applications for guarantee
submitted by banks, although this had been the "modus operandi" of some
 
schemes, Ile rather favored some "post 
facto" action in withholding claims
 
if it could be shoM that the ban-ts had not taken du, care in processing 
the loans and 
in assuring themselves of the creditworthiness of the
 
borrower.
 

Mr. Doran maintained that a major problem with the UK loan guar­
antee scheme ,.as that the banks had looked upon guaranteed loans as a sub­stitute for equity. It was also a peculiarity of the UK scheme, as he had 
mentioned in his earlier oresent--ition, that they did not allow the taking 
of personal guarantees which reduced 
cons iderably the degree of com-aitment
 
of the borrower. 1. as advisable for banks participating in schemes to 
sl are some of the risk, :ir. Doran thought. 

As for "additionality", namely whether the guarantee scheme
 
actually resulted in additional lending, this was difficult to evaluate.
 
In the UK those applying for a guarantee had to show evidence that they
could obtain a loin from banks in the normal way but even this did notreally prove the "additionaltv" of the guaranteed loans. Still the proce­
dure did make it more difficult for the banks to pass on their regular more 
risky loans to the guarantee scheme. 

,7. Doran also thought that by raising the fee too much or impos­
ing a heavv front-end premium, finance could be made too expensive and
 
thereby put loans beyond the debt-servicing capacity of the borrowers in
 
some cases. 

In general he too favored funded schemes although in some parts

of 
the world it had been possible to operate successfully schemesthat rep­
re;ented only a general commitment of the government 
to make good to banks
 
on loan defaults. One needed to educate the banks in 
the operation of
 
guarantee schemes and 
to avoid disputes as much as possible.
 

The next speaker was Mr.. Aswin Kongsiri, Executive Vice President
 
of the Indur.trial Finance Corporation of Thailand (IFCT). Although his
 
paper was on his ex:periences of credit guarantee schemes in Malaysia, Nepal

and Thailand, he opened his 
remarks by stating that there was little pub­
lished information on credit guarantee schemes and how they 
can be integra­
tid into the financial system. He saw the workshop as a welcome start in 
providing an opportunity for people directly involved in this field to ex­
change information.
 

Turning to the situation in Malaysia and Nepal where Mr. Kongsiri
worked as a consultant for the World Bank in advising on credit guarantee

schemes, he pointed out that in both these countries schemes were intro­
duced in the early 1970's based on the model of the Credit Guarantee Cor­
poration of India. in both the paid up capital of the Credit Guarantee 
Corporation (CGC) was small and there was an impression that the commercial
 
banks were coerced into joining the scheme 
as shareholders. In Malaysia in
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19S2 the Central Bank held approximately 20 percent of the paid capital and 
the 35 commercial hanks that took part, 80 percent. In Nepal in 1986, the 
central bank held L percent of the paid up capital the MIinistry of Finance 
40 percent and the commercial banks 16 percent. In Iaiaysia the paid up 
capital of the CGC was increased only by requi ring three new commercial 
banvs were to join 'he scheme. In Nu;ta! there were only two commercial 
anks at the time the CGC was established, one of which was wholly owred by 

the government and the other 51 percent. This raised tne question wheuher, 
in fact, a separate credit guarantee institution was needed in Nepal or 
whether self-insurance by the two commercial banks might have served the
 
purpose.
 

In 1alavsia in the early years few banks actually used the CGC 
and so in 1974 the Central Bank issues a guideline that 3 percent of the 
coMmercial bank savings deposits should be lent to small enterprises under 
COC guarantees. In Nepal, followIlng the Indian example, the Central Bank 
introdu ced mandat,)rv lending for the riorjtv sectors and laid down that 
such loans helow1 a certain si z:e were to be automatically guaranteed by tae 
CCC. 

In ,oth M.laysia and Nepal it is an open question how much tha 
commercial banks wa)uid have used the schemes if they had been provided on a 
completely voluntary basis. Thi s is in fact the problem now being faced by 
the Small Industry Crecit Guarantee Fund (SICGF) in Thailand. 

The spanker pointed out that in both Malaysia and Nepal commer­
cial banks were completely unprepared for len ing to small scale enter­
prises and fo- the f r-,t six years or so the guaranteed loans were not
 
properly appraised or supervised. They simply did not have the staff nor 
the procedures for this type of lending. The situation was made worse by
 
interest rate ceilings on guaranteed loans which did not allow the commer­
cial banks enough spread to cover the high administrative costs.
 

In 1982 in Malaysia the CGC guarantee covered 60 percent of the
 
loans and the guarantee fee was 0.5 percent per annum of the total amount 
guaranteed. Claims were paid after the bank had taken all legal steps
 
including liquidation of all collateral, In 1986 the CGC of Nepal guaran­
teed 75 percent of the loan including interest and the fee was 1 percent,
 
again calculated on the total credit amount. Banks can submit a claim in 
Nepal after a loan has been overdue for 50 days and if approved, the CGC 
will pay 50 percent of the guaranteed amount straightening, the remaining 
50 percent to be paid when the bank's auditor certifies that the loan is
 
unrecoverable.
 

In both the schemes claims are paid fully only after the banks
 
take legal steps to recover the loan which may take a long time. To alle­
viate the problem the requirement for legal action was relaxed in the case 
of smaller loans in HIalavsia and advance payment of 50 percent is now made 
in advance of the estimated claim. In practice the CGCs have considerable 
descretionary power to reject claims on the basis of incomplete docuienta­
tion, claims of inadequate loan evaluation, or lack of information on loan 
utilization. It's not surprising that banks try to reduce the risks of not
 
being paid for a claim by taking full collateral coverage, as well as the
 
guarantee.
 



