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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
Bark and the Overseas Development Administratior (ODA) of the UX. 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 1.L.0 and the Inter-American Development Bank.

Participants included twenty four persons from twentv different
developing countries--Argentina, Bangladesh, Colombia, Cyprus, Egypt,
India, Indonesia, Jamaica, Kenva, Liberia, Malavsiz, “lexico, Nepal,

Pakistan, Portugal, Sri Lanka, Tanzania, Thailand, Turkey, and Uganda.

The development assistance agencies were represented by thirty-
two persons from Canada (CIDA), Germany (BMZ, GTZ, KFW, DZG), Japan (Ex~Im
Bank), Netherlands (Development Ministry, FMO, RVBR), Norway (NORAD),
Switzerland (SDC), UK (ODA, ITDG), US4 (US AID). There were also repre-

- sentatives present from the Inter-American Development Bank, the Asian
Development Bank, .he African Development Bank, the European Investment
Bank and the World Bank. 1in addition there were 11 observers from UK
organizations.

Morning Session, Julv 13, 1986

The meeting was opened vy 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 tanks 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-—
tence for small enterprise development. Mr. Levitsky pointed out that
World Bank had teen responsible for organizing the meeting with ODA acting
as host. He added that the meeting was also supported financially by
virtually all che donor agencies.

He then introduced 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.

HMr. Long pointed nut 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 & 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 rrimarilv bv 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 onlv get loan repayments even from very
successful firm
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Such venture capital funding was usually not available in most
developing countries so that the smaller risky firms, had uifficulty in
obtaining financzing. Mes:t frequently governments intervened to support the
financing of swall firms through special programs. Credit guarantee
schemes could help by reducing some costs but they might increase others.
In Mr. Long's view 2 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 theyv 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 1ife cycle which
should be supported.

The speaker than suggested that if the objective was social, then
the credit guarantee program would have .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, nameily 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,
Lismon, Portugal who spoke on selective credit policies in relation to com
merzial banks. r. Lopez contended that selective credit policies existed
ir all countriec 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
the 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
cred’ts 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-
ticularly so in the case of credit policies applied to small industries.
Such programs were usuallv intended to offser the unequal competition with
large enterprises fcr 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 of:ten 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 manv 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. Lecpez explained, required financial
institutions to place a minimum percentage of their assets in certain types
of credits and so limit the freedom of commercial barnks to choose credit
operations considered less risky or more profitable. As an example of the
problems created by excessive recourse to instruments of thisg type,

Mr. Lopez referred fo 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 with the operation of market forces and if their costs were
explicit they could be more easily controlled. Interest rate subsidies,
granted either to korrowers or to financial intermediaries, can be financed
from the budget, by the central bank, or by surcharges levied on other
banking opetations. Since most czountries have budgetacy problems, interest
rate subsidies borne bv the government are not frequent. Most subsidies
granted by the Central Bank are based on preferential rediscount rates.

Mr. Lopez preferred tue 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 exchangx rate depre-
ciated substantiallv, subsidies to medium and long term credits tend to be
high. 1In such countries all terms Isans should have floating interest
rates and if they are subsidized care should be taken that the margin of
subsidization is fixed.

Discussin e role of specialized financial institutions created
in various countrie or 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 categnries 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 manv countries the disadvantages outweigh the benefits of
creating such specialized institutions. 1In recent years, such specialized
institutions including development banks, agricultural credit insnitutions
and so on, have suffered from a high {ncidence of non-perforning 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.
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ln 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 allnwed 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. One participant questioned whether mandating commercial banks to
lend to small enterprises could not be controlled to reduce its negatvive
effects.

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

The next =pnaker was Mr. Klaus Mav of the German Saving Banks
Association, who reviawed the German experience in the role of savings
banks in small enterprise lending. Saving banks in Germany play a major
role in promoting savings and provide both personal mortgage loans, and
loans for investment. Small enterprise lending was a major part of the
saving banks czredit programs. The bigger banks in Germany, Mr. Klaus
commented, used their funds primarilv to finance their large customers'
while the saving banks tried to lend to as many berrowers as possible and
thereby heslp the small business communitv,

The saving banks in the Federal Republic of Germany now have a
portfolio of DM 757.5 billion which represented 38.7 percent of the total
credit market. This figure includes roughly DM 97 billion of loans to
small and mediun scale businesses, i.e., just under 30 percent of the
savings banks total lending. 1Its lendings to the craf: 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 thelr total business
assets which made modernization and expansion difficult. Soon after World
War 11, 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 op=rate for
one industry onlv. 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 enterprise 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 businesifs.

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 investmeuts. In some cases, such advice has made customers reduce
the amount of credit requested and in some cases resulted in withdrawal of
loan azpplications. In assessing credit applications the savings banks
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worked closely with experts, with chambers of commerce and with associa-
tions. After ostablishing that the debt can be serviced, 1f the security
furnished by the horrower is insufficient ther the credit guarantee associ=-
ations are asked for help. 1ln most cases the inaterest charged on loan to
small enterprises was at the lower end of ths range of offered by the
competitors despite higher administrative cests.

Mr. Mav went on to describe some contacts he had made 1n develop-
ing countries, referring to visits to the “iddle Fast and in Asia. He
believed that the saving bank concept was applicable in these countries in
helping provide small loans to craftsmen and sma:!l enterprises. He
referred to the first success scored in the setting up of a Municipal
Savings Bank in Peru. 1In a few vears he hoped there would be more results
from other projects now heing undertaken.

\fternoon Session, Julv 15

>

After lunch the meeting was addressed bv the Right Honorable
Timothv 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 welconing to London so many representatives of
organizations concerned with the promotion of small scale enterprises, the
Minister stressed the great interest zhat 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 gvound for the generation of wealth and employment but now more
emphasis was being put on the 1.4 million small firms 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 degigning policies to
provide incentives for those starting businesses. Between 1980-84 130,000
more small firms started up than went out of business, rnd in 1984 the
surplus of firms set up was 36,000, double the 1980 figuce.

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 to the evidence that
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
£5530 million in bank loans, an average of £32,000 per loan. There is much
evidence, the dinister went on, that many of the businesses that had
benefitted from the guarantees would probably not have been started in the
apsence 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 providirg generous tax relief to individuals who consider
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investing in unquozed companies. 1In the first vear of the Scheme's exist-
ence, some 715 companies raised £105 million (about flS0,000 per company)
and the Scheme is plaving an useful part in providing equity capital to
small companies with good growth prospects.

In addition to the *wo measures described, the Government is pro-
viding a network of information and expert advice through its own offices
and through local enterprise agencies. The Eritish Government is also
looking at the burden of regulations on the smail business sector to see
where these can be reduced.

