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INTRODUCTION

The capital of a country is made up of monetary saving» collected
through the financing institutioms ard Governa.nt pestal savings,
besides taxation and other involuntary savings by the Oo.vormut.

The total amount ¢f financial resources available for industry aries
from time to time and from country to country, but its ratio to gross
national income is in the range of ) to 60 per cent in ihe davelsped
economies, and presumably 10 to 20 per cent in the developing countries
of Asia.

In economies having orgmnised financial markets, short-term
working capital for business is provided principally by commercial
banks, and long-term investment capital (in the form of bonds, debentures
and shares) by the capital marke? grouping variows kinds of fimancing
jnstitutions. The central bank can effectively regulate the flow of
toth short~tern and long-term funds through its momstary and fimencial
policy, having regard to the fiscal policy of the Gevernment.

The capital market and various types of financing imstitutions
are being progressively developed in the countries of the region,
slong with a system of central banking, However, they are mt as
yet fully developed. Commercial banks mainly facilitate short-term
trade credit. Some of them belong to families of financiers amd
industrialists and work as a sort of financial department of the
family enterprise and receive limited applications from the publio.
Dus $0 the lack or underdevelopment of the capital markes, long-term
credit for private investment can generally be arrenged only by
merchant money lenders or relatives and personal friends at high
interest rates. Monsy lenders are beliesved still to bs important
sources of indwstrial financing, besides their treditiomal role




in subsistence and agricultural financing. To a limited extent,
however, the people's monetary esavings are mobilized as industrial
capital through the financial mechanism.

Generally, in the developing countries >f Asia and the Far
Bast, the financing system developed on the basis of the British
sraditional principle of private leis-ez-faire banking., However,
thic principle gradually chenged in the United Kingdom after the
financial panios of the 19208 and 1930s and, after the last war,
s similar change took place in the developing countries. With in-
dependence, national planning and mixed economy policies, varying
dagrees of gvernment intervention became evident in Asian dsveloping
countries, ranging from nationalisation of commercial banks in some
cases t0 the establishment of strong ties between private banks and
the cemtral bank in other ceses. Directors of commercial banks are
sometines dssignated Ly the Government or are required to be appointed
with Gover.ment spproval. The Government fiscal policy plays &
considerable rolé in regualting the reservoir of local savings.
fhus the development policy and its implementation are mere effectively
influsnced by the Goverrment fiscal phlicy then by the policy of the
oentrel bank. There is no country in Asia that has not estabiished
s sort of development bank with government contributions to its
inital ocapital. In some countries fiscal policies provide incentive
msasures for development financing by private banks. 13 will be seen
later, some development banks undertake the financing ¢f smll-ecale
industries.

The Development Bank, wually a governmental institution, aims
at fimancing key industries and strategic sectors im order to implement
the five-year or long-renge development plan. It is provided with
gverment fwds and in sany ceses with foreign resources. The




individual loan amounts are generslly not small, and in some instances
minimum limits of loans are prescribed. Long-term loans ars often
provided at favourable rates of interest. Loans are provided by the
development bank in selected fields vader criteria corresponding %o
the country's plan. The priorities of the loans granted by the
development bank should correspond to those of the plan and are to

s lesser extent governed by the applicant's financial position.

The project-oriented development bank is indeed an executing agency
of she Government development programmes. The commercial bank, on
the other hand, advances loans under conventional principles of sound
banking, i.e. in accordance uith appraisal criteria of an applioant's
financial and acoountancy situation. ‘

Recognising the importance of small-scale péivw_h enterprises,
gvermonts of the Asian developing ocountries Mw' introduced or
strengthened inoentive measures to encourege local mtmmweht;.
besides making arrengements for foreign financisl rescurces to facilitate
credit to the smell-scale seotor. Specisl schemess and m'titwtim
have been widely set wp to facilitate t‘mmciae of ul.li-rin'cii indmirie
from around the latter half of the 1950s. The following ressons may
account for the importance of small-scalo indwstries in the regiont

(1)  they promote employment through labour-intensive techuiques;

(11) management is readily awailable for enterprises with small
capital and simple technigues

(i11) they may wse loocal resources for the production of daily |
necessities (wage-goods) and of isport substitutes|

(1v) small wits may help in industrislising certain baclward
areas of a country; |

(v)  indigenous industries may be set wp in baclmrd and tribal areas)




(vi) some products may be manufactured for export; and

(vii) some small-scale industiies moy work as gubcontractors

of large key industries.

While the Government is responsible for implementing itself
the part of the development plan concerned with the public sector,
the plan for the private sector is often only a guideline, implementation
depending on individual entrepreneurs, The differont nature of the two
gsectors may often be blurred in a mixcd economy. It is particularly
diffioult to implement the private sector investment plan earmarked
for small-scale industries. Various encouragoments and incentives
for this sector are provided by the Government, among which public
and semi~public financing schemes and institutions are predominant
in Asian countries.

There is a technical reason for establishing a special machinery
(other than the dovelopment bank) for the financing »f small industries.
the financing of small-scale indusiries involves usually smaller loans
in larger numbers, with ocostly operational costs Jor the financing
institution: Further, risks are usually greater than in the case of
ovedit 10 big firms. It is therefore natural that commercial banks
are reluctant to undertake this business. The development bank,
whioh is an independent autcnomous organisation, may also feel aiffi-
culties in making loans to small enterprises. Those development banks
that do extend oredit to small-scale industries have specific departmenis
handl ing this business.

In many Asian couniries, the Government plays a bread and sometinmes
s direvt role in financing. In some countries, commercial banks are
nationalised, all or part of the share capital being held by the
Government. Some local institutions are assisted by international
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financing agencies, e.g. the "orld Bank and the International Finance
Orgenization. Alihough some commercial banks may be classified in the
category of public and semi-public institutions, the discussion will

be focuced on the financial departmen*s of Government administrations
and insitutions established by the Government and in which the Government
holds all or part of the share capital and which have a declared policy
of financing small-scale industries.