In both Malaysia and Nepal, the capital base of the funds was
 
small and the rapid growth in obligations due to Central Bank guidelines to
 
use the scheme, soon created major financial problems. In Malaysia, for
 
instance, five years after the Central Bank guidelines, the actual guaran­
tee fund amounted to only 4.4 percent of its guarantee obligations. In
 
Nepal after operating under the Central Bank's priority sector guidelines
 
for seven years, the CGC's capital fund amounted to 6 percent of its guar­
antee obligations while reported overdue loans amounted to 52 percent of
 
outstanding guaranteed credins. The situation has not improved signifi­
cantly up to 1986 despit a 3.6 times increase in the CGC's capital fund.
 

It was the speaker's view that commercial banks have to learn how 
to evaluate better the viability of a small enterprise rather than just 
make loans against collateral. In both Malaysia and Nepal the schemes were 
launched when the other aspects of small enterprise development had not yet 
been developed. It seems that to maintain the credibility of the guarantee
 
scheme at all times in such conditions it may be necessary to have 100 
percent backup against guarantee obligations. In Nepal, for instance, the
 
under capitalization of the CGC was so acute that when the World Bank pro­
vided a new credit for financing cottage and small industries, a second
 
credit guarantee scheme was set up in the Central Bank to guarantee loans
 
under this program. The main difference between the two schemes was that
 
the government undertook to replenish the resources of the second scheme
 
when necessary.
 

Mr. Kongsiri then described the attempt to set up a credit guar­
antee scheme in Thailand where there are 16 commercial banks and one indus­
trial development bank in the financial system. The Small Industry Credit
 
Guarantee Fund (SICGF) was established in 1985 with a capital fund of BT
 
200 million (approximately US$7 million) with the responsibility for
 
management given to IFCT. The first guidelines put out by SICGF in
 
November, 1985 drew a negative response from both the banks and the small
 
industrialists, when the SICGF suggested the banks appraise projects in 
a
 
manner of development bank. The banks considered this to be administra­
tively too costly. SICGF, finally agreed to accept the commercial banks'
 
credit screening procedures.
 

The SICGF in general covers 80 percent of the collateral short
 
portion which is considered high enough to be attractive for the banks.
 
The problem facing SICGF, as in all credit guarantee schemes, is how to
 
determine the collateral snort portion of the loan. The SICGF first
 
proposed that its guarantee would cover the banks' actual loss, after fore­
closure on the collateral, but after the banks' objections, agreed to
 
accept the banks' estimate of the loss and its evaluation of the colla­
teral. The SICGF has the authority in some exceptional cases to increase
 
the guarantee to 100 percent and only require as a minimum that the assets
 
financed under the project be pledged as collateral. SICGF's other basic
 
requirement is that the borrower finance at least 20 percent of the project
 
with own funds. The guarantee fee charged is 1.5 percent per annum on the
 
guaranteed amount considered to be enough to cover the administrative
 
expenses invplved. SICGF in reality receives two forms of subsidies; first
 
its capital fund is provided without cost and can be invested to earn
 
interest income, secondly, it is tax deductible.
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There is no doubt that the SICGr over-estimated the willingness

of commercial banks to be involved in this type of lending. Even after 
revision of the guidelines to meet objections of the banks, they were still 
reluctant to use the scheme. The problem is that the banks do not 
see any

direct benefit to themselves from the scheme, but only see more work and
 
more problems oven if the risk of loss on 
loans is reduced. Also the
 
interest 
raze ceilings in Thailand do not allow the banks to receive suffi­
cient spread for lending to small enterprises. Lifting the interest rate
 
ceiling is politically difficult,
 

The speaker closed with some comments on guarantee schemes in
 
general. If the Central Bank coerces commercial banks to make priority
 
sector loans zt be guaranteed under a guarantee scheme, then the credit
 
guarantee institution must have the funds to meet its obligations. Also 
the lending rate for guaranteed loans must allow the banks sufficient
 
spreads.Credi: guarantee organizations should play a more 
active role in
 
screening and supervising guarantee credits. Often guarantee fee rates
 
are kept too low for political reasons. A good credit guarantee scheme
 
should achieve the voluntary participation of commercial banks without
 
coercing them to take part.
 

Apart frot adequate spreads, commercial banks need training to
 
evaluate project viability. Loans must be supervised to insure that the
 
guaranteed loans are used for the purposes for which they were 
intended.
 

Guarantee institutions, Mr. Kongsiri observed, can only create
 
confidence by demonstrating their ability and willingness to pay claims and
 
to disburse them promptly. There should also be some mechanism for
 
refusing guarantees to banks or branches of 
banks which have misused the
 
scheme.
 

Mr. Kongsiri felt that guarantee obligations at least in the
 
first stage should be limited to the amount available in the capital fund.
 
However, he recognized that as many guarantee schemes are backed by the
 
government, this Is not a major problem since in theory there is an unlimi­
ted government commitment to fund any losses. In practice however, there
 
were budgetary problems.
 

In practice, the only sources of income for a guarantee institu­
tion are usually the guarantee fee and the income from its capital fund.
 
Raising the guarantee fee too much was not politically feasible and would
 
discourage borrowers and banks from using the scheme. 
 The other income
 
which depends on deposit rates and the size of the capital fund, should be
 
to meet claim payments as they arise. In general, most schemes are design­
ed for the guarantee fee to cover only the cost of administering the
 
scheme.
 

4r. Kongsiri concluded that in his view credit guarantee s1hemes
 
will probably require some subsidy directly related to the claims. It is,
 
however, essential at all times to assess the economic and social benefits
 
of the scheme in the form of additionality, employment generation,
 
decentralization or whatever government objective is pursued, as 
this has
 
to be related to the costs of the subsidy.
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There is strong argument, for the financial institutions partici­
pating in the schemes tc contribute to the capital fund so they can play a 
role in formnlating policies and managing the institution. Their share 
should not e-cceed 50 percent and possibly less. The bulk of the capital
 
fund should come from the government and/or the Central Bank. 

