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ABSISTANCE WITH FINANCING AS AL INCENTIVE MEACURE

"A number of measures and instruments of indusirial policy
are mainly concerned with the financing of the sector's
development . . . consequently the efficacy of tuese
measures and instruments can only be gauged by analysing
the characteristics of industrial financing and the impor—
tance of the contribution made by each cof the principal
gources of funds."

ECLA: The Procesc of Industrial
Development in Latin America

I, INTRODUCTION - THE I'ROBLEM

1e 1t is generally recognized thut a lack of adequate financing Tor
{ndustries is an obstacle to industrial development in many developing
countries. This situation 1s reflected mainly in a shortage of available
financial resources, inadequate institutional arrangements to channel the
resources available into investment in industry, and as a consequence a

high cost of financing.

2., It is because of this situation that assistance with financing has
proved to be a powerful incentive measure in many developing countries,
The incentive eftect depends both on making adequate financial resources
available and on providing better terms and conditions than would otherwise

be available,

11, SURVEY OF ISSUES RAISED

3. The issues raised in the paper can therefore be discus..ed under the

following three headings:

(A) The mobilis.tion of a sufficient volume of finance for the

industrial sector;

(B) The channelling of these resources into industrial projectis
through appropriate institutional arrangements, and the

opportunities for creating incentives which result;

(C) The improvement of the terms and conditions of the financing

supplied as an incentive measurey

(D) The selection of enterprises to benefit from this assistarce;




A. Mobilisation of a sufficient volume of finance for the industrial
sector

4. The development of the industrial scetor in many developing countries

1e handicapped by dafticulties 1o mobilising a sufficient volume of finance,
In some cases thir refl cis a general chortage of savinee within the country
and 18 an experience thured by other sectors. In other countri.s, policies
and institutions have not been adopted rapidly enough tc meet the growing
requirement for finance which an expanaing incdustrial sector requires,

Ir this situation the industrial secier frequntly surfers more than other
gectorr becaur: it reliec more lweavily on tle mobilisatien of private savings
1~r 1ts development, Where thers ig such a general shortage of finance

for the industrial secter, tac nere availability of finance for a project

can act as an incentive meacurc.

5. A number of tiao Country Background paper: show th t governments have
allocated an increasing properticr »f the nationfy invectment resources
(for example, 2o cutlined in 1. Drvelopment Plan) for the financing of
industrial developmont, Sene of thewe funds can be generated by the
inaustrial sector 1tuelf;  the propertion devends or the stage of indus-
trixlization reached and varie: greatl: fror country te country. But

the remaind: v % ¢ to be rvaired trem oth r sources, The 188 arises: have
R

developing countrie made suftiry nt provision {ar t. pobilisdation of a

riging proportion ot ootion inveotment for the lacustrial cector to permit

it to accelerats (*1y prowt’?

te Some countrive who wre dicestisfied vith the amount of private savings
whicth are mobiliced “or inauwetrial investment by their exieting instity=
tional arrangements, b ve supplemented the aveilable funds by government
action. This actien has tuken virieus forms, cuch as a direct allocution
from the budget for irvesting i1 selectad projects, financi:l cuppoert for
the cupital market, and rediscounting ot firance jrovided for inductry by

the Central Bank. The 1ssue ariscr. 1o vhat cxt . nt can these forms of

agslstance be uced to jrovide a ocutticient volume of finance?  What criteria

chould be uced to select the rornle) Chysen?