There 18 no common deiinition in the region of what constitutes
amall-goale industry. Many countries have definitions in terms of
number of employees and/or amount of assets, sometimes in combination
with installed electric powu'.-1 However, these definitions are not
necessarily applied by the governmentel financing organisstions.
Instead, financing of small wiits may be subject to limitations on
s single loan amount, as shown in Table I below. ‘In actual practice
an average small-scale industrial enterprise is likely to be am onterprise
with capital assets of less than US§ 100,000, and the maximumm limit of &
loan for an enterprise is of the order of UB$ 25,000. No definite demar-
cation is noted between medium-gized and small-scale entcr'priiu, and loars
are often made both to small and medium enterprises,

The public and semi-public financing institutions in the regien
have varied functions under their terms of reference: advancing loans,
subscribing to shares and debentures. underwriting and guarenteeing.
However the 1iscussion in +his paper ia devoted to loan-making becauss,
by and large, this function has been predominant in practice in all
institutions and meots the .wost urgont need of small indwsiries. In
India, Japan and the Republic of Korea there are oredit guarantee
rohemen. which, however, are not disoussed in this )aper,

1/ UN, RCAVE, Smel)l Induetry Bulletin %. 3.




Teble T

Public and Semi-Public Financing; Institutions for
Small-Scale Industries in Sclected Asian Countries

China, Republic of

Smell Business Division, Council for
International Economic Co-operation
and Development

India
State Financial Corporations

National Small Industries Corporation
State-Aid-to-Industries Programme
State Bank of India

Japan
Smell Business Finanoe Corporation
People’s Finance Corporation
Small Business Promotion Orgmnisation
Korea ‘
Medium Industry DBank

Maximum limits on single loans

From NT$ 200,000 (small loan)
to  NT$% 4,000,000

Re. 1,000,000

¥o limi$p for hire-purchase
schem

Rs. 100,000
Rs. 200,000

No limi$y for liberalismed
g aha

8 30,030,000
% 3,000,000

von 10,000, 000

a/ But only for enterprises which do not exceed the oceiling of

the definition of small-scale industry,
of Rs. 750,000 in machinery and equipment.

that is & maximum investment




Malaysia

Federal Industrial Development Authority -
Malaysian Industrial Development Finance Ltd. Ms$ 100,000
Majlis Amanah Rayaat (MARA) -
Bank Bumi Putra -
Pakistan
Pakistan Industrial Credit and Investment Rs. 100,000 to
Corporation ' Rs. 2%0,000
Industrial Development Bank of Pakistan Ditso
Small Indwtry Corporetions (Yest and East Ditto
Pakistan)
People'’s Credis Scheae of the NMational Re. 2% %o,
Bank of Pakistan Rs. 50,000
Setional Cottage Industries Developmen - Pesmos 1,000
Authority (NACIDA), Depertment of Commerce
and Industry
Development Bank of the Philippines ' P 2,000 - 10,000
Philippine Natiomal Bank P 25,000
Light Indwstries S8ervice, Economic xS 200,000
Development Board
Thailend
™e locns Office for Small Indwtries ~ Iabt 900,000

Development, Ministry of Indwtry , .
Indwtrial Finance Corporetion ot Thailand . -




I. INSTITUTIORAL ASPECTS

Direct Financing by Covernment Departments cr Charnelling of
Govermment Funds throu;;h If‘lnancml Instxtutmm

"State-Aid-to-Industrics" legislation in the Stztes of India
is a system of dircct government financing of small-scele industry.
The system dates as far tack as 1922, vhen it urs [{irst instituted
in Madras. This tyne of {financing is carried out b~ statc gorernments
with the support of the centr:l government. At the outret this method
of financing was not strictly reserved to small enterprises, but is
now in full swing all over the states as a major policy inetrument
for the development of this sector. It is admini. tered by the indwstry
departmor:ts of the state governmments. JIn Thailand, the loans Office
established only o fow years ago as o burcau of the Hinistry of Industry,
is in charge of loan accommcdation for smell onterprises. The Loan
Department of the Light Industries Sorvices, one of the organisations
attached to the Economic Development Board of the Singapore Govermment,
is algo of a similar nature.

In Japan, local governments may oxtend direct loans. 1n some
cases, for example that of the hire-purchase scheme, they provide
funds, leaving the lending operations to the care of privete banks.

In India, Singepore and Thailand, the funds are provided by
the Government, bdbut the loens are gencrally channelled through a
bank or other financing institution.

In India, & provisional arrengement is thet applicatioms for
loans of lass than a particular amunt (Rs. 10,000 to Rs. 20,000)
are taken up by the Dircotor of Industries of a state under the
govermment liberelised scheme for small-scale industrics, whereas
applications for loans exceeding this amount are doalt with by the
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State Financial Corporation concerned if the applications are for .
medium or long-term credit. However, loan applications for working
capitzl are usually handled by the State Bank or a co-operative bank.
If the accommdation required is botk for short and long or medium—
term, the agencies concermed act in collaboration. A State Bank or -
a co-operative brnk assists other financial institutions in evaluating

the credit standing of the appliceats. The Directors of Industries and

the representatives cf the Small Industries Service Institutes give

such assistance by furnishing 2 technical report on tho indwstrial unist.

In order to facilitate the implementation ¢f the scheme each
tranch of the State Bank has entered into agency arrangements with
State Financial Corporetions under which the Bank acts as an agent
in collecting credit reports, distureing loans, collecting instalments,
eto. -

In 1959, the Bauk ontered into an agreement with the National
Seall Industries Corporation, under which small-scale industries
securing orders from government sources with the aid of the Corporetion, t
may receive 100 per cent advances {rom “he Bank on the nm'ty of rem
meterials. The full emount advanced may be guaranteed by the Corporation.

In Singapore, g vermment funds are charnelled to small indwiries
through commercia) banks. The Light Industriee Servioces (LIS) of the
Booromic Development Board deposita government funds to three commsrcisl
btanks. Lloan applications are submittad to LIS and lemding is made by
the commercial banks which cre responsible for the recovery of loans.
loan risks, in principle, are borme by the lending banks with some » ‘
oxceptions.
In Thailand, govermment funds are deposited to the special

acoount of the Krung 1bai Bank, & government-sponsored oommercial
bank, which contributes its own resources on a matching basis to the
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account (the contributing ratic c. the two was ~mended to 1 : 3

as from October 1969). Loan applications arc accepted and examined

by the lLoans Cffice of the Government, whereas thc bank provides

loans after assessins collaterals, cnd is respensible Jor the rodemption
of the borrowings. The final decision on loans is mcde by the Loans
Board, thc members of which are designated by the Government. Loan
risks are entirely borne by the fork.