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

While cthe nmajor thrust of the British Aid program over the years
has been in providing infrastructure, each vear the British Government
spent aboutdi3 million on training personnel both in Britain and overseas.
Like other donors the British Aid program has provided financial assistance
to dev lopment finance institutions in countries such as Kenva, Pakistan
and Tndia. The Commonwealth Development (CDC) which receives financial
support from che 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 (I1GDG).

]

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 see if
it was feasible to use aid for this purpose. Mr. Raicon 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 prowoting small enterprise development. He hoped that the.
workshop would assist in an exchange of ideas and experience and that
useful initiatives would emcrge.

The next speaker, was Mr. Alan Doran of the Economists Advisory
Group UK, who reperted 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
intZrest 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.
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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 or 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 vears of
the scheme to close to 30 percent of borrowers and giving a net cost to the
scheme of about three times the income from the guarantee premium of three
percent, proved that relaxing security requirements was a mistake. The
second nisconcepiion was that guaranteed loans were a substitute for
equity.

One of the biggest mistakes of the LGS was that, uniquely among
guarantec schemes, personal guarantees were not taken by the lender or the
rantor.  Thus businessmen were able to "walk away"” when things got
gh. The sccond nisconception was that in some start up situations
ring 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 gzeneral it was difficult to change the traditional outlook of
U.K. bank managers even though efforts are baing 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. 1In Mr. Doran's view the UK was unusual
among developed economies in rhe 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 £IO0,000. Because eyuity 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 preparing cash flow
forcasts and this resulted in over-optimistic growth projections. A longer
time horizon might produce better projections.

The presentation of business plans was poor. Some bank rejected
applications because the marketing aspects of the plan were unconvincing ds
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accountants who usually prepared the plan were generally weak in market-
ing. Unsatisf{aitory business plans were sometimes accepted because they
were well presented with professional lnoking documents and more usually
bacause 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 business plan particular atten-
tion, should be paid to previous performance. ©ne bank now credit scores
all applicants for business loans of less than &« 20,000.

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

-V
tejections of loan applications even though good banking looks at this
last. The NEDO study revealed, that it was claimed that about 20 percent
0" new National Westmninster Bank business development loans were

unsecured. Most banks at both branch and regional level claim with some
justificavtion zi.zt the potential rewerds frou unsccured luending margins
would be completelv insufficient to compensate for the losses incurred
because the banks have not demanded the borrower's full commitment. The
speaker noted that most UK branch bank managers have only the vaguest of
guidelines to zssess 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 cest of not taking security.

NEPO study on :the subject of loan monitoring. Actual losses iu 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 cheir 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 information and is moving awar from reliance by banks on account
scrutiny. As businesses improve their management information systems they
also become better customers for tne bank.

Mr. Doran's concluding remarks refer:ed to the findings of the

Mr. Doran stressed that the relationship between a bank and a
small business is between a large powerful organization and a small weak
on2 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 barks sre recognizing tihis 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 short term moneyv, fully secured in high volume
without trving to understand the business of their borrowers. In any
event, Mr. Doran concluded, the next 10 vears 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 FMO, Netherlands Development Finance Companv, 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 businesss either of catholic or protestant denomination, some credit
unions, some philanthropical institutions and some private monev lenders.

Afrer 1909, there was
then came World War 1

at the iniriarive of

enterprise banks came

an apex I .astitution,
purpose was mainlv to

and to provide funds ¥

a wave oi take-over of small banks bv larger ones and
when business suffered from war conditions. 1In 1914
he then Minister of Agriculture, the small and medium
together and the ANCM Bank was legally established as
it did not iend directly to entrepreneurs, and its
bring some coordination among the participating banks
or these banks. The government was not a shareholder

but only guaranteed discounting facilities to the ANCM Bank and provided an

annual subsidv.

Bv the end of 1915 fiftv nine bank branches participated in the
ANCM whose losses were covered bv the Dutch government's annual subsidy,
Two 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

ernough management time invested ir banking activities, to low interest

rates, and ro an ineff

nomic climate.

icient organization operating in an unfavorable eco-

In 1918 the ANCM was reorgaznized. 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 joired the “Centrale” by 1921
as against eight in 1815, 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 lioan size was
and to zrtisans.

low, and most medium term credit was to retail shops

The vear 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 2ll the SMT b

anks in the countrv. The "Centrale" decided to guar-

antee the creditors after the four bark¥s 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
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debts but this did not settle the problem. The events led to the
"Centrale” adopting & conservative credit policy cutting down loans care-
fully auditing all participating banks and making sure subscribers paid up
on their subscriptions.

Ev the end of 1925 the "Centrale” was on the verge of
bankruptcy. A new 28 vear old chajrman was appointed who made his accept-
ance of the appointment conditional on an increase in the guarantee of the
government from ¥ 1.5 million to F 11.5 million. The new team followed a
cautious policy on loan approvals, made efforts to acquire new dep051ts, to
improve the qualitv 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, the coverament stated it was prepared to make further
£iz only 1f all SME banks would join together. Then, the
nJL was created bringing vogether the Centrale, the Protestant banking

Toup and the SMB bank of Limburg, each for one third of the equityv. The
government gave subsidies to each of the three participants. The NMB was
established as a Small and Medium Business bank and has remained so until
this day although now its banking operations are much wider and it is the
fourth largest bank in the Netherlands.

Summing up ..c 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 acced when it was
necessary for i1t 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-
caticen 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
conclusion or the type of organization most suitable to provide credit for
SME. In the last twenty-five years or so the NMB has grown to a full com-
merclal bank 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,
SME financing. 7This was partially a result of the government financed
credir guarantee scheme no longer being a monopoly of the NMB.
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One conclusion that can be drawn from tne recent history of the
Netherlands is that commercial banks can be effectively involved in SME
firancing. But this canno: bde done without che active support—-put not
necessarily interference in operations—-of the government.

The next speaker was Mr. J. H. Frimpong-Ansak of the Standard

Chartered Bank. London, who reviewed some past experiences on commercial
bank lending to local enterprises in Africa. Mr. Frimpeng-Ansah gave his
view that the historical development of commercial banking in Africa
created banking structures which arz too centralized to be suited ro the
needs of local swmall scale enterprizes. A closer look at the expatriate
and indigenous commercial banks of these countries does not indicate that
) s can wasily be adapted to local needs. The speaker

e

nese soructure

questioned whether there was any desire on the part of the expatriate
commercial bhanke to modirfy their operations to suit the needs of the
African economv. He cuvestioned whether public policies have aided such
attempis as have been made.

Reviewing the emergence of new indigenous commercial banks in the
post independence period, Mr. ¥rimpong-Ansah maintained that most of these
followed the partern of expatriate banks which was aot surprising since
most of the expertise had in fact come from these institutions. It would
have been unrealistic to expect that the lucrative urban banking business
would be left in the hands of expatriate banks while indigenous banks would
concentrate on the mere difficult and 'ess rewarding rurzl and subsistence
economies. Such views were regarded as unpatriotic and the rural comamuni-
ties have never been able to constitute themselves into commercial or
political groups strong ®enough to change public policy in this respact.