The next speaker was K. K. Saksena, General Manager of the De­
posit Insurance and Credit Guarantee Corporation of India. Mr. Saksena
 
stated that the Deposit Insurance Corporation and Credit Guarantee Corpora­
tion (CGC) of India were merged together in 1978 to create the instituiion 
of which he is now manager. The CCC introduced three crredit guarantee 
prograas for small borrowers--the most important of which was the Small
 
Loans Guarantee scheme of 1971 applicable to commercial banks. This scheme
 
was superseded by a new guarantee scheme in 1981 which covered credit to 
small scale industries from commercial banks and other financial institu­
tions. 
 Thus at present credits to small scale industries are covered by
 
guarantees under two schemes--The Small Loans Guarantee Scheme of 1971 and 
the Small Loans (SSI) Guarantc Scheme 1981.
 

Mr. Saksena axplained that the Corporation is an autonomous non­
profit making body whose sharel capital is 50 crores I/ entirely subscrib­
ed by the Reserve Bank of India. The Corporation maintains three funds--a 
Credit Guarantee Fund, a Deposit Insurance Fund and a General Fund. The 
Credit Guarantee Fund is made up cf guarantee fees received by the Corpora­
tion augmented by interest on investments, and is used exclusively for 
meeting claims. The Small Loans (SSI) Guarantee Scheme 1981 covers lending
 
to small scale industries by commercial banks for both investments in fixed 
assets or for working capital. Small Scale Industries are defined in India
 
as 
units with assets up to Rv. 3.5 million and investments in fixed assets
 
up to Rp. 4.5 million if they act as subcontractors to large industry. The
 
guarantee fee is 0.75 percent per annum with a concessional rate of 0.5
 
percent per annum on 
loans less than 25,000 rupees (around US$2,000).
 

The present guarantee covers 60 percent of the amount in default
 
with respect of credits up to 0.2 ,illion rupees. For loans in excess of
 
0.2 million, the reduced guarantee cover is 50 percent except for small
 
scale industries in backward areas where it continues to be 60. The condi­
tion to be fulfilled before a claim is paid out is that the loan has not 
been repaid within one mcnth from the date of which a notice of demand for 
repayment of the entire amount has been served on the borrower and that the
 
loan is accounted for as a bad debt by the institution.
 

Mr. Saksena maintained that participation in the Indian scheme
 
was voluntary in that tha_ guarantee cover is available only to those 
financial institutions that choose to join the scheme. 
Once an institution 
has joined the scheme, all eligible loans are automatically covered without 
requiring the institution or commercial bank t-o submit to the CGC each loan 
proposal for prior acceptance. Neither the commercial bank nor the CGC has 
the right to exclude any loan from coverage nor avoid the payment of the 
guarantee fee. The principle followed Mr. Saksena insisted, is similar to
 
that of an insurance scheme which covers both good risks and bad. On
 
account of the automatic bulk coverage, the Corporation, Mr. Saksena
 

1/ I crores -- 10 million rupees (approximately US$0.8 million) 
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contended, is able to charge 
a uniformally low fee on all guarantees. The 
fee is charged on the total loan not only on the gtuaranteed portion. 

In the Indian scheme the guarantee cover is considered to be a
 
contract for credit insurance between the Corporation and the financial
 
institution involved, in consideration of the payment of a guarantee fee.
 
The Corporation does not have any direct 
contract with the borrowers.
 

The guarantee scheme was meant to provide cover for loans granted
 
to small borrowers who without such support would find it difficult 
to have
 
access to institutional credit. To an
reflect this absolute limit has been
 
placed on e corporation's claim liability for a given loan and the scheme
 
is weighted in favor of the smaller borrowers.
 

The CGC attempts to collect enough money from fees to meet all
 
claims, in the past when fee receipts were judged to be short of expected
 
claims the corporation raised the fee from 0.5 percent to 0.75 percent per
 
annum in July 1980 and also introduced a two-tier rate so the benefits
 
would be weighted in favor cf smaller borrowers. Similarly, in 1984 when
 
the scheme came uncer financial strain the CGC reduced the guarantee from
 
75 percent to 60 percent.
 

in the past years, guarantees have been extended to cover also
 
loans by non-scheduled commercial banks and by regional rural banks. 
 The
 
number of commercial banks participating in the 1971 scheme rose from 71 at 
the start in 1971 to 244 is of January 1985. In the scheme started in
 
April 1981, 449 financial institutions were participating.
 

Claims have increased significantly since 1984 and the CGC has 
stepped up the process of settlement. Claims for small amounts are being
 
settled with computer aided procedures within 8 to 10 weeks of being
 
lodged but higher value claims are subject to pre-settlement inspections.
 
As against a claim settlement 
rate of 12,876 per month achieved in 1983 the
 
Corporation settled 41,500 claims per month during 1985, despite the fact
 
that the CGC's staff has been pegged at the 1982 level. A total of 1721.7
 
million rupees of claims were received during 1984 and for 1149.1 million
 
rupees in 1985. For all claims received to the end of 1985, claims from
 
the agriculture sector accounted for 56.7 percent. Small businesses
 
accounted for only 5.3 percent of claims to end of 
1985. As a result of
 
the high claims received from the agricultural sector, the Reserve Bank of
 
India is initiating action to improve controls in lending to small farms
 
and non-farm enterprises in the rural sector.
 

Loan recovery received by the Corporation by virtue of subroga­
tion rights have ranged 10 to 12 percent of the guaranteed amounts. Since
 
1982 the Corporation has made full provision in its accounts for the esti­
mated liability in respect to credit guarantee claims made to it but not
 
yet registered. Total fees of 4.16 billion rupees were collected during
 
1985 and the amount of claims paid during that year were 1.86 billion.
 