Financial eid to small enterpriscs through direct loans from
the govermment, as compared with loans through external institutions,
is desirable from thc ncint of view of policy execution and utilization
of government funds carmerked for the purpose. The most striking
difference between direct goverament financing and institutional
financing is that in the Jormer case, overhcad charges may not necessarily
be added to the cost of loans. If overhead charges are absorbed in tae
general adnministretive expenses of Government, the cost of loans will
certainly be reduced by that much to the advantage of the borrower.
However, if government credit cxtords over a wide area and includes
short- and long-term loans for various industries, it will of'ten be
beyond the caprcity of public service personnel to operate the scheme
efficiently. The Governmment's direct lending operctions will therefore
neocessarily be confined to specific projects under certain coaditions.
Even when direct financing is limited in this menner, the persons
administering it should receive special training z2nd business methods
rether than government administrative procedurcs should de followed.
there the government solicits the co-operation of privete financial
institutions in lending operations, the relctionship betwoen and
respective obligations of the governmment department concerned and the
financial institutions should be made very clear.
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Self-Supporting Institutions

The government's finencial aid to small enterprises ie in many
cases givon by seli-supporting instit:tions established independently
of the governmant. The presidents an. other officers ot these self-
supporting institutions may be appointed by the govérmnment. In some
institutions, govermment officials hold the directorship concurrently.
There are prectical reisons {or placing under government control the
appointment of persons recponsible jor the sdministration and management
of various imstitutions promoting and fostering the growth of small
entoerprises. There nay be legl reasons too, since the govermment
often holds all or the mejority of shares of these inatitutions.

]

Sel f-supporting institutions generally bear the title of a oorporation
or & bauk. They are established under special legislation and are grented
priviloges as far as taxation is concerned. As their title indicates,
they are priwate law rather than public law corporations. This is trve
of the Small Business Finance Corporation and the People's Finance
Corporation in Japan, whose capital is wholly provided by the Japanese
Government. 1t is slsc true of certsin banks engaged in development
financing and of specialized financial institutions for small enterprises
in many developing coumniries of Asia, which are financed wholly by the
governments. Since the capital is provided by the government, profite
are earned by the government and allocated cither to & reserve fand or
40 govermmsnt .-evenues.

In some cases, the capital funds of these self-ewpporting institutioms
ave wholly furnished by government and in other oases supplenented by funde
from other sources. Some development banke, e.g. the Industrial Develop-
ment Bank of Pakistan (IDBP), operate with fureign investments in addition
to domestic funds; in the case of the IDIP, small business fimncing is
carried out through the Smell Industries Corporetions of West and East
Pakistan.
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Self-supporting institutions ccrry out varied activities. Some
render fincncial 2id 28 well os advisory scrvices, €. the Wational
Small Industries Corporation of India, ond some engnge 1in cctivities
similar to those of ordinary bonis, such =8 deposits and other general

banking operations, o.g. the Hedium Industr; 3ank ot Korea.

Since solf-supporting institutions .ollow the orinciple of standing
’ on their own fsoet in doing husiness, thcr hare ¢ wall-defined procedural
fremework withing which they can provide credit -.d sther scrvices to
small entroproncurs. As vill be discussed lcter, their scope for
financing and servicing is more limited than that of government
departments. In extending finencial aid to small onterprises, self-
supporting institutions have tc meke some adjustments to normal

banking and commercial criteria. On the other hand, if they depond

on pravate sources of lunde «ul foreign investmente, they mey have

to foMlow more strictly conventional banking principles.

Some banks (for example, the State Bank of India and other nationalised
commercial banks in India) are primrily designed to carry on gencral
banking operations and act on & commercial basis even when they co-
operete with the govermment in giving financiel aid to small onterprises.

11. OPERATIONAL ASPECTS

Pund Resoypces

Government funds acocount for s mejor proportion of the funds
cupplied to small enterprises by public or semi-public institutions,
but there are not a fow cases where domestic private funds and overseas
funds are also awailable. Examples of the latter are the State Pinance
Corporations of India, the Hajlis Amanah Rayoat (MARA) of Melaysia, the
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Medium Industry Sank of Korea and the Industrizl Development Bank

of Pakiston (IDBP). The government contributes initial funds at the
time thesc institutions arc established. Besides, it extends treasury
funds in many cascs on o long-term brsis with or without compensation
for supplamenting the funds owned by the lending institutions. The
volume of funds mode availahle has much to do with the fiscal policy
of the ;overnment, since government funds are derived from general
revenues.

In addition, postal savings ond pension funds are also used
as loan resources, but in this case compensation has to be paid
in the form of interest. Examples are in the Republic of China
(Teiwan), Japan, Mclaysia, Singnpore and Thailand. In the case of
Japan, additional financing is granted every year from these special
accounta, and rcpoyments arc made to thees accounts every five yeers.

Among government banks there are some which obtain private
capital investments and some which raise initinl funds hy borrowing
money from the central bank or by sclling bank debentures (contingent
debts) guoranteed by the government. ‘

Some devclopment banks carrying on emell business [inancing
as a sideline have foreign currency loans epplied townrds part of
their fund resources as in the case of Pakistan. Hcwever, among
financial institutions devoted to small business financing none at
present, with the exception of the Medium Industry Bank of Korea
and the National Small Induatries Corporation of India, have foreign
credit resources available for loans finencing.

The question whether funds are with or without compensation
(i.e. whether interest is to be paid on them by the institution)

is a major factor in determining the interest rate which the institution

concerned will charge on loans to small entrepreneurs. This ocost,




along with gencral administrotive oxpenses, determines the cost of
the funds lent. The size and extent of preferential finoncial treatment
given to support the growth of smzll enteipriscs very according to the
oconditions imposed to the financial institutions concerned. 1In the
case of self-supporting institutions, prclerenticl treatmunt to small
irdustries will dopend on the volume of tre-~surv funds vhich the
government can offer without compersation, veccuse tho direct coste
of fund resources which the institutions own ere the weighted average
of the oosts ol the twc types of Tunds - funds without compensation
and funds with compensction. The input of treasury funds not only
dotermines the volume of loans to small entserprises Lut 2lso offects
the ratos of interest char;ed to thom.