Te  One way of increacing ti- velume of firance availakle in an appropriate

form 15 to mobilise finance :troad tor the industrial sector. In some of

the countries studied in th. Ha sground Papers (for cxample India axd Turkey)
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part of the financial assistance from foreign governments has becn channelled
into the industrial sector. 4 wider range of countries recognise that
private foreign investment in industry is uscful both to supplement

the qgtion's savings and to bring other benefits. The issue raised

here is: 1o what extent can foreign financial resources be used to

lugplement domestic rescurces for industrial investment? 1)

B. The channelling of financial resources into industrial projects

8. Besides requiring a certain volume of finance, the industrial
sector requires iliat this finance be made available in various forms,
The new industrial enterprise, or the expansion of an existing one,
requires equity capital and leng=torm loans to finance the purchase of
fixed assets, To finance inventories and working capital requirements,
shdrt- or medium—-t>rm loans are nceded. And even befarc the plant is
constructed it may require a certain amount of pre=financing (i.e. loans
to carry it over the pericd until permancnt financing ie¢ arrangcd), The

issue arises, theretor:, 1s the problem ol mobilisirg sufficient finance

algo one of making funds avallable in th. appropriate form?

9. In mest developing countries thie ic = question eof developing
appropriate institutionul arringemsnty for mobilising Iinance in the right
form, Industrial progects established in the private seetor are the main
sources ot demand ter equity capital and long-t. rm loans., The country
Background fapere show thzt lack of availability of finance in these forms
has hcld up expansion of trno ancustrial scotors The iscuc therefore

arises: can the provision of {(a) equit, capital and (b) long-term loans

agt as « useful inoentive measurs? What 1s the respective role of each

me? ye thL two tﬂtfs f‘”-'ﬂplum#ntar_y?

10, When a developing “ountry embarks on a programme of industrialisation
for the first time th. oxasting 1nstitutional arrangements are usually
not weil adapted to supply thes. twe important forms of finance. The

commercial banks are used te finance trade and similar transactions

) Measures to Facilitate Foreign Investment are discussed in a later

issue paper (ID/WG/30/9).




which can be satisfied with short=term or revolving loans. Equity
capital, if it is available at «11, must result from the accumulation
of profits derived from othcr cetivities such as agriculture, trade

real estoate, ete. The dissue arises therefore: can new institutional

arrangements 1o mobilise finance for the inductriczl scctor in the appreo=—

priate forms result in the provision of finunce as eh incentive measure?

11, The Country Backgroaund Fapors show that mest of the developing
countries whor= experience has been studicd have established at least

one industrial financing institution to supp'y long=term loans] to a
greater or lesser extont those industrial development bonks cre willing
to provide some cquity capital for ncw projects. A mor limited range

of countries has established a capital market or stock cxchinge to
mvbilise equity capitales Seme countries (e.g. Iran and India) have

used tax incentives to cncourage a wider share Swncership among the public,

Tre issue ariscs therefore:  can speclilly designed incentives be used te

encourage sharc ownershilp and increase the supply of cquity capital?

124 Besides these more troditional torms of inctitutional arrangements,
other techniques have beon devieed to assiet in th mobilication of funds
for the industri.l sector, Turkey, for cxample, has found 1t necessary

to establish o specinl institution to previde working capital for

industrial cnterpriss vy other countric s have reiizd on government influence
to persurde thi commerecinl banks to invest a sufficient proporticn of

tleir resources ir this were 1n some countries commercicl banks have

been willing to provide some medium=term loans for industry; in others

the rediscounting tacility ot the Contral Bank has bewn required to
encourage this form of lendirj. The 1ocoue arisen theiefores to what

extent coen the adapting of institutjional arrangements or other techniques

facilitate the provicion of aseist nee with financing as n incentive

measure?

Ce Improvement of terms and conditiong

13, Industrial projects in uome countries may be deterred not so much
by the lack of availability of finance, but by the high cost, thc¢ short
maturity perind over which 1t mucgt be repaid, =nd the security required by

the lending agenc:, Assistonce with finincing can act as a useful inoeentive

neasure if these obstacles are overcome,




14,  The high cost of finance, reflecting a general shortage of funds,
means that the cheaper financing offeicd to selected enterpriscs serves
as a powerful incentive. In thc Rcpublic of Korewn, prioritv industries
have been offcred long=term lonns wt 124 instcad of 24% chorged by the
commercial banks; in Argentina loons from the Industri 1 Bank have been
at concessionzl rates and for longer maturitics than othuervisc available,
In Turkey, loans to priority projects frem the Govirnment's Prometion and
Encouragement fund will be at or below %, compured with 1% to 20% range

applicable to bany berrowing, 'Ihe iscue arises then: to whet extent can

the Government use louns ot fuveursble intercot 1atee to divert invest-

——

ment into ke¢y industrizl prejocte: b4 criteria should Lo used in setting

the ratc of interest churged?