After providing for the estimated liability for claims lodged but not yet
settled, a net reserve of 1.25 billion rupees was set up for meeting future 
claims.
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Mr. Saksena argued that in order to help the SME sector it 
was
 
necessary to 
orovide loans at concessional rates which meant subsidizing

both interest rates and the guarantee fee. Considering the very large flow
 
cf credit to the priority sector and small scale industries, it was inevit­
able that there has been some laxity in credit appraisal, in loan supervi­
sion and in debt collection. The Corporation felt that it had to 
change

the attitude of some commercial banks to claiming on guarantees. It held
 
that some banks needed to improve debt collection and to try to recover
 
more funds through rescheduling and through helping firms 
in difficulties.

it was observed that some banks invoked guarantees within one to two years

of loan disbursement and it could be questioned whether this is a
 
sufficient period to declare the loan 
as unrecoverable. Some financial
 
institutions have criticized Lhe CCC for 
charging guarantee fees on the
 
entire balance outstanddng rather than on the actual guaranteed amount. As
ex]ained, the rationale behind this practice was to enable the Corporation 
to set a low guarantee eefee everyone.for 


sir. Saksena concluded by noting that all risks in the guarantee

scheme were borne by the Corporation and there was 
no form of reinsurance
 
in India. He asked whether consideration might to given to creation of 
an
 
international 
agency to provide reinsurance facilities to credit guarantee 
organizations in developing countries. 

Disfcussion
 

In the questions and discussion that followed, the ratio of the
 
amount of guarantees to 
the size of guarantee fund was questioned. It was

argued that giving out guarantees only to the amount in the fund was a con­
servative approach, wnich contemplated an 
unduly high degree of default.
 
It was felt that by increasing the quality of appraisals and supervising

the institutions using the schemes, more guarantees could be given out
 
without incurring too great a risk of not being able to meet claims.
 

There were questions raised as to how the guarantee fund should
 
be financed. lt was agreed that sorae public funds were 
necessary and that
 
the government had to play 
a role, but other participants felt that it was
 
of value to have the banks participating so that they themselves had an
 
interest in seeing that the scheme was properly managed. Other claimed
 
That since the banks were in any case participating in the loans with some
 
risks and paid a fee for using the scheme, there was little justification

for asking them also to 
provide finance for the guarantee fund.
 

Most participants thought that credit guarantee schemes should be

designed so as not to eliminate the banks taking some risks. Some felt
 
that the schemes should actually guarantee only collateral shortage and
 
that banks should be encouraged to take all available collateral. It was
 
felt by some 
that re-examining loans by guarantee organizations would 
increase delays and administrative costs. However, others thought that 
there was need for some check on the appraisals of the banks of the loans
 
submitted for guarantees. It was recognized that there 
were in fact two
 
approaches. One was 
that first a borrower was screened bN a guarantee or­
ganization (as in Korea) and after a guarantee 
was approved the bank then
 
processed the loan. The other approach was 
that the bank processed the
 
loan and that afterwards the credit guarantee was 
virtually automatic.
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Most, but not all, thought the second approach would reduce costs and there 
was a remedy against abuse in cutting out those institutions where claim 
rates became undulv high. 

it was noted that guarantee fees increased the cost of loans (as 
virtually all fees were passed on to the borrowers) and if the administra­
tive costs became high, this might, in the view of some participants, raise 
the loan costs through hihier fees beyond the politicallv acceptable levcl 
for small scale borrowers. A question was raised whether guarantee orgarii­
zations should parzicire in loan supervision but it was generally agreed 
that this acain would increase administrative costs. A similar point was 
made about recever'v o loans after claims had been settled. In general the 
banks had the better organization to do this rather than the credit guaran­
tee oganziataon uho W"ould have to set u an expensive administration for 
this pur pose. i-wever, the cuestion was raised whether banks would have 
any interest fn ma:a-ng serious efforts to recover loans on which guarantee 
claims had been settled. it was nointed out that in most cases banks had 
some resieuai interest an recovering their own part of the risk, and fur­
thermore, failure to make serious efforts at recovery could result in 
institution. being banned from participating in the scheme. 

Mornlinz Session, Thursday, July 17, 1986
 

in the morning session the workshop was divided into two dis­
cussion groups. The ;irst discussed 'Organizing Commercial Banks for Small
 
Enterprise Lending'; the second was devoted to 'Credit Guarantee Schemes'.
 
Following the discussions, the rapporteur of each of the groups reported to
 
the plenary meeting of the wuorkshop.
 

Mr. Kanvinde (India) repcrting for the first group stated that
 
there had been a great deal of discussion as to whether commercial banks
 
were the most suitable institutions for financing small enterprises. It
 
was noted that in some African countries, the banks were still very reluc­
tant to finance small. scale enterprises and specialized development Insti­
tutions were more appropriate for doing this. It was accepted that well­
designed credit guarantee schemes could help. 

The group agreed that only viable, or potentially viable, small
 
iudustry projects should be considered for financing but there was a dif­
ference of opinion as to what constituted viability. Banks, it was claim­
ed, by some, adopted an overly-negative attitude and there was a need for a
 
change of attitude on the part of these institutions.
 

Cost of funds to the lending institutions was important uut this
 
was not exclusively a problem of small enterprise lending. Some thought
 
that the availability of low-cost funds through the Central Bank of the
 
country--either from a donor agency or from the government--could help
 
provide funds for SSE financing.
 

Another problem mentioned was tildt deposits i.ith banks are short
 
term whereas the need of small enterprises is often for medium and long
 
term loans. How, it was asked, could commercial banks be expected to
 



borrow short and lend long-term? It was felt by some, that commercial 
banks should restrict themselves to financing working capital needs and 
more 
specialized develcpmenz financial institutions were needed to do term 
lending. Where such institutions did not exist, or were inadaquately 
funded, commercia! banks would have to be persuaded to provide term loans, 
but for this they would have to have access to long term funds at appropri­
ate cost. Where foreign funds were made available, these intermediary 
institutions must be protected from the risk of fluctuations in foreign 
exchange values. 