Besides the sources of funds mentioned above there also exist
retained earnings (such as various resorves) and depreciation charges.
In the case of institutions involved in deposit operations, deposits
are naturally pert of the funds availrble for lending. PFew special
institutions in Asian countries seom to complain about the shortage
of fund resources, except in Indias, Japan and Korea, where there is
an ever-increasing cry for additional funds to meat the incroasing
demand from small-scale clionts. DJut it is generally true that many
specicl institutions in Asia Bare not so far uscd fully their awvailable
funds and that fow institutions have been in noed of additional funds
%0 meat inoreasing needs for loan. The frllowing factors account for
the situation: (a) many of thes: institutions have 2 relatively short

history, (b) loan facilitics are not widely known among the public,

(¢) field offices have not developed sufiiciently to establish an
effective network. The rathor modernte interest of ;oople in industrial
ventures as compared with their interest in commercial activities may be
a basic factor. The complicated and time-consuming procedures required
for loan making at these institutions may alsc be one of the m jor
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rongons. It is nccessary, therefore, to take a new look at the ourrent
loan conditions if the actual needs of small enterpriecs are to be met.
On the part of institution:, consiructive ard progressive policies

gshould be esdcyted, instead of conser itive profit-motivated attitudes.

Government Guidance and Swpervision | |
It is dosirable thet institutions operating on an autonomous
basig should be frecd from government intervention and given a froe
hend in management. Houever, since special institutions make loau
to small onterprises as governmeni agencies, it is only natural that
they should be ploced under the guidance of the government as regards
policies and conditions. The v lume of funis, 1:; panicnlar, is '
influenced by fiscel policy, and most imtimﬂom are given instructions
on iniereet rates and viher loan terms and conditions. The besic ‘
decisions on the managemont of these funds are approved by a committes
which includes representatives of the government. It has already been
mentioned in this connexion that government officials are npmmd
on the Board of Directors of some institutions.

The government's guidance should be given in a generel and
indirect way, but the grenting of individual loans should be left
10 the discretion of the institutions. The government, taking into
scoount the needs of economic development and changes in the economio
situation, slould provide general gu dance and advice and let the
institutions respond to the actual demand from small onterprises.
The government is the financial sponsor of the special institutions.
It is therefore matural that the government should be interceted in
the sound management of theme inatitutiorns and should carry vut &
degree of supervision with a view to ensuring healthy operation.
There are, however, limits to such swpervision. For example, as




far as accounting is concefned, each institution kecps an independent
auditor, who prepares nn audit report for ¢.ch accounting term. A
dmplicate audit by the supervisory government office should be avoided
as far as possidle.

In actual practice, the supervision of the snecial institutions
is left, in various countries, to tho care of the central bank. This
is also the case with commerciel banks.

The government should pay grecter nttention whethar or not the
special institutions are managed soundly and operated in line with
their dasic objoctives and give them necessary advice and asaistance.
Another matter in which care should de sxercised by the government or
the central bank relates to the holding of bonds by special institutions,
eince the absorption and holding of national bonds by the special
institutions may reduce the amount of [funds aveilable for loans.

Relatiopship with the Central Bank

A

, _It has already been stated that some special institutions reccive
capital investments or loans from the contral bank. Regnrding the
regulating function of the centrel bank, which it exercises through
\he official discount rets, the reserve deposit requirement rates -
and open merket operations, there is, in many countries of this

region where the organised financial system is nov highly developed,

a 1imit to the effective funotion of the central bank to rogulate

the supply and demand of oredit. By end large, in this region, the
fiscal policy of the @v«mnt is more influential than the financial
policy of the central bank.

It has been mentioned in the foregoing section that many special
institutions are placed under the gupervision of the centrel bank.
Those clasaes of institutions which conduct ordinary banking btusiness
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are naturally placed under the control of the central bank. They
make doposits with the centrel bank.and are at the same time allowed
to obtain dborrowings from the cantrel benk. However, the bank-rate
policy which the commercial banks fol.ow as a result of the official
discount rate of the central bank does not apply to the special
financing for smell onterprises. It is not incorrec: to say that
loan interest rates on special financing are not linked with the
official discount rete. This point will be discussed further later
one.

™e Reserve Bank of India gives general guidance on emall business
financing through its Industrial Pinance Department. In addition, it
has formed the Credit Ouarantee Orgesnisation, which also guarantees
small dwiness financing.

(73 T O K ety

Some special institutions obtain oapital investmentis from ocosmmeroial
banks (city banks) or float finsncial debentures, such as those of trust
bai k3 on the securities merket. Needless to say, the yield on the
floatation of financial debentures directly affects the costs of loan
,funds. S8ince most special institutions, exocept a few, do not handle
short-term funds, they 40 not normally seck short-term call loans on
the market. As things stand at presc i, in many cowtries of the
region where both the financial ard securities markets are only moderetely
daveloped, there is & limit to the co=cperation which the special
institutions cun obtain from she markets. Purtherwore, any heavy
dependence of the special imstitutions on such bo-opcraﬂcn may lead
to competition with private financial institutions. There may also
be a danger that such dependence will affeoct the discharge of the
primary duties of the special institutions.
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The special institutic;ns have good reasons to make the mest
of the facilities of commercial benks (city benks). At present
there are mot 2 few examples (¢.;. India, Singapore, Thailand),
where the spcrial institutions designate specific banks for ocarrying
out the screening of applications, the undertaking of certain londing
procedures, such as the creation of mortgnges, and the collection of
the funds lent. In every cose, the special institutions make a final
decision on the eligibility of appliocants. Since special institutions
lack oxpertise in financial techniques and are not provided with
sufficient personnel, their dependence on the co-sperction of commercial
banks (city banks) in their financicl operetions is unavoidable. Thad
thay can moke use of looal branches of commercial banks (eity banks)
is to the sdvantege of small enterprises in the areas concerned.

Japan'e People's Finance Corporation has csteblished more bhan
100 offices across the lond and designatod about 800 financial establish-
ments as their agents. This is cimed entirely at offering the best
possible service to smel) enterprises located in different areas.
This is also true of the State Bank of India and the other nationalised
commercial banks in India. ‘

When commercial banks (city banks) co-operate in loan processing,
e decision on the loan appliostion is made by the special institutions
themselves. This is importent since %he special institutions then
sake into considerstion their own polioy in providing loansj otherwise
shere is the danger that such loans will be no different from those
which commercial banks can provide. There should aleo be & full
underetanding betwoon the special institutions and the commercial
banks in redpect of ocollateral.