Mr Frimpong-Ansah then called for the devslopment of small
locally owned banks with operations limited to the town and village, and
managed under technical arrangements with larger commercial banks or even
-Zch the central bank. Commercial banks might visit rural areas at regular
intervals to take deposits and to offe: other services. New banking struc-
tures should be created that emphasized these district banks and which
placed more emphasis on domestic rather than internationzl business. Such
banks would focus on local financial nceds and would try to retain
resources in the district. He thought efforts should bz made to develop
specialized banks, at district or regionesl 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 thev do not reflect the real cost of such lending. There is
also increasing evidence that cheap meney does not encourage borrowing for
developmant purposes.

In the view of the speaker, the commercial banks often allocate
greater proportions ol 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 informal 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, namelv the concealment of illicit transac-
tions, impedes the development of proper relations between local entrepre-
neurs and the banks. Local erntrepreneurs cannot channel these informal
transactions through bank accounts as thev aim tc¢ avoid taxation and the
declaration of such transacuions would itself be illegal. For the same
reason commercial banks some countries where informal merkets have flour-
ishaed and, where governments have tried to undermine the confidentiality of
bank customer relaticns, have cxperienced a:c times shortages of liquidity
as local currencies have been held mainly outside the banking system.

The ewpatriate banks also recognize that the banking structures
ate unsuited che needs of local enterprise, but they maintain that they
carnot 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 wer= few bankruptcies. After this
experience the barks' 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 “or the business nor do they differentiate properly between personal
affairs and their businesses. 1In general, expatriate banks believe that
the majority of local enterprises are too small and their finarcial 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 mayv be maturing in their lending experience or local
businesses may be better managed, or possibly political pressures are
diminishing. Waea governments attempt to limit indigenocus bank lending to
local enterprises, these banks feel that they cannot expect to be profit-
able without 2 better mix of customers and therefore press to be allowed to
lend also to non-indigenous enterprises. It is true, however, rhat the
indigenous banks are more suited to dealing with local enterprises,
socially and culturally.

The speaker mentioned some criticisms of local entreprenmeurs 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. FEntrepreneurs prefer personal guarantees which are less cumbersome
and do nor tie up liquid capital.
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Scme indigenous enterpreneurs have complained to me, said
Mr. Frimpong-Ansah that their credit facilities were often cancelled sud~-
denly and arbitrerilv, without any justifiable reason. Most local African
entrepreneurs seem satisiied with tae working relations that have developed
<«ith incigenous banks both public and private. They admit that some
"expatriate attitudes” have developeé in some indigenous banks, but the
moTe mature enterprises recognize that these are moves towards greater
efficiency. Not unexpectedlv, some larger local enterprises have the same
complaints against the indigenous banks as against the expatriate banks.
They would like quicker decisions and a better understanding of their
nroblems.,

The general conclusion of the speaksr was that the most suitable
commercial panking institutions for small scale local enterprises would be
snaller independent rural and district banks which operate in the same
envirowment as the locsl enterprises.

inal speaker of the first day was Mr. D. J. Kanvinde, Head
of the Economic Research Department of the State Bank of India, who de-
scribecd the experience of his b=nk 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 crea<ion of the Smalil Industry Development Organization
headed by a Development Commissioner 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-£3), 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 rationclization 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 lcans up to Rs 25,000. The Industrial Davelopment Bank of India also
refinanced loans granted by commercial banks and state finance corporations
tc small scale industries. :

By March 1985 the target 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. 1In practice by the end



_15..

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
scals industries assisted by commercial banks increased from 73,987 for a
total of RZ.5] billion, in June 1965 to 1.2 million accounts for a total of
B 53.9 hillion at the end of December 1983,

Mr. Kanvinde explained that the State Bank had to change former
more conservative traditions tc assume greater risks in granting term
loans, to provide venture capital by setting up an equitv fund, and to
charge a lower rate of interest despite higher risks involved. It also now
provid:s technical and managerial consultancy and helps promote
entrepreneuvial development. o loan applicant with a viable project is
now denied credit for lack of collateral.

In 1967, a scheme was launched to provide up to 100 percent of
financing of orojects to quality entrepreneurs which covered people with
technical gualificaczions, experience and skills with management qualifica-
tions such as accountants. The State Bank of India has also conducted
studies on the causes of "sicitness” in small scale industries, which
revealed the need for more consultancy assistance. The State Bank's expe-
rience with snzll industrv financing showed that a large number of small
scale units suffer because their initial equitv is too low. In 1975 the
State Bank recommended to the government the creation of a "naticnal equity
fund” for new small sale industries, and in 1578 it set up its own eguity
fund from its profits with an initial capital of R 10 million. Assistance
under the scheme is given to new units through interest free loaus ranging
trom R 5,000 to R 50,000 to meer 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 caun be
taken.,

lindoubtedly this new development role of the State Bank of India
has cut inte its profits. It began to regard the success of the uvnits it
financed as the only real security to ensure loan repayment. Mr. Kanvinde
acknowledged that the 3tate Bank of India, together with the other commer-
cial banks charged a concessionary rate of interest to small scale indus-
tries, as compared to thcse 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 vo 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 (.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 and 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 Joan tc small enterprises has
fallen. Between 1970-84 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 bv the State Bank and 19.6 percent
0of 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 tn cross-
subsidize the priorityv sectors such as small scale 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 supsidy, since the profits which will ultimately go to the
tr2asury of the country is correspondingly reduced. It is the experience
of the banking sector in India that the banks can play a promotional role
more eiffectively 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. :

0f 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 nceds 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 pollicy 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
financial aims, and felt that the Indian experience had decided heavily in
faver of supporting social objectives.
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Morning Session, Wednesdav, July 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. M. 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 mainlv to very small/micro enterprises.
The lending institutions take the risk and are required to repav the loans
whether or not they raceive pavment from the borrowers.

In Mexico, a micro enzerprise is defined as one which employs up
to 15 workers, and in 1985 had sales of not more than US$84,000 equivalent;
a small enterprise is one employing from 15 to 100 persons with annual
sales not greater rthan USS! million equivalent; a medium enterprise is one
which employs up to 250 rersons with annual sales not more than USS$3
million equivalent. FOCAIN refinances credits made both for working capi-
tal and for the purchase of new equipment or for the construction of
buildings. ‘tore recentiv, FOGAIN has initiated a program for rediscounting
purchase orders put out by large public sector entities ordering products
from small and medium enterprises. The cperations 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
FOGAIN. 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 thev were borrowing for what was recognized as priority
activities. However, the rate went up to ACF + 5 points when the loan was
o non priority medium sized industries. The rates charged do not allow
~for any further commissions, compensatory accounts cor 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 pricrity 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 U55100,000, small enterprises up to
USS393,000 equivalent, and medium up o a lit:zle more than the equivalent
of USSl million. Following government policy, FOGAIN aims to support
industrial decentralization thus granting credits for working capital to
those in the highly congested matropolitan areas of Mexico city and the
other large urban centers only when theyv are developing priority
activities., TOGAIN allows commercial banks to authorize and execure
financing without prior approval up to US$31,000, for micro enterprises,
USS105,000 for small, and USS$S210,000 for medium sized enterprises.