Administrative costs such as the cost of 
field staff, specialized
 
staff, persons to provide technical assistance or training was high but 
these were needed to work with sniall enterprises. Spreads available to 
commercial banks did not cover this type of cost. Controlled interest
 
rates in many countries, was also a disincentive for commercial banks to
 
provide finance for small enterprises. It was felt that cross-subsidiza­
tion (as practiced in Indid) 
could cover the extra costs of SME lending but 
this may mean subsidizing losses, or projects with low profitability. 

Several participants thought that private commercial banks would
 
expect the high cost of SSE lending to be covered by allowing them to
 
charge higher interest rates. Most felt that the 
small scale sector should
 
be charged prevailing commercial rates of interest. Access to financing
 
was felt by most as more important for the small enterprises than the level
 
of interest rates. The alternative, for most SSE was to pay a much higher
 
rate to informal lenders.
 

The prevailing view was that the full cost of administering loans 
to small enterprises cannot be charged fully to these enterprises 
as this
 
would not be politically acceptable in most developing countries. An
 
element of subsidy, whether directly from the government or in the form of
 
cross-subsidization was inevitable in the view of most of the group.
 

In conclusion it was agreed by most participants that commercial
 
banks, with their broad branch network, and their skills at handling loans
 
and dubt coi2.ction were well-suited for dealing with the dispersed sector
 
of small enterprises and could be considered as 
appropriate intermediaries
 
if they were given the required support from government and donor agen­
cies. This was reported as the broadly shared (but not unanimous) view of
 
the group.
 

Mr. Malcom Harper (UK) then reported on the second discussion
 
group. The group agreed that the objectives for setting up credit guaran­
tee schemes were both social and economic. it was accepted that such
 
schemes should provide help both for the very smallest micro-enterprises 
and for small or medium enterprises, but it was agreed that the schemes 
might operate differently as far as 
these different groups are concerned.
 
A majority favored risk sharing. 
 It was agreed that a desirable division
 
might be for a project to be financed around 20 percent from the equity of 
the borrower and of remaining 80 percent--25 percent by the lending insti­
tution and 75 percent guaranteed under a guarantee scheme. In the case of
 
micro-enterprises or possibly in respect of working capital loans the
 
ratios might be different.
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On the payment of a premium or fee, there was some discussion as 
to whether it was preferable to ler, a one-time front--eid fee or whether 
,here should be an annual fee on the guaranteed amount or on the total loan 
amount. It was felt 
that a regular annual payment on. the guaranteed
 
portion was probably preferable although it might be possible to devise 
 a 
for.ri of fee in which there was a small front-end paynient on the whole 
amount and then a fee on the guaranteed portion annually. It was recogniz­
ed that the maximum rates that could be considered were in the order of 3 ­
-: D aCr-,C:, ", ao-1 ,;v- ,in z untries, acceptable rates were more
 
likely to be 1 - 2 percent. Efforts should be made for 
 the fees to cover
 
2t least the administratie costs of the scheme. The group agreed that 
 the 
higher rates would be needed if the schemes attempted to cover claims out 
of the revenu.-, and to achieve more 'additional.itv.' 

.cs: .:hoih that a funded scheme was preferable to one in which 
there was ut an open comm itment of the government. Experience in deve­
loping countries had been thit t second type of scheme ran into budgetary 
oroblens. As regards the capital for the guarantee funds while government
 
must be a major source, it was felt that it was desirable to set up a fund 
in which business associations, chambers of commerce, and the ban'ks
 
themselves were all participants to some degree. Some interest was also
 
expressed in the Korean scheme where a levy was imposed 
 on bank profits.
 
It was recognized that a major source of finds for settling claims 
must be
 
the returns earned on the investment of the capital fund and this of course 
was absent when there was only a government commitment. 

Guarantee organizations should be autonomous, be entirely inde­
pendent in making their decisions and should be managed as independent
 
financial instituLions. They should be free to regulate the total 
amount
 
of guarantees in relation to the size of the fund and to 
the income
 
accruing in fees and interest earned. Guarantee schemes should monitor
 
carefully the 
volume of claims to decide on fees and on the risk sharing
 
ratio, and also the performance of different participating institutions so
 
that they can take appropriate action when required against specific insti­
tutions where there were abnormally high claim ra-.es. Reference was made
 
also to a system in Japan and now being considered in some other countries,
 
of reinsuring regional guarantee schemes by generala credit reinsurance 
fund.
 

With regards to settling claims, the prevailing view (although
 
not unanimous) was that payments should be made after 
an agreed period of
 
arrears, in order to establish the scheme's credibility, although there
 
were some who maintained that action to foreclose on 
a loan or some legal
 
action should be required from the bank before a claim is settled as evi­
dence that the loan was deemed beyond recovery. Interest was expressed in
 
the scheme in Colombia where 50 percent of a claim was paid within a speci­
fied number of days of arrears and another 50 percent after legal proceed­
ings were undertaken. There also schemes
was where small credit claims
 
were paid out without requiring legal action, whereas larger--or at least 
part of larger claims--were settled only after recourse to litigation. It
 
was 
agreed by the whole group that the guarantee contract should be expli­
cit as to when claims would be paid and this should be strictly adhered to
 
by both sides to generate and maintain confidence in the scheme.
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The prevailing view as regards loan recovery was chat the lending
 
institutions should be left to do this but the schemes should be designed
 
so that a major effort to recover as much as possible would be to their 
advantage.
 

Finall-, it was agreed that all available collateral should be
 
taken by the banks and that, at the minimum, the assets financed under the
 
project should be used as security together with whatever personal guaran­
tees were available.
 