Some cowntries, e.g tho Republic of Chine (Teiwan), Singapore
and Thailand, have adopted the participetion loan system wherebdy
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the funds of special institutions nlu® the funds of commercial banks
(city banks) ere pooled ond used for lcans. The special imstitutions
ruit boar all risks for the portion provided om a participetion basis
and the differcnce between the low interest rate of the speciel
institutions and the normel interest rcte of commercial benks (city
benks) must be compensated for in some way or other. In Toiwan,
@vermment funds =ro aveilable at the interest rate of 10 per cent
agninst the bank rate of 12,1 per cent, vhen the benk's own funds

are used for one helf of 2 cartain loen. In Singepore, twe benks

uwse only the public funds and another benk uses its own resources

in participating in the public funds applyiny similar remuneration
as in Toivan. The funde in Thailand are comstituted of {mblic and
private resources on & filty-fifty bosis, 3 cer cent interest being
borme by ths government. This makes it faasible for the institution
to grant loans at 9 per cont interest against the averege market rate
of 12 per cent. -

Participation loane are Cesirsbtle from the standpoint of mobilising
the funds of private banks for long- end medium-term lending and using
effectively the limited public funds of special institutions. In order
% accomplish this purpose, special measures to emcble private banks to
co-oporate in snecial fimancing should be taken, otherwise there would
be no alternatiw buvt to make loans on o commercicl basis. The besic
incentive is to reducc risk bearing. In the onse of participation
loans granted to small entorprises with govermument funds and private
bank funds, private banks might be guaranteed by the govermment-
sponsored credit guarentes system. As regards the difference between
special and commercial interest rates, thore is a system whereby the
difference is covered by deposits of local governments' surplus funds
at low interest. This is the casc in Thailand where the Govermment
deposits at 3 per cent and the dosignated bank advonces at 9 per oent.
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In addition to incentives for participating financial institutions,
the special imstitutions also pay those banks commissions on lending
procedures (at a certain percentage of their actual interest income).

Special financial aid may often rcise the standing cf small
entreprensurs in credit approisal by commercisl hanks (eity banks),
Special financing may produce far-reaching secondary effects inasmuch
as enterprises will sooner or later be in a position to secure loans
from commercial banks (city banks) instead of special financing. Tt
is desirable that special institutions co-operato with commercicl
vanks (city banks) no matter whether in capital supply or lending
prooedures and avail themselves of thc benefits inwlved. From this
point of view, it is highly worthwhile linking special institutions
40 one or two specific commercial tanks (city banks), which have a
good widsrstanding of small business financing and have those commercial
(eity) banks develop co-operation im providing personnel - the biggest
bottleneck of special institutions. The State Bunk of India is ome of
the mationalised banks, nevertheless it is an urdamary commercial bank.
Pesides handl ing Stato-Aid-to-Industries, the bank is making o great
ocontribution as the nucleuws imstitution for small business financing
in India.

2mee of Pirapeing

The pivo+ of public and semi-putlic fimancing for s all industries
oonsists in loan-making. ‘Msmmomrmm-mﬁm
of stocks issued by enterprises, subscription and underwriting of
corporete bonds, credit guarantee, lease of equipment on an instalaent
basis, eto. Depoading on the length of the repayment period, loans
may be classified into three types — short-term, medium-torm and
long-tera. Loans bearing a maturity of uwp to six months or one year
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are called short-term, while those with a maturity longer than the
abowve period are collectiwvely called medium- and long-term. It is
difficult to meke a hard and fast distinction between medium-term

and long-term lozms. In anr country ~hort-term finencing falls under
the activities of commercial banks, while medium— and long-term
financing 38 undor the charge of special banks, and in principle,

is mot handled by commercial benks. Classified by use, there are
public funds and consumption funds (consumer credits). It is needless
%0 say that the larger part of funds supplied under organised finanoing
should be industrial funds applied towards filling the requirements of
all industries (including small enterprises). (However, the persentage
of comsumer credit in organised fimancing is rising in step with the
expunnion of monthly instalmént sales to individuals.) Whet the
special institutions are teying to provide as aid is mo more than
sedivm- and long-term funds which commercial banks (city banke)
hardly handle.

In the management of enterprises, it is working funds that
cover current expenditures. Since these funds are needed for twrnover,
they can be procured under short=term financing from commercial (city)
banks. In contrast, however, the equipment of enterprises newly or
additionally installed is to be depreciated over many years with the
profits sarmed therefrom. Henoce, long-term financing becomes necessary
for this purpose. Often, medium-torw loans could be provided to new
enterprises to meet their initial working capital requiremsnts, sinoe
Ahe firet tumover of new enterprises will often be completed after
an irregular period of business.

The period for which special institutions provide credit wvariocs
acoording to the wse of funds and the nature of applications. In
principle, the lending pariod should correspond with the period
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required for full repayment of the credit as calculated on the desis
of the profits vhich the equipment will yield increasingly over each
scoounting term. All the special institutions Pove set the maximum
leding periods by some categories au shown in the followiag tables

Iable I1
Loan Periods of Public Imstitutions

Chine, Republic of (Ta wan)

Small Dsiness Division, Council for
Intermational Boonmomic Co-operstion

working capital loand less then 2 yoors
equipment loans S - 8 yoars
India
- Swte Pinanoce Corporetions 10 = 12 yoare
Mtional Small Industries Corpozetion
hire-purchase 7 yoare
State-did-to-Industrice Prograame ) yoars
Jepan
Small Dwsiness Finance Corporation
lmalg %2l Joars 1 < 3 yare
equipnc 1t loans 1ess than 9 years
Eoves (Mepublio of)
working capital leos tham 1 yoor

equipment loans 2 = 5 yours
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Malaysia
Mejlis Amenah Rayaat (MARA)
Nalaysian Industrial Development Pimance Ltd.

medim and long-term

dcar
factory mortynge

loan (
hire-purchase
Pakistan
Industricl Dewslopment Bank of Prkistan
Philippines |