Mr. Cano then explained that as mos:t micro enterprises in Mexico
cannot provide adequate collateral the state governments have set up guar-
antee funds to guarantee loans for micro enterprises from commercial banks
so that thev too can have access to FOGAIN's resources. Currently there

s
are 22 such state guarantee Zunds which guarantee §0 percent of the credit
requested.

It is FOGAIN's z2im, Mr. Cano concluded, to become self
supporting. Repavments now amount to four-fifths of cthe total resources of
the institution. The remainder is from government contributions, loans
from the central hank, 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 oI the Turkive Halk Bankasi (THB) ir Ankara, Turkey. Mr. Ertugrul
stated that eligibilicy 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 2 country in which small and medium scale
enterprise plaved 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, THBE 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 btillion (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 was almost no
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 ccoperatives 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 prosf cf his credit-
worthiness with the cooperative providing the necessary guarantee. Other
securities were not requested by the Bank. 1In 1985, THB gave credits to
769 cooperatives which covered 512,575 craftsmen/tradesmen.
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THE also granted medium and long term investment credits and
loans for working capital to SME at interest rates considerably lower than
prevailing market razes. The maturity of investment credit for small in-
dustries was three o six vears and for working capital, usuallv around two
vears.

The third tvpe of credit given by THB were investment credits
from funds allocated ov the Ministrv of Commerce and Industry to groups of
SME for the construction of industrial estates to provide factory space for
small enterprises. The maturity of this credit was 10-15 vyears and the
credit was for 60 to 100 percent of the amount of the investment. THB had
provided rinancial supnport tc 197 small industry industrial estates up to
the end of 1985. 5! such estates were compleced in that vear.

Recenzly i
approved pv the World B

Mr. Ertugrul pointed out that THB also tried to be of assistance
non-financial help such as advice in management and

technologyv. T rom THB's direct assistance, the government had created

SID0~-Small Indu

tancy and techni

stry Development Organization which was setting up consul-
ical services for small industry.

In ¢onclusion, 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 instirutions
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 credit if it is not paid as
scheduled. 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 o small enterprises are met by THB to the extent of its
resources at concessionary interest rates. In Mr. Eriugrul's view, most
SMEs in Turkey are uawilling to take loans at normal commercial bank rates
because they have become used to credits at concessionary rates. There is
a task in Turkey to integrate SME within the commercial credit system and
in the capital markets and to gradually wean them away from concessionary
¢inancing.

The next speaker was Mr. L. Masaviru of the Kenya Commercial Bank
(KCB), who desnribed the experience of .this bank and the Renya Commercial
Finance Company (KCFC, a subsidiary of KCB) in lending programs to small




ises using overseas lines of credit. KCB, Mr.

the largest branch network in Kenva, with 59

s ¢ 137 mobile centers, and offers Zull range of

es. This explains why KCB was chosen to admin-
was about to describe--two from the

), two from OPEC and one from USAID.

in activities being to provide medium

property, in machinery and in leasing

and medium scale enterpri
Masaviru explained, d
branchas, <5 subt-braache
banking and financial servi
ister the five lines of cre
International Finance Corvo
RCFC was incorporared in 19
and long term loans for inv
of venicles,

The first ITC loan to KCB was implemented in 1977-78 for an
amount o USSI million which assisted 20 SME borrowers. The average loan
size was USSIB%,H“U equivalenz. The second IFC loan in 1981 was for
) .

USS2.5 million with KIE azain providing a similar amount in Kenven
shillincs as ma:chin: funds as in the cass of the first loan. 45 projects
were assisted under this line, OPEC provided two lines of credit; in 1981,
for &2 millions when 235 prejects were financed and a second line of credi:

in 1985. /KCFC sizned a lnan agreement with USAID for USS2.5
iilion and i ¢ a similar amount. So far 95 projects have
been f{inanced under this last credit.

Mr. Masaviru 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 matching funds it has found it difficult to mobi-
lize the funds needed. 4lso, there was the problem of interest rates which
are controlled in Kenva 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
institutionns being able to offer higher interests on deposits and so
attracting more runds. KCB/KCFC demanded a 25 percent equity contribution
from the borrowers in financing a project and the external lenders expect
KCFC to centribute a similar proportion of thz2 total loan fund. KCFC's
local currency contribution usually goes to meet the working capital re-
quirements of the borrowers ard in practice, the ratio of working capital
to fixed asset expenditure in most projects more than 1l:1.

Mr. Masaviru explained that taking into account the onlending
rates of IFC and the USAID lines of credit, in order teo cover administra-
tive and supervisory costs, and t:« leave some profit margin, KCFC is now
allowed to charge interest of 19 percent petr annum which most borrowers
find too hizh, believing that the funds made available to the ‘Xenyan
Goverrmen: 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. Incidentally, KCB still charges only 14 prrcent on its own
loans. Ther=2 is no doubt that the higher interest rates no. being charged
on tne new credit lines, especially the USATD loan, has made it difficult
to interest borrowers Iin these cradits.

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 tc be onlent to -the sam? 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 unlikelv that KCFC would have been
able to participate. It should be noted that at the time of the negotia-
tion of the first line of credit under IFC in 1977 the exchange rate was
Ksh 7.2 per USS whnile earlv 1986 it was Ish 17.0.

Experience has shown that most applicaats have problens in
raising the required 25 percent equitv contribution and KCFC has found that
those who meet this requirement do not recessarilvy have more viable
projects that those who are unable to dc so. As in other developing
countries most borrowers lack experience in making financial projections
and in presenting acceptable feasibility studies. FCFC has found most of
the reports, including those prepared by oncountants and consultants, to be
inadequate and has set up a Business Advisory Services division to help
horrowets prepare their projects. There is a need in such programs for
SHME for external donovs 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 implementation of many such loan programs in the third world. As
for collataral requirements, these are taken in the form of tangible
assets, debentures, or individual guaraatees, and if the business is con-
nected to other firms, an additional guarantee by those firms. The most
common acceptable security in Kenva 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. Masaviru said, that KCB, following
practices of commercial banking has tended to make 1its 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 develnpment banking. Security re-
quirements often have to be more than 00 percent of the value of the loans
granted and this excessive security requirement undoubtedly impedes the
financing of some varv viable, technically feasible and economically desir-
able projects which could provide emplovment. The KCFC's feeling is that
the credit risk really 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.