15, For most lendiug inctitutions, the long—toerin type of finunce required
by an industricl enterprise is an unfamilior type of financing.  The Backe
ground Papers chow thet in most cquntrics, the piriod for which loans are
granted (5-10 years) is gererally short r than 1 normilly th cuse in
industrinlly advanced countries. Thic i particularly true in countries
subject to chronic but variible rates of inflotion. The iscue artsess

is this unwillingmess to oxtend m.turity dates due to unfamiliarity with

the naturc of the investment, fer of changiiyg conditions, the threat of

inflation or othcr fuctorc?  Whor pnaturiti o ure doengthened, 16 this a valuable

inceutive?

16, The noture of thoe risk of investing 1n oo new or oxpanding industrial
enterprise also seoms to be Cxigperated by som lending inctitutions in
develoving countrics, The Country Background Tajors give several o xamples
of cases where sceurity 1 quirements prevent tho financing of some projects
by leaving too ligh a propertion of the funde requived to b put up by

the entreprencur himself, Th- issuc arises: car leos strict suecurity

requirements in an institution! lending policy be o uscful incentive in

its own right?

7.  Finally the rolc played by for: igm sources of finmuc migcht be
considered, Where finance 1s provided by @i internations] institution
(e.g. The World Puank, IFC or the Intor-American Duvelopment Bauk) long—

term loans arc cften availlitble at a rate of intercst much lower than that

prevailing in the recipient developing country. Medium=t:rr financing

(up to 57 years) is also .vailcble under the export credit schemes of

*




many industrially advanced countries, The issuc arises: can thue Government

(which usually hugs to guuarantoc and/or approve such louns) use such sources

a6 an incentive rescurce to promote priority projects?

D The selection ot ' ntoerprices to bencfit from this aszistunce

16, Som: developing countrivs have corscicusly used assistance with
financing as an incentive measurc to promote the dovelopment of priority
proj.cts. In othor countries the cllocation of funds is performed by a
financial institutior contrelled by tlie Government, In othur cases

the institution may be privitely controlled., _The iscuc arises: how does
the Goviurnment ensure thet the incontive effect assistance with financing

is directed to priority ;rojuctsz) K

I1II, SUGCESTED ISSUES FOR DISCUSSION

19, A wide range of issuus Lave becen riised in thic paper. In order
to make the Bession duveied to thic subject of maximum value, it is

suggested that discw sion might concentrate on the following issuess

To bring out the vxpericnees of the countrics roeprescnted
at the Seminor, participants micht indicate:

a) whether «n incufficient volume of funds for invectment in
thcir country has held bock the rite of industrial develcpmenty

b) whethor there b boon a shortage of certain types of financing
in their country;

c) what institutionoal arringements have been made to cttract more
funddg into the industrial scctor;

d) whicl institutions or tochnicucs offor assistance with financing
a6 al incentive moeasurs

e) whethor the irecentive eftceet deponds on i) the availability of
funds, ii) their coot, 111) the moturity of the loan, iv) a
relaxaticn ~f socurity requirements. '

More general neints wiich inight be discussed are:
f) what rolc can assisiance with finoncing play as an incentive measure?

g) whit steps can be tak-n te make assistance with financing a more
effeetive incentive rmeasure?

o . . N . . . .
2) The criteria for sclecting priority proo i v ot - v red Lere but
in the lssue Paper Criteria for sel ooty o tioco troo o ooqityn, tor

: : . .

incentive benefits ID/WG/30/11,