Eaticna]llCottage Indwstries MW
Authority, Depertment of Commerce and

Momt Bank of the mmm %
Philippines National Bank
shori-ters loans
n&im loams
Sinagapore
Light Indwtries Services, Boonomic
Development Board
short=ters loans
hire-purchase
Thailand . ‘
e Loan Office for Small Industries
Development, Ministry of Industry
Industricl Finance Corporedion o: Thailand

less than 5 yeare

5 = 15 youre

5 = 10 years
lows than 3 years

5 - 10 :'m

‘Bquipment -~ no matter whether nevly ccnstructed, or remowvated
and replaced, or additionally installed - serves to reise the production
oapacity of any emterprise, lowers the costs of ssnufacturing and
Proocessing per wmit of product, and contributes ¢o produotivity.
However, among such equipment there are some types of investment
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which, like dormitories for employees and antismoke and antiwater
pollution facilities, will have no direct relation to the improwment
of productivity and will rather raise the costs involwed. Apart from
infrestructure liks roads, electricity, and water-eupply facilities

%0 bs built with social overhead capital, investment in environment
facilities cammot be listed among the ordinary profitable investment
items of enterprises. Proa this point of view, almost all the countries
in this region are endwawvouring to create industrizl estates with
public investasnts. Yet it appears likely that investment in this

kind of “egquipment®, o be made at the expemso of individual enterprises
in the period ahead (for example, the distridution sector), will become
incressingly necessary. In our view, this should be handled separately
%y the speciel institutions or through separate long-term govermment
funds provided for this purpose. In Japan, special preferential
neeswres ate applied %0 this kind of inwstasnt in respect of both
interest rates and duration of financing. In India, funds for the
industrial estate programme are provided on a long-term basis by the
gvernaant or by imstitutional investors (e.g the Life Insurance
wm»

In cases vhere enterprises are established or new equipment
is introduoed in developing cowmntries, a series of prooesses, such
a8 the purchase of rem meterials, production and processing, and
marieting of finished products, are incorporated into the market
economy. In mot a fow cases it tzles some time before the enterprises
ot operate mormlly after the introduction of such processes. Actual
sevisions will become mecessary in conmmezion with the imstallation of
sachinery, tsaining of esployses, production techniques, methods of
handl ing v materials and finished products. Raw materials expenses,
wgs, and other administrative expenses must be disbursed for a
considerable time until earnings are durived. Punds of this nature
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cannot be procured through ordinary short-term financing. However,

they do not require as long-term financing as equipment funds. These
are the reasons for snccicl institutions carrying on lcag=-term equipment
finanoing and ot the same time provi’ing in such cases financing for
sedium-term operating funds. Industrial financing should be conducted
in 1ine with the actual condition of the activities of enterprises.
Bepecially, equipment financing for small eriternriseés should be
provided, nct for the purpose of equipment being kept idle as aseets, "
but for the purpose of equipment being adequately operated. Punds

of ‘&Ml nature should be provided as medium-term operating funds.

It Mns-already been mentioned that, as o rule, special institutions
d not handle short-term working M_s{hich can be usually provided by
commercial (oity)banks. However, several institutions (Korea, the
Philippines, Nalaysia and India (State Bank)) carry on short-term ,
financing as well. In Japanm, short-term financing is mostly pmv&hﬂ .
through trads credits in the form of promissory notes.

In those coumtries or regions of countries where the organmized -
finanoing system is not fully developed, it is diffiocult for small
enterprises which have a poor credit appraisal to obtain from comsmrocial
(oity) banks the credit facilities through overdrafts or bill discounts.
Some Asian oountries (e.g. Republic of China and Korea) have private
financial institutions spocialising in smll business financing, and
in Japan institutions of this nature have mode a striking development
in recent years. In India many local (non-scheduled) banks provide
working capital loans to small enterprises. The State Bank of India
and the nationalised commercial banks also provide short-term credite
to small-scale industries, under & l;bcgalinq scheme.

Where such speoialised private institutions have not been developed,
special institutions might comsider undertaking the extension of short-
term credit to small enterprises, However, a ocompetition may arise’
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between government-sponsored institutions and private commercial
banks whose main business in short-term finance. Commercial banks
should be encouraged to relieve the situation instead of competing
with public institutions. If there cre any surplwe funds in any
public financial institution, they may properly be allocated to
long- or medium-term loans. Interest on short-torm borrowings ought
to be paid at the normal commercial rate. Non—commercial favourable
interest on short-term loans might be nothing other than govermmental
subsidies for daily business.

If special imstitutions undertake the extemsion of short-term
oredit, it might be necessary for them to undertake deposit transactions.
Bxpert ability in financial techniques would then also be required.
Viewed from the cuwrrent condition of special finmancing, it seems that
short-term financing by special institutions should be confined to
ocertain induwstrial categories and regions. Even in those cases, the
special imstitutions should preferably have commercial banks act as

their agents.

The hire-purchase scheme now being offered to small enterprises
in many countries (I viz, Malaysia, Singepose, etc.), which provides
for the aoquisition of machinery and equipment in monthly instalments,
oannot be called financing proper. In a hJroad sense, however, it may
be included within the scope of financial assistuonce. Under this
system, public institutions, instead .f lending equipment funds %o
small enterprises, meaau the machinery and equipment wanted by
the enterprises, lease them at o mnthly rent, and make them the
property of the enterprises after the expiry of a certain period,

In the United States and other countries vhere the consumer credis
system is in wtdnpru.d use, it is well Jmown that the instalment
credit system is prevalent in commexion with the pnro&wm of durable




consumer goods, particularly automobiles and household electrical

appliances. The hiri-purchase system encbles the authorities of
londing institutions to control the use of funds lent, in the sense
that there is no fear of funds being approprinted to other purposes.
Small entrepreneurs enjoy the advantage that they are .relmod from
the need to raise initial investment funds equal to tho total or the
lerger part of the required costs of the machinery and equipment.
Machinery manufacturers or swpliers receive payment from special
instatutions. if small enterprises have a suffioient oredit rating
it may be possible for them to conduct tramnsactions on oredit with
manufacturers or swppliers of machinery and equipment, without seeking
the facilities of special imstitutions. The hire-purchase system is
regirded as particularly effective fof swplying imported (foreign-
made) machinery and equipment %o small enterprises. The hire-purchase
syctea inwlves complicated procedures and the duration of ftmiaa
is also long. Since interest and anmusl depreciation expenses are
added t0 the charges borne by enterprises, the financial burden might
be higher than in the case of ordinary borrowings, unless any official
subsiddes are provided.