Finally Mr. Masaviru stated that KCB/KCFC feels that fees charged
by foreign lenders on uncommitted funds are in most cases unjustified since
the delay in comnitments are bevond the lender's concrol. Mr. Masaveru
identified the major issues that need to be resoived as; the local banks
contributinn 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 tvpe of lending. But the constraints identified must be
given serious consideration.

Mr. T. Hadjichristodoulou of the Bank of Cyprus was the next
speaker in presenting a paper entitle "Kev issues in lending to small and
medium sized |

N
businesses based on Cyprus experience”. The Bank of Cyprus
was the major commercial bank in Cyprus and and was making every effort te
strengthen 1ts cooperation with the small scale manufacturing sector.
Credit officers ware spending a great deal of time helping small business-
men to prepare the data and projections needed for making loan applica-
tions. 1In Cvprus firms tended to finance all their activities through bank
overdrafts which should reallv be used to finance only short term working
capital requirements. Tr- aisuse of bank overdrafts has led to liquidity
problems and has negativ | v zifected the growth of sirch firams.

1t is the policy of the hank of Cvprus, the speaker explained,
that aew industrial projects of doubt“ul financial viabilizy should not be
financed even if the sponsors offer full securitv. Also, al:though not a
i slsts on a reasonable equity contribution

t
rigid rule, the bank generallv insi
in each projezcc, usually in the range of 30-40 percent of the total cost of
the projec:t. TFor 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 tor failure among manufacturing concerns in Cyprus is a lack
of menagerial ability.

The sveaker went on to point out that banks in Cyprus are often
criticized for demanding too much secuvity and for preferring clients known
to them, thus discriminating against new entrepreneurs who are unable fo
provide security. Banks in Cyvprus rely for security on personal guaran-
tees, mortgages on properties belonging to the business or to its propri-
etors, fixed and floating charges on the assets of the concern, pledging of
goods or shares of public companies, and government gnarantees. Government
guarantees were provided extensively in the period after the Turkish inva-
sion of 1974 and plaved 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 has been made of the government guarantees by the manufacturing
sector save for short term banking facilities for exports.

In the last five years there has peen a fall in investment in the
manufacturing sector in Cvprus but there is no indication that this is due
to lack of finance or to the consarvative lending policies of the commer-
cial banks. The commercial banks have every reason to finance projects in
the manutacturing sector since this type of finance could he 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 mzintain with 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. 1If com-
mercial banks do not use this fund, which can 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 considered thazt the decline in investment
is a result of lower profitability and labour cssts which have baen
increasing faster that productivity, and because of more difficult market
conditions. Scme decline in manufacturine investment is the result ¢ a
lack of proiecrs. Eve

identified, their capi

the typical family concern. Joint ventures with foreign investors have
£ few have developed.

The Bank of Cyprus is also collaborating with the Cyprus Develop-
ment Bank (CDB) and the [nternational Tinance Corporation (1FC)Y in the cre-
ation of CISCO (Cyprus Investment Securities Corporation) to previde
venture capital for smail! and medium sized businesses.

Mro Hacilchristodoulou pointed out that since 1944 the maximum
allowable interest rate in Cvprus was 9 percent. In light of the high
administrative costs of lending to small businesses this was Sound to
suffer from this ceiling on interest rates. Of course if commercial banks
think long term, theyv can expect that @ small business today may become
larger tomorrow and hoave increased demand for banking services. In
addition some commercial banks regard lending ro manv small businesses as
spreading risks rather than having most of their funds in large loans to a
few big companies. Becanse of the 9 percent interest rate ceiling,
commercial banks in Cyprus have started to charge commissions and
management and negotiation fees to make loans more profitable. Thera is
great pressure on the government tc¢ anoiish the 9 percent ceiling, and
there is some legislative move In this direction.

It is the view of the Bank of Cvprus that a healthy small
business sector is vital both for emplovment creation and for the future
prosperity of the island. It is impertant that banks take into account the
criticisms raised against them by the small business. However, the small
businessmen themselves need to take som: 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 spesker concluded.

The final spezker in the morning session was Mr. Jose Luis
Soriano, the General Manager 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
tl.ore 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 alsc on a
personal level. Although some had up to 300 employees, in general a small
enterprise has less than 25 employvees 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 {inance or economies of scale in production. Most emall scale
entrepreneurs are too busy dealing with the present to think about the
future.

f his bank, said Mr. Soriano, was to give overall
business, adding managenment and information help
The bank has set up a number of rnon-finavcial

v 1t believes will help to improve business operztion: and to
is As the Banco Espanol has a wiie branch netoerk it

1 enterprises all over the country. The cntrepreneur

v

services wn
mininmize ¢
is ahle to ascis:

is made aware of dangers looming as his financial situation deteriorates.
The bank also puts out small booklets helping small and medium enterprises
on legal matters, lab

or issues, social securitv, taxes and managing the
foruns to discuss foreign trade patterns and it helps
le businesses to find export markets. The entrepre-
neurs g advised on trade possibilities with other Latin American
countries. A comprehensive package offered by the Banco Espanol includes a
wide ranse of innovative banking services through networks shared between
banks, such a. credit cards, agri-business bonds and different lines of
credit fic industrial and commercial activities.

s
small and mediun sc
ra

or gpeci
Discussion

Questions that f{oliowed the presentations covered such issues as
the number of banks that participated in such refinancing schemes as the
one in Hexico, how the foreign exchange risk was handled, 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 had 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 commzrcial banks to lend to small enterprises. He pointed ocut that
some schemes ware intrtoduced 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 of a default on a loan taken cut 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.

°

Questions that arose in designing a schieme were what should be
the degree of risk sharing, what should be the level of the fees, how
claims should be handled and how the scheme should be financed. Unless the
scheme ‘resulted in providing access to borrowers who have not préviousiy
been able to obtain Institutional finance, the scheme failed in achieving
its purpose.
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On the matter of rish sharing, although there were schemes in
Japan arnd France wnere 100 percent of the lcoan was guaranteed, and now in
some developing countiries too, this wags propesed ir exceptional circum-
stances. The gencral concept was £or the schemes to share the risk with
the lending institution, so that the guarantee would he fo only 50 to &0
percent of the lecan. Socome schemes also limized the ¢ ze o any singlie
fuarantee. Most prevailing opinion was that guaranteeing 100 percent loan
increased the danger that the lenldin~ institution would feel no real com—
mitment in appraising and apyroving the loan and in debt coellection knowing
thet the institution was incurring no risk i<selrf.