Afternoon Session
 

The afternoon session, which was chaired by Mr. J. Wilmshurst 
(ODA), was devoted to two presentations on efforts of donor agencies to
 
increase conmnercial hank lending in developing countries. The first
 
speaker was >'r. Sean P. Walsh of USAID who described his agency's programs
for promotinc- commercial bank financing of small enterprise development. 
USAID efforts to help finance small and medium enterprises through the
 
private sector had been through a Revolving Fund operated through the
 
Bureau for Private Enterprises (PRE) which was created in 1981 to develop
innovative private enterprise projects. The Revolving Fund was established 
by the US Congress in 1983 and was limited to lending activities that have 
a demonstration effect, are innovative, are financial viable, have an
 
impact on employment, on use of technology and were directed to small
 
businesses and cooperatives. The Fund is planned to reach a maximum level
 
of US$100 millions, US$46 millions of which have already been appro­
priated. To speed the rellow into the fund, grace and maturity periods
 
were recently shortened.
 

Of the 17 loans in the Fund portfolio (as of September 30, 1985),
 
14 were with financial intermediaries which constituted 82 percent of the
 
total loan value of $30.5 million. Loan maturities were shortened recently
 
from 6.8 to 4.7 years and the leverage of the Funds resources are to be in­
creased from 2.5 to 3.5 between 1984 and 1985. Of the 14 operations with
 
financial intermediaries, 8 involved private banks. Together with earlier
 
operations with the Kenya Commercial Bank and the Siam Commercial Bank,
 
there is now a PRE portfolio of 10 direct deals with banks including three
 
Latin American financieras and seven commercial banks. Apart from the
 
Kenya Commercial Bank all the others are private organizations owned by
 
local and/or foreign stockholders. Eight new projects are planned in the
 
1986 program.
 

The first tvo operations were direct $2 million loans from PRE to
 
Kenya and Siam Commercial Banks, but the more recent operations involved
 
credit guarantees. These latter invo0ve arrangements whereby USAID places
 
funds in a US depository bank to guarantee a portion of the SME credit
 
operations by the client bank in the LDC. So far there have been direct
 
specific deals with each bank but PRE is now thinking of a credit guarantee
 
arrangement in which a number of 
banks would have access on a first-come­
first-serve basis to a general guarantee facility. In the first guarantee
 
arrangements USAID deposited funds in a US Bank account to guarantee
 
foreign exchange borrowing made by the client bank. These deals carried
 
high foreign risks for the client bank and soon bccame unacceptable. Under
 
the new arrangement the US bank opens a collateral account with USAID funds
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in the name of the client bank. In the event of a default, the developing 
country bank could call on the collateral account to cover itself. Thus,
 
only in the event of a default, would the transfer of dollars take place.
 

Mr. Walsh emphasized -hat PRE ries to price its prodLlcts and 
those of client banks at market razes. Interest rates on the Fund's loans 
are usually set at the 
rates for the US Treasury notes of equal maturities
 
and those of the loan operations of the client bank at marKet rates. In
 
the credit guarantees schemes the client bank does not pay the interest 
directly as the funds remain in the US bank and are invested in US securi­
ties the interest for which is paid to the Fund. 

The fees charged involve a transaction or facility fee--usually a 
one time charce of one percent of the loan amount, and guarantee fees set 
high enough to cover the expected loss on the guarantee facilities. This 
is uscually set at twice the historic loss record of the client bank. Guar­
antee fees are charied each year on the average daily anount of USAID funds 
outstanding as guarantees. 

The Revolving Funds total return is the sum of the interest it 
receives plus the fees charged, less a management fee by the US. bank. The 
Fund's return now runs at about 8 to 10 percent. Reflows to the fund as a
 
of June 1986 were about US$250,000 on total disbursement of US$10 7 
millions. Mr. Walsh pointed out that the spreads given to the client banks
 
are the usual spreads less the facility and guarantee fees and have varied 
from 3 to 1] peccent. About 60 percent of the spread goes to covering
 
direct operating costs and the remainder can be considered as profit, but
 
this differs somewhat in each country. The client banks insist on colla­
teral on all loans made.
 

So far there have been no losses at all, Mr. Walsh stated not
 
even in the early loans in Kenya and Thailand. Until now the client banns
 
have not taken much initiative in putting deals together. In most cases
 
lending to SME represents unfamiliar territory for these banks.
 

One of the lessons learned in these operations, the speaker
 
noted, is not to push the clien-,t too far from their current operations or
 
to expect them to start new services. The security offered by the Fund
 
which generally covers fifty percent of the risk, has been enough to
 
persuade the banks to move 
into this field. The period of operation of the
 
whole program has been too short to be able to evaluate fully the perfor­
mance of the client banks.
 

The main lesson for USAID is.that private commercial banks have
 
been able to have a development impact in SME development. With careful
 
structuring Mr. Walsh stated, private commercial banks are a suitable 
vehicle for obtaining development goals. Earlier concerns that development
 
would beretarded by interposing a for profit intermediary has been shown 
to be unjustified. In the evaluations of the experience of the Siam 
Commercial Banv and the Kenya Commercial Bank, it was found that the six 
development goals ranging from employment generation to skill development
 
to poverty alleviation were met.
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One lesson learned from the Siam Commercial Bank operation where
 
the sub-borrowers were asked to take on the foreign exchange risk and were 
hit badly after The devaluation of the local currency, was not to ask small 
scale enterprises to take on risks beyond their control.
 

In conclusion, Mr. Walsh stated that one of The concerns of the 
fund now was that while giving more attention to supervision and evalua­
tion, efforts will not be reduced to develop new projects. There will be 
need to increase staff for this purpose. 

The Fund is developing innovative products to encourage private
 
banks to serve SHE. It is Dleasing to note, Hr. Walsh concluded, that
 
other donor a-encies are looking with interest at these activities for
 
possible use in their own programs.
 