111, PIMANCING PRACTICES

then demand for funds oocurw, special inetitutions make inguiries
or hold consul tations before accepting formal applicatioms. This step
is particularly indispensable in the case of mew clients who have had
no tramsactions in the past. Since special financing is different
fyom bank financing, it is isportant for the special imstitutions
40 make efforts to enlighten the entreprensurs on the nature of this’
particular type of financing. It would appear that the measures adopted
by various countries tc make the special financing system known far and
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wide are not althogether satisfactory. According to certain public-
opinion polls conducted in Japan, the overwhelming majority of people
obtained information about the special financing system from their
business fricnds. Only a smell percontage is accounted for by people
who obtained information through such media as newspapers, radio,etc.
0f course, there moy be different circumstances in difforent countries.
Yot, the above pdlls suggest that every country give due consideration
40 the selection of the means of information and publicity. Those who
visit speciel institutions and banks for consultetions and advice are
often full of entrepreneurial spirit and have some problems to solwve,
which are not limited to financial problems. It is, therefore, desirabdle
that special institutions and banks respond to inquiries in a spirit of
kindness and give advice even on problems not specifically conocerned
with finanoing.

Portunately, however, all countries have a specially organised
system 10 give management giidance to small enterprises. Usually,
ssall entreprensurs first appronch these guiding institutions. At
sheir suggesticns and with their introduction, they come into contact
with special institutions. Care should be exercised to ensure that
experienced personnel provide the visitors information to their
satisfaction. Since those people who oome for information and con-
sultation are often new clients, it is possible that the prodlems
they bring W will provide a useful "aed~back to the special institutioms.

All institutions have their own specified application forws.
A reguldr form is used irrespective of the sise of the enterprise
or the amount of loan applied for, but there is a case for wsing
sisplified forms. It ie also desirable that the mumber of copies




be reduced as much as possible. Some items mentioned in the application
form may be clarified at the stage of credit analysis. Turning down an
spplication simply because all items in the application are mot properly
filled in mus: be avoided. Applications are acoeptable at all times of
the year, but depending on the volume of funds available for lending,
the institutions may have to suspend the acceptance of appliwtiou.

In ordinary ocases, applicctions are accepted after soreening by the
oredit analysis section. In view of their nature, it is more isportant
for the special imstitutions than for private finanoial institutions 4o
bear in mind that all applicatioms lhould be treated in a lpittt of
fairness and justios.

SiParY snd Assessmen)

The appreisal of individual applicetions is mads with special
Teference to the following pointes (a) whether they fall under the
ocategory eligidble for fimancing by the institution w —_—
(b) whether the projects for which funds are 1o be used are apprOprists
from the point of view of priorities in the country's plan; plan; (o) whether
borrowers have a sufficient ability to repay and MM their repayment
schedule is sppropriate; (4) whether applicants have a god credit
-mw Thus, special institutions make a full survey of the
pro ject concerned and of the offects uhschftho neosssary funds will
produce. A c.-edit analysis is uwsuall made tarough a combimation
of the following three methods: (a) inguiry by letter, (b) an interview,
and (c) an on-the-spot survey of workshops. Generelly speaking, the
scoounting départments of swhll enterprises are insuffiociently staffed,
and their account boc M- are mot scientifioally maintained. Under these
cirousstances, it is difficuls $0 forw a judgement on their past Lusiness
performance or obtain data from which o forecast can be made of their
future prospects. It is therefore necessary that the process of credis
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screening should dejend on a technical assessment of the prospects

for the project as well as an evaluation of the entrepreneur's capatilities.
The special institutions shoculd have trained personnel to underteke this
task. ‘

It goes without saying that applications should be screened
as far as Hossidble from o purely objective point of view based on
sctual figures and that they should not be evaluated from personal
feeling or special personal relotiomshins. Various separote expert
departments devoted to the survey ani evaluetion of such particular
items as techniocal lmow-how, markats, etc. should form part of o
special institution. Unlike big enterprises, smell enterprises depend
very heavily on tho monagement ability of the owner-manager concerned,
80 that a corprehensive evaluation, inbluding this point, should be
carried out.

I¢ is Gesirable o odtain the co-operation of advisory and extension
services, wheve they sxist. Many countries huve established both finance
and servics departments as a part of an oxtension service centre (e.g.
the uﬁt Industries Service in Singapore). 'hile the screening of an
application should be the responsibility of the loan department of a
bank or o special institution, the technical viability, market prospects,

mm or sanngerial cvclmtton, etc. should be reviewed by a
comsultant or mm'm .

™he Small hlta-n Pmmmm Corporation of Japan, established
- a M am in 1967. is designated to combine organically
the fimancing of equipment oarried out jointly by the centrel and
looal govermments with the guidance and consultation services and
t¢ induce the finmance and advisory services to co=operats in loan

processing. Purther, enterprises have to receive guidance on the
exeoution of their project, and after obtaining the required facilities,




are oblisated to continue to receive guidance. The Corporction places
the main emphasis on financing the construction of basic facilities for
local enterprises - the so-cnlled structural improvement facilities -
rather than on individual equipment ¢ enterprises.

The major role of this Corporation is to assist groups of sasll
jndwstries in achieving and facilitating close co-operation through
establishing, e.zt (a) an industrial estete, (b) 2 flatted building
for workshops, (c) & wholesalers' centre, (d) joint facilities,

(e) an accounting centre, (f) a swermerket, (g) = shopping centre,
(ia) merger of business, and (i) prevention of public hasards.

Concerted assistance through conmsultancy and ﬂm‘ is the
principal feature of this Corporetion's’activities. On epplication
by 8 group of small enterprises, the Corgoretion sends a team of
private (hired) consultants or local government consultants, headed ‘
bty & staff-consultant, o give guidance, and to make a survey on the
potentiality of the proposed Hro joct. Under instructions from the
Corporation, the loan division of & local government examines the
feieibility of the proposed loan. Ouidance on the layout of the plamned
facility may also be made by the Corporation. Up to 65 per cent of
comstruction ocost is financed by the Corporation with interest at
2.2. per oent per annum, 4w in 12 - 15 years, including an unredeemable
period of 2 - } years. Even aftor cumplation of the pro jected ocon-
struction, tho Corporation will provi.e follow-wp services for after-
care and the maintenanne of the facilities. Consultant services ave
given free of charge with the aid of govermment subsidies.