-
o
F

AS regcard vme schemes were planned with the obiective, as
in India and the UK, 2es5 should cover all costs including administra-—
tion and setrtlement a1ms.  This has proved unrealistic in most cases.
If in reality the fee were to cover the claizms, it would have to be high--
probably in the order of %4 to 5 nercent and this would make the cost nof
borrowing high and mizhe deter horrowers from using the scheme. The Indian

scheme vas an excepiion .n tha:t it forced banks o fuarantee all loans once
they join the scheics and levies he fee on total loan amounts even though
the guarantee apvlies o only 69 percent of & linmited amount. If the fee
1s lower then =hare has to be another source ¢f income to cover payrent of
claims. in wost cases in a -easonably well-ruw scheme che fee was enough
to cover administrative costs. Claims for default ic then covered in
funded schemec foom income irom lnvestrnents on the original guarantee nund
with possibly sowme contribution from the fees. In some countries the guar-
ancee schene was recognized 2s a form of subsidy to small enterprises so
that the governaenr was ready to cover defaults from the public treasury.

.

Clzims handling was a vital element since this in the end would
deterizine the degree of confidence the banks would nave in the schem:z.
Gairing the confidence of commercial banks to participate seems to be a
major problem in developing countries where the leval of trust in govern—
ment commitments was often low.

Despite the difficulties in designing and operatins a credit
guarantee scheme, it was clear chat this was the picferrved way in most de-
veloped countries for governments to help provide finance for small enter-
prises. Loss rates in guarantee schemes varied Lut clearly some loss had
to be accepted otherwise the scheme would have little purncse since this
would signify thzt the lenders weve prepared to approve only very low risk
loans. There were other forms of guarantee schemes such as mutual guaran-
tee assoniations arnd coopevatives but in general the types of schemes that
had wilde coverage were those in which the govermment played a role and had
made some direct financial inputs even though in some cases funding also
came from various rources iuacluding banks, for associations, of small scale
entrepreneur~ from local governments.

Mro Leviteky concluded by referring to the paper prepared by the
World Bank and distributed te the participants which gives comprehensive
information on schemes in operation in over 30 developed and developing
countries. Mr. Levitsky was followed by Mr. A. Doran (UK) who commented on
his experience of schemes in the UK, Europe and Japan. Expressing agree-
ment with several of the points made by Mr. Levitsky, Mr. Doran gave his
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at the guarantee schemes should not estahlish an organization to
replicate what the banks were doing. For that reason he was not entirely
in favor of having independen: evaluations of applications for guarantee
submitted by banks, although this had been she "modus operandi” of some
schemes. He rather favored some "post facto” action in withholding claims
if it cocld be shown that the banks had not taken du~ care in processing
the loane and in assuring themselves of the credictworthiness of the

borrower.

Mr. Doran maintained that a major problem with the U¥ loan guar-
antee schem2 was that the banks had looked upon guaranteed loans as a sub-
stitute for equitv. It was also a peculiarity of the UK scheme, as he had
mentioned in his earlier presentstion, that they did not allow the taking
of personal guarancees which reduced considerably the degree of commitment
of the borrower. 1t was advisable for bankes participating in schemes to
stare some of cthe risw, :r. Doran thought.

for "additionality”, namelv whether the guarantee scheme
actually resulted in additional lending, this was difficult to evaluate.
In the UK those applving for a guar=ntee had to show evidence that they
could obtain & lnan Zrom banks in the normal way but even this did not
really prove the "additionality” of the guaranteed loans. Still the proce-

dure did maxe it more difficult for the banks to pass on their regular more
risky loans to the guarantee scheme,

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

Irn general he too favored funded schemes although in some parts
of the world it had been possible to operate successfully schemes that rep-
resented only a general commitment of the governmen: 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 Kongsiril, Executive Vice President
of the Induwtrial Finance Corporation of Thailand (IFCT). Although his .
paper was on his experieaces 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-
ted 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. 1In both the paid up capital of the (redit 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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1982 tine Central Bank held approximately 20 percent of the vaid capital and
the 35 commercial banks that took part, 80 percent. In Nepal in 1986, the
central bank held =4 percent of the paid up capital the Ministrv of Finance
40 percent and the commercial banks 1¢{ vercent. In Malavsia the paid up
capital of the CGC was increased oniv hv requiring three new commercial
banks were to join the scheme. In Nepal there were onlv two commercial
stablished, one of which was wholly owned by
percent. This raised tne question whether,

panks at the time the CGC was e
the government and the other 51
in fact, & separate credit guarantee institution was needed in Nepal or
whether self-~insurance bv the two commercial banks might have served the
purpose.

In Malavsia in the early vears few banks actually used the CGC
and so in 1974 the Central Bank issues a guideiine that 3 percent of the
bpank savings deposits should be lent to small enterprises under
5. In Nepal, following the Indian example, the Central Bank
latory lending for the nriority sectors and laid down that

ilow a certain slize were to be automatically guaranteed by the

CRAE Y
comm2TCl al

O
o

introduced m
sucnh loans b
CGC.

[
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In pboth Malavsia and Nepal it is an open question how much the
commercial banks would nave used the schemes iZ theyv had been provided on a
completely voluntary basis. This is in fact the problem now being faced by
the Small Industry Crecit Guarantee Fund (SICGF) in Thailand.

The speaker pointed out that in both Malavsia and Nepal commer-
cial banks were completely unprepared for lencing to small scale enter-
prises and fo. the Iir-t ¢ix vears or so the guaranteed loans were not
properly appraised or supervised. They simply did not have the staff nor
the procedures for this tvpe 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 cosrs.

In 1982 ir 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 collateval. 1In 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 Malavsia and advance payment of 50 percent is now made
in advance of the estimated claim. 1In practice the CGCs have considerable
descretionary power to reject claims on the basis of incomplete documenta-—
tion, claims of inadequate loan evaluation, or lack of information on loan
utilization. 1It's not surprising that baniks try to reduce the risks of not
being paid for a claim by taking full collateral coverage, as well as the
guarantee.



In both Malavsia and Nepal, the capital base of the funds was
smzll and the rapid growth in obligations due to Central Bank guidelines to
use the scheme, soon created major financial problems. In Malavsia, 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 vears, 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 crecics. The situation has not improved signifi-~
cantly up to 1986 despit a 1.6 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 schenes 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 mav 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 necesgsary.

Mr. Kongsiri then described tne 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 BY
200 million (approximately USS7 million) with the responsibility for
management given to 1FCT. The first guidelines put out by SICGF in
November, 1985 drew a2 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 ceclla-
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 involved. 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 SICGF over-estimated the willingness
of commercial banks to be involved in this tvpe 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 onlv see more work and
more problems even if the risk of loss on loans is reduced. 4lso the
interest rate ccilings 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 ntral Bank coerces commercial banks to make priority
sector loans to 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.Credic guarantee organizations should plary a more active role in
screening and supervising guarantee credits. Often guarantee fee rates
are kept too low for polizical reasons. A good credit guarantee scheme
should achieve the voluntary participation of commercial banks without
coercing them to take part. '

Apart frow adequate spreads, commercial banks need training to
avaluate project viabilitv. Loans must be supervised to insure that the
guaranteed loans zre 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
tc disburse them promptly. There should also be some mechanism for
refusing guarantees tc 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 cowmitment 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
sclieme.