The ne>:t speaker was Mr. Jacob Levitskv, Operations Advisor at 
the World Bank, who reviewed the eXperience of the World Bank on lending to 
Small Enterprises 1hrough Commercial Banks. Mr. Levitsky pointed out that
 
in the early projects financed by the World Bank targetted at small enter­
prise, development finance instirutions were used as intermediaries.
 
However, it soon beaame clear that there were severe limitations in the use 
of these institutions for delivering credit and other assistance to small
 
enterprises and so the World Bank began to seek ways of using commercial 
banks. In the period 1978 to 1986 the World Bank approved 36 projects in
 
support of small and medium enterprises in which commercial banks were the
 
main intermediaries in 16 different countries for a total amount of over
 
US$1.5 billion. This represented around 60 percent of all the finance lent
 
by the Bank during this period in support of StIE. Commercial banks parti­
cipated in projects in Asia, Latin America and North Africa but in Sub-

Sahara, Africa, World Bank lending to small enterprises continued through 
development finance Jnstitutions. Also outside Africa there were excep­
tions in some countries where SME lending continued to be channelled
 
through specialized development finance institutions.
 

Mr. Levitsky explained that as the World Bank decided to work 
through commercial banks, it looked for new approaches that would encourage 
these institutions to take part in these projects. Such approa'ches includ­
ed providing commercial banks with long-term funds at acceptable costs
 
specifically for lending to small enterprises, allowing commercial banks an
 
adequate spread to cover the higher administrative costs, influencing gov­
ernments to follow credit and interest policies that would be conducive to
 
banks participation in SHE lending programs, and encouraging the establish­
ment of credit guarantee schemes to reduce the perceived risks of such
 
lending.
 

Commercial banks were generally unwilling to use their own funds
 
which were in the form of deposits, so that it was important to make avail­
able other funds. This was done by the World Bank channelling its loans to
 
a special fund which was then used to rediscount credits made by the 
lending institutions to small enterprises. This fund is usually located in
 
the Central Bank, but in some cases in a development bank. Usually the 
sub-loans made by a commercial bank under earlier projects were rediscount­
ed at one hundred percent but in later projects efforts are made to redis­
count only 70 of 80 percent to encourage the banks to use some of their own 
funds. 
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The spread allowed the commercial banks for onlending to small
 
enterprises was increaseC as most studies showed that four to. five percent
 
was usua!lv required for such lending 
to be regard as profitable. In
 
practice the spread varies from 2 percent in Morocco to 
8 percent in some
 
Asian countries. However, 11r. 
 Levitskv pointed out that experience has
 
shown that many commercial banks participated in lending to St'_ ftr r-azons 
beyond the profizabilitv of the lending operations. There was e'vidence 
that banks became involved because they thought such actzcns created oppor­
tunities to attract new customers for their other banking services. 

In such refinancing i{rrangements the World Eank has generally

allowed all financial instituLions 
 to take part. in the sc'ieme provided that 
the. met certan standards thus introducing an element of competition in 
the use of the funds. Eliibilitv crl'eria usuallv laid dovn that all par­
ticipa.ting firiancial i nstjtutiotis :e financially sound, that they should 
nave an acceptable debt' equitv ratio, that their loan portiolio should be
 
in reasonably 
 g-ood state and that they sticuld have made adequate provision
 
for loan losses. Participating batks have also been required 
 to have a 
suitable branch network and adequate staffing.
 

inrerest rates, Mr. Levitsky noted have been a major issue in
 
most World Bank SEE lending projects. The World Bank has succeeded in con­
vincing most governments (with a few exceptions) that subsiaized interest
 
rates 
for small enterprises was counter-productive, produced distortions i.n
 
the type of benefits, encouraged investments that were not justifiec[ on
 
economic grounds and eroded 
the real value of the loan funds. In many

countries SMI loans are now made 
at real market interest rates and other
 
countries are moving in this di.ection. The speaker pointed out that World
 
Bank loans for SME require that the foreign exchange risk be borne by the
 
government.
 

With regard to portfolio performance, Mr. Levitsky pointed out
 
that there was evidence that where 
commercial banks participated, arrears
 
were less than in projects involving only public development finance insti­
tutions. For instance, commercial bank lending through World Bank support­
ed credit programs involving refinancing in Mexico, Honduras, and Ecuador
 
have enjoyed high repayment rates. 
 However, the speaker acknowledgel that
 
there has been serious deterioration in repayment situations in 
some
 
projects where commercial banks have participated notably in Bangladesh,
 
Indonesia, Sri Lanka and Morocco. Understandably, Mr. Levitsky commented,
 
as portfolio pcrformance deteriorated, the commercial banks have less
 
inclination to lend to 
smaller borrowers.
 

As regards credit guarantee schemes, the speaker emphasized that
 
the Worid Bank itself does not provide finance for such guarantee funds but
 
has encouraged and assisted governments to introduce such schemes. 
 In
 
several cases, however, where such schemes were 
in operation together with
 
World Bank credit 
lines, for example, in Sri Lanka, in Cameroon, in Jamaica
 
in Liberia and in Morocco they were 
not adequately funded or were under
 
staffed so that claims could not 
be handled in reasonable time and commer­
cial banks lost confidence. It is 
the World Bank's view that such guaran­
tee schemes can be useful but a more serious approach to the design and
 
operation of these schemes is needed.
 



- 40 -

The speaker concluded that it was the World Bank's experience 
that it is possible to involve commercial banks in lending programs for 
small e aterprises but this does not mean that in all countries these insti­
tutions are ready to play this role. While some developing countries--
India for instance--claim success in channelling funds to SME through com­
merc~ai banks by mandatino a designated proportion of their portfolio in 
loans to small enterprises, the World Bank's view is that it is more desir­
able to provide incentives for banks tc lend to this sector. These incen­
tives could include allowing them to lend at real intere,;c rate levels that 
would ensur'e the profitability of the lending operatiua and to allow 
spreads enougto to cover the high administrative costs. Credit guarantee 
schemes, proeriv designed and opera ed, can also help to encourage 
i ncrea.ed !onJing fro, concrca banks for small enterprises in developing 
countries a,, :ev have in developed countries. 