Mr. Kongsiri concluded that in his view credit guarantee s&hemes
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 formulating policies and managing the institution. Their share
should not exceed 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 Depousit Insurance Corporation and Credit Guarantee Corpora-
tion (CGC) of India were merged together in 1976 to create the institu:ion
of which he is now manager. The CGC introduced three credit guarantee
programs for small borrowers--the most important of which was the Small
Loans Guarantee scheme of 19271 applicable to commercial banks. This scheme
was superseded bv a new guarantee schemz in 1981 which covered credit to
small scale industries from commercial banks and other financial institu-
tions. Thus at precent credits to small scale industries are covered by
guarantees under two schemes—-The Small Loans Guarantee Scheme of 1971 and
the Small Loans (SSI) Guarantee Scheme 1981,

Mr. Saksena explained that the Corporation is an autonomous non-
profit making hody whose shared capital is 50 crores 1/ entirely subscrib-
ed by the Reserve Bank of India. The Corporation maintains three funds—-z
Credit Guarantee Fund, a Deposit Insurance Fund and a General Fund. The
Credit Guarantee Fund is made up of guarantee fees received by the Corpora-
tion augmented by interest on investments, and is used exclusively for
neeting claims. The Small Loans (SSI) Guarantee Scheme 1981 covers lending
to small scale industries by commercial banks for botnh investments in fixed
assets or for working capital. Small Scale Industries are defined in India
as units with assets up to Rp. 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 amoun:t in default
with respect of credits up to 0.2 eillion 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 i1s that the ioan has not
been repaid within one mecnth from the date of which a notice of demand for
repayment of the entire amount has been served on the borruwer and that the
loan is accounted for as a bad debt by the institutiou.

Mr. 3aksena maintained that pafticipation in the Indian scheme
was voluntary in that thz guarantee cover is available only to those
financial iastitutions that choose to join the scheme. Once an institution
has joined the scheme, zll eligible loans are automatically covered without
requiring the institution or commercial bank to 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. Szksena

i/ l 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 guvaranteed portion.

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

The guarantee scheme was meant to provide cover for loans granted
to smal]l borrowers who without such support would find it difficult te have
access to institutional credit. To reflect this an absolute limit has been
placed on 2 corporation's claim liability for a given loan and the schene
1s weighted in favor of the smaller borrowers.

The CGC attempts to collect enough money from fees to meet all
claims. 1In the past when Zee 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 under financial strain the CGC reduced the guarantec 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 banke 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. Sinre
1982 the Corporation has made full provision in its accounts for the esti-
mated liability in respect to credit guarantee claims made to it bur 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 provide 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 lcan supervi-
sion and in debt collection. The Corporation felr 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
0of loan disbursement and it could be guestioned whether this is a
sufficient period to declare the loan as unrecoverable. Some financial
instituticons have criticized the CGC for charging guarantee fees on the
entire balance outstanding rather than on rhe actual guaranteed amount. As
explained, the rationale behind th's practice was to enable the Corporation
to set a low guarantee fes Ior evervone.

Mr. Saksera 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 reiansurance facilities to credit guarantee
organizations in developing countries.

Diszussion

In the questions and discussion fhat followed, the ratio of the
amount of guavantees 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, which contemplated an unduly high degree of default.

Tt 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. It was agreed that some 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 cthe banks taking some risks. Soie 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 deleys 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 by 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 tne second approach would reduce costs and there
was a remedy agains:t abuse in cutting out those institurions where claim
g became undulyv hizh.

r—

t was nozed that guarantee fees incrrased the cost of loans (as
virtually all {ees were passed on o the borrowers) and if the administra-
tive costs became high, this might, in the view of some participants, raise
the loar costs through higher fees bevond the politically acceptable leve!
for small scale borvowers. &4 question was raised whether guarantee organi-
zations should particivate in loan supervision but it was generally agreed
that this again would increase administrative costs. A similar point was
made about reccverv ol loans after claims had been settled. In general the
banks had the better organization to do this rather than the credit guaran-
'ho would have to set up an expensive administration for
inon was ralsed whether banks would have
’forts to recover loans on which guarantee

Tee organization
this pt
any interest In ma=irs

z i
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claims had been settled. 1t was pointed out that ia most cases banks had
some residual interest in recover ing their own part of the risk, and fur-
thermore, failure to make serious efforts at recovery could result in

~

institutions baing banned from participating in the scheme.

Morning Session, Thursdav, Julv 17, 1986

In the wmorning 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 woerkshop.

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 tha:t well-
designed credit guarantee schemes could help.

The group agreed that oniy viable, or potentially viable, small
industry projects should be considered for financing but there was a dif-
ference of opiniun as to what constituted viabiiity. 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 vut 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 tuat deposits with 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 develcpmen:t financial institutions were needed to do term
lending. Where such institutions did not exist, or were inadaquately
funded, commerciel 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. \Wnere foreign funds wers made available, these intermediarv
institutions must be protected the risk of fluctuations in foreign
exchanges values.
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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 small enterprises. Spreads available to
commercial banks did not cover this tvpe of cost. Controlled interest
Tates in many countries, was also a disincentive for commercial banks to
provide finance for small erterprises. It was felt that cross-subsidiza-
tion (as practiced in India) could cover the extra costs of SME lending but
this may mean subsidizing losses, olr 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 rafes. 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 goverament 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 debt col’iction 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 agrecd that the objectives for setting up credit guaran-
tee schemes were both social and economic. 1t 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 accund 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 lev: a one-time front-end fee or whether
rhere 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
forn of fee in which there was a small front-end payment on the whole
amount anc then 2 fee on the guaranteed portion annually. It was recogniz-
ea that the maximum rates that could be considered wzre in the ordzr of 3 -
4 perczn ny wountries, acceptable rates were more

fforts should be made for the fees to cover
a2t least the adnminis tive costs of the scheme. Tre group agreed that the
higher rates would he needed the schemes attempted to cover claims out
oI the revenu- and to achieve more 'additionalitv.'
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Host thouzht that a funced scheme was preferable to one in which
there was ’ust an open commitment of the government, Experience in deve-
loping countries had been nhat the second type of scheme ran into budgetary
problems. As regards the capital for the guarantee funds whilez government
must be a major source, it was felt that it was desirable fo set up a fund

s associations, chambers of commerce, and the banuks

themselves we all participants to some degree. Some interest was also
expressed in ¢ Korean scheme where a levy was imposed on bank profits.

It was recognized that a major source of funds for settling claims must be
the returns earned on the investment of the capital Fund and this of course
was absent when there was onlv a government commitment.

[

Guarantee organizations should be autonomous, be entirely inde-
pendent in making their decisions and should be managed as independent
financial institutions. 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 rates. Reference was made
also to a2 system in Japan and now being considered in some other countries,
of reinsuring regional guarantee schemes by a general credit reinsurauce
fund.

With regards to settling claims, the prevailing view (although
aot 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 bevond recovery. Interest was expressed in
the schemz 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 was also schemes 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 maintaln 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 & major effort to recover as much as possible would be to their
advantage.

Finally, it was agreed that all availahle 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
(0PA), was devoted to two presentations on efforts of donor agencies to
increase commercial banwk lending in developing countries. The first
speaker was Mr. Sean P. Walsh of USAID who described his agencv's Drograms
for promoting commercial bank financing of small enterprise development.
USAID efforts to help finance smell and medium enterprises through the
private sector had bteen through a Revolving Fund operated through the
Bureau for Private Enterprises (PRE) wnich was created in 1981 to develop
inncvative 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 financizl 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 US5130 millions, USS$46 millions of which have already been appro-
priated. To speed the reflow into the fund, grace and maturity periods
were recently shortened.

Of the 17 loans in the Furd 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 financleras 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 two operations were direct $2 million loans from PRE to
Kenya and Siam Commercial Banks, but the more recent operations involved
credit guarantees. These latter involve 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 guarante=
foreign exchange borrowing made by the client bank. These deals carried
high foreign risks for the cliea: bank and soon bucame 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 collareral account to cover itself. Thus,
only in the event of a default, would the transfer of dollars take place.

Mr. Walsh emphasized chat PRE iries to price its products and
those of client banks at market rates. 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 operaticns of the client bank at market rates. 1In
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 facilitv fee——~usually a
one time charge of one percent of the loan amount, and guaranfee fees set
high enough to cover the expected loss on the guarantee facilitries. This
is usually set at twice the historic loss record of the client bank. Guar-

antee Iees are charded each year on the average daily amount of USAID funds
cutstanding as guarantees.

The Revolving Funds total return is the sum of the interest 1t
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 USS250,000 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 11 percent. About 60 percent of the spread goes to coverlng
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. 1In 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 client too far from their current operations or
to expect them to start new sevvices. 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
whele 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 be®retarded by interposing a for profit intermediary has been shown
to be unjustified. In the evaluations of the experience of the Siam
Commercial Bank 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 whare
the sub-borrowers were asked to take on the foreign exchange risk and were
hit badly aftar the devaluation of the local currencv, was not to ask small
scale enterprises to rake on risks bevond their control.

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

The Fund is developing innovative products to encourage private
banks to serve SME. It is pleasing to note, Mr. Walsh concluded, that
other donor asencies are looking with interest at these activities for
possible use in their own programs.

The next speaker was Mr. Jacob Levitskv, Operarions Advisor at
the World Bank, who reviewed the experience of the World Bank on lending to
Swmall Enterprises “hrough Commercial Banks. Mr. Levitsky pointed out that
in the early projects financed by the World Bank targetted at small enter-
prise, development finance instifutions were used as intermediaries.
However, it soon became 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
USS1.5 billion. This represenced around 60 percent of all the finance lent
by the Bank during this period in support of SME. 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
developament finance Jnstitutions. Also outside Africa there ware 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 approaches 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 SME 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 increased as most studies showed that four ro five percent
was usually required for such lending to be regard as profitable. 1In
practice the spread varies from 2 percent in Mororco to 8 percent in some
Asian countries. However, Mr. Levitskv pointed out that experience has
shown that many commercial banks participated in lending to SME for rozzons
bevond the profitabilicv of the lending operations. There was evidence
that banks became involved because they thought such acticns created oppor-
tunities to attract new customers for their other banking services.

In such refinancing .:rrangements the World Fank has generally
1 financial institutions to take part in the scheme provided that
tandards thus introducing an element of competition in
the use of the funds. Eligibilitv criteria asually laid down that all par-
ticipating | n L dnstitutions 5e financiallv sound, that thev should
have an acceptahle debt/equitv raczio, that their loan portiolio should be
in reasonably good state and that thev should have made adequate provision
for loan losses. Participating banks have also been required te have a
suitable branch network and adequate staffing.

allowed al
thev met certain s

Interest 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 in
the type of benefits, encouraged investments that were not justified 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 direction. 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 acknowledge:l that
there has beaen 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 purformance deteriorated, the commercial banks have less
inclination to lend fo smaller borrowers.

As regards crediv 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 Mcrocco 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. Jt 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 commercizl banks in lending programs for
small enterprises 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-
marcial banks by mandating 2z designated proportion of their portfolio in
loans to small entergrises, the World Bank's view is thet it is more desir-
able to provide incentives for banks tz lend to this sector. These incen-
tives could include allowing them to lend at real interest rate levels that
would ensure the profitability of the lending operatiuvu and rto allow
spreads enough to cover the high administrative costs. Credit guarantee
properiv designed and operated, can also help to encourage

o commercial banks for small enterprises in developing
ave in develoned countries.
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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 the World Bank should alcso Ddrt1c1pate in the risks involved
in credit lines. Tt was explained thet 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 vears
institutions have been allowed a great degree of autoncmy 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
wherety 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. 1In 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 star:ed 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 taken 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 wvears with more tian thirty commercial banks participating.
Mr. Leviisky wmaincained that the World Bank's experience has shown that
this moldel 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 rchev are beginning to use their ownm
resources where the lending conditions are right.

Concluding Session: Cheirman, J. Wilmshurst (ODA)

The final sesslon 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 to reflect con the advan-
tages and disadvantages of divected lending in the form of speciel credit
lines £ 11 enterprises. The arguments might be strony in favor but
there were other considerations that had been covered at length in

Mr. Lopecz' »nr ntation, in the first session. He thought that there had
been some rec ition in the workshop that there was need to provide
funding £ 8 nterprises in some circumstances through directed
credits bu one crild achieve financial sector reforms to the point
where the £
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Ises would also benefit, 1In his view, there was need to
reach conse oth on building up a healthv financial sector and also for
catering for the special needs of the small enterprise sector. As had been
outlined ia the discussions the commercial banks could plav a role if the
situation make this tvpe of lending attractive and profitable.
- Jacob Levitshv in summing up thought that the consensus of
the meeting seemed to pe that a balance had to be found betwecn a high
volume of credits directed at small enterprises and improving the general
availability of credits to all efficient and profitable enterprises in
which small enterprises would ultimately gain. He believed that some
element of cross-subsidation might be healthv and attractive to commercial
banks provided the amount of lending to small enterprises secror was kept
in proportion in relation to more profitable activities undertaken by the
banks. He bulieved that the commercial banks could find lending to small
enterprises profitable after they became more familiar with how to handle
loan applicants rrom this sector but thev needel incentives such as being
allowed to lend at commercial rates to small enterprises and receiving an
adequate spread to cover admiristrative 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 UME.

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

The session was concluded by a statemant on behalf of thne 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 dozumentation. It was agreed
that the World Bank would in the ne~r future produce a report of the pro-
ceedings to be distributed to all participants.

(S—lOr)
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