Discussion
 

A number of questions were raised on the conditions attached to 
World Bank loans. Some speakers thought that some of these were unreason­
able and that zh2 World' Bank should also participate in the risks involved 
in credit lines. iT was exoplained that all World Bank loans are guaranteed 
by governments but the IFC dId in fact assume some risk in its lending. 
Some comments referred to prcblems that commercial banks faced in using
 
World Bank funds claiming that the procedures were cumbersome requiring
 
approval at different stages. It was pointed out that in recent years
 
institutions have been allowed a great degree of autonomy in approving
 
subloans from World Bank credit lines and only a few subprojects above a 
certain size were referred to Washington. 

There were scme questions to how the World Bank had overcome the 
reluctance of commercial banks to take part in programs for lending to 
SME. It was emphasized that this had been in some cases a slow process 
where.y only a few banks had participated in the first projects with more 
joining later when they saw that this type of lending was feasible and pro­
fitable. In some countries Bank loans had been helped by the government 
agreeing to the loans being considered outside prescribed credit ceilings.
 
In other countries government pressures to lend to the SME sector made
 
banks started using World Bank funds for this purpose. In several
 
countries, however, the commercial banks participate in the schemes volun­
tarily out of the conviction that the risks in the type of lending are not
 
as high as originally perceived if a careful screening is made of borrowers 
and care is take-n to have loans covered with collateral or guarantees. 
Mexico was a good example of a program that now had been going for more 
than thirty years with more tian thirty commercial banks participating. 
Mr. Levxitsky Maintained that the World Bank's experience has shown that 
this morel of refinancing of loans made by commercial banks together with
 
appropriate incentives has proved successful in getting commercial banks to 
lend to small enterprises. Gradually Chey are'beginning to use their own 
resources where the lending conditions are right. 

Concluding Session: Chairman, J. Wilmshurst (ODA)
 

The final session was devoted to a review of the discussions that
 
had taken place at the workshop. Mr. Millard Long reviewed these
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discussions by giving his view that there was need co reflect on the advan­
tages and disadvantages of directed lending in the form of specia.l credit 
line: for small enterprises. The arguments might be stroag in fa; or but 
there were other considerations that had been covered at length inMr. Lope: presen::azion, in the first session. He thought that there had 
been sorae recon:ition in the workshop that there was need to provide 
funding for s'nail ent rises j some circumstances through directed 
credits but that if one c',ild achieve financial sector reforms to the poinc
where the financial svsten operated independently, in the end the small and 
medium enterprises would also benefit. In his view, there was need to 
reach consensus both on buildinc up a healthy financial sector and also for 
catering for the cpecial needs of the small enterprise sector. As had been 
outlined "n Lthe discussions the commercial banks could play a role if the
 
situation nak:e this type o lending attractive and profitable.
 

t. J arch Levit svin summilic up thought that the consensus of 
the meeting see ed to be that a balance had to be found between a hign 
volume of credits directed at small enterprises and improving the general
availabilitv of credits to all efficient and profitable enterprises in
 
which small enterprises would ultimately gain. He believed that sone
 
element of cross-subsidation might be healtiy and attractive to commercial
 
banks provided the amount of lending to small enterprises sector was kept 
in proportion in relation to more profitable activities undertaken by the 
banks. He b,_,lieved that the commercial banks could find lending to small 
enterprises profitable after they became more 
familiar with how to handle 
loan applicants from this sector but the" needeJ incentives such as being
allowed to lend at commercial rates to small enterprises and receiving an 
adequate spread to cover administrative costs. The workshop has generally
 
agreed that a risk sharing arrangement such as in credit guarantee schemes 
could be an incentive to persuade commercial banks to lend to LME. 

There was need to support commercial bank lending by some form of 
nonfinancial assistance to help improve the efficiency of operation of the 
borrowing firms and to help the banks to obtain the type of information 
that they needed to mke corrct appraisals and better loan decisions. 

The session was concluded by a statement on behalf of tne World 
Bank and ODA thanking the participants and the speakers for their contribu­
tions. Some participants thanked these institutions for their support and
 
their organization of the workshop and particularly the ODA staff who had
 
been responsible for the local arrangements and had helped the World Bank 
to reproduce and distribute the extensive documentation. It was agreed 
that the World Bank would In the ne.r future produce a report of the pro­
ceedings to he distributed to all participants. 

(S-lOr)
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Minister for 
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Business in the UK: Report of a Recent Study: 
Alan Doran, Consultant, London. 

The years preceding the development of NMB--
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Commercial Bank Lending to Local Enterprises in Africa 
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Mandated Lending to Small Industries: Experience of 
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- D. J. Kanvinde, State Bank of India. 
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6:00 Reception--Hlost: Sir Crispin Tickell (Permanent 
Secretary ODA) 
Executive Common Room 

Wednesday, July 16 - Fairbairn Room 

Special Issues in Commercial Bank Term Lending to 
Small Enterprise in Developing Countries 
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Chair: M. Farbman (USAID) 
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de la Plata 
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Credit Guarantee Schemes 
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%V 
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Thursday, July 17 - Fairbairn Room
 

Discussion Groups (2) 

9:30-

11:00 

Subject: How to Increase Commercial Bank Lending to 
Small Enterprises 

a. Organizing Commercial Banks for Small Enterprise 
Lending. 

b. Operation of Credit Guarantee Schemes 

11:00 Coffee 
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3:30 
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in Development Countries 
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3:30 Tea 

4:00 Concluding Session 

Discussion 

5:00 Closing Remarks 

July 1986 
Age da/ODA 

"A 
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