Praining is another mejor function of the Corporation. The
Corporation operstes 2 training centre for smell entreprensurs where
corsul tants, machinery, olass rooms, and a dormitory are provided.
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Loans Allocstion

In princinle, & decision on fincneing is made by the Board
of Directors of a special institution, but often c decision is aleo
ne.de by -4¢s secrotariat duly authori:od under dslegnted Howers.
Apart from special cases or larse locns, as the institution accumulates
experience, the Board of Diroctors will delesnte to the socretarint the
authority to meke 2 decision on individunl loans. The Board of Diroctors
will thereby be embled t- attend to wider >rodloms, including questions
of finencial >olicy and the fund position of the imstitution. ‘“hether 2
docision on loans is made by the Board of Directors or the secretariat,
the most important prodlem is to provide adequate and timely loans. A
public financial institution should not be unduly perticular about the
debt-equity retic and about collateral of borrowing enterprises. loans
sust be given with dus regard to the fund position of the imstitution.
The imstitutions nust not at any time neglect the sdministration of
funds, i.0., saintaining o >roper balance between swplying capacity
{including collections) and estimate of demand for funds. Monthly
or at least quarterly lending progremmes should be prepared, and
allocations adjusted acoording to the programmes. The secretariat
permitted to allocate loans must be given due authority in respect
of the total amoumt of loans for a ocertein period. This is particularly
7e0e88ary i1 cases where institutions giwe their lacal -branch managers
the authority to allocate loans in order to specd wp the lending
procedures. If, for some yenson or ancther, the imstitutions should
have a shortage of funds to make their losn commitments, they will

be compelled to reise emergency funds or take measures tc borrow

from commercial (city) banks on behalf of applicants; otherwise

the government as well as the special institution will lose its credit.
Gonerally speaking, a gocd credit study is most important to o financial




undertakiny. This is especially true in cases where commitment fees
are charged. Be that as it mey, many syecial institutions in various
ccuntries authorise specified benks to handle loan disbursements.
‘hen their funds are deposited or pocled in trustec banks, & ghertage
of funds will not create any serious problea. Loans are wually made
more on "“deeds" than on "notes". '

Collaters) apd Other Secupities

In ordinary ceses, special imstitutions should call for a guarentes
of the 4edt extended. There are two kinds of gunrantees - personal and
phygsical. In many cases, however, both are required. Under ‘the
principle of sound finmancing followed by private rinsncial institutions,
thlommmmor;immwmttmmwm
quarantes offered. This 1s the reascn vhy small enterprises with a
ssager gasrentes oopacity find it difficult to obtain the facilities
of priwse fimneing. It is evident that the extent of guarantes
vequirved fur fimancing by public institetions must be more lidberal
than that sequired by priwate fimancing institutions. A gmrentor
is held responsible for repayment of obligations on behalf of the
Wuﬁa.wutthatmlatiwm{modtomman
wder the loan agreement. In such & case, the physiocsl security is
wafmmmmmmfmmu&mw
of the dedt. mmenmﬁMMamhm
secondarily the credit given to the borrower. 1n other wids, the
Munmofmmmefmnnivct
the borrowing enterprises for repayment.

In wriow countries, the sachinery and equipment bought with
Ahe proceeds of public loans are ndmitted as physical security.

Public financing has mm:mnnumuumm
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requirements than commercial (city) bank finencing. There may still
be room for relexing the terms and conditions governing 2 perronzl
gwarantes. It is interesting tc ncte that some pudlic fimancial
institutions (e.g. in India) & not call for physical security but

are content with a sersomel zuarentee alone. Japan's People's Finunce
Corporation and Singepore’s Light Industries Service call for one
perwonal gumtor or more in all cases where the amount of loan
involved is below 2 certain limit. Mony institutions delesnte to
srivate banks the procedures for reising personal and physical security.
Neasures to seoure the co=operation of priwnte banks are necessary to
sase the terms and conditioms of security. There may be 2 need to
1ideralise security regquirements.

Sollecsion of loans

It is observed in many coses that the collection of loans is
Slegted to priwte banks to facilitate yvpayment by small enterprises.
An instalment repayment method is adopted in many cases. This is one
of the distinctive features of judlic fimancing. However, instolment
repagment gives rise to & gnod deel of trouble to the financial
agencies authorised t0 ocollect loans. For example, verification
accomnts may be necessary beccuse while the principal is repaid in
oqual instalaents the interest diminishes as the outstanding balance
decreases. (Public fimanoing differs from financing by commercial or

oity banks in that the interest on tl.2 total asount of loan for the

" period is not deducted at the time the loan is made, dut is collected
from time tc time on the amount minus the repeid sws.) The State
Pinance Corporetions of Indis charge an imterest rate of 6.5 %o

7.5 for cent per anmum with o redate of 0.5 per ocent for prompt
payment, '




Collecting agents have to issus some kind of reminders to borrowers
to ensure satisfactory repayments under the loan agreement. It is
important that they orovide continuwous follow=wp assistance for borrowing
enterprises, becawse repayments are, in princinle, to be made out of
profits realised. The consultant service division of a special inmstitution
or extension service of the government should endeavour to follow wp
homutngmuvﬂsu and zive them pertinent advioo. In the event
MWW,M“. are not made, the ocollecting
agents ﬁonlécukthhdpofm-muo division of the special
imtitutions or of the extension servioes.
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IV. ADMINISTRATIVT ASP™CTS

M:m and Treining

Fisancing of small enterprises -slates to a btroad range of industrial
fields, from bamboo processing to sophisticated electronios. Clients are

found through the whole ares of & country. Pimancing of small industry
requires special techniques of sdvancing oredit with 1iberel terss snd
oonditions and supplemented by technioal assistance and supervision. It
requires aleo managerial and sccounting knowledge. Pudtlic fimancing, in
partichlar, requires broad intelligence om the eocnomic and industrial
situwtion in the coumtry. In viev of these requiremsnts many of the publio
and seni-pudlic ins!itutions in the region are confronted with staff short-
4ge prodlems. ‘Singapore’s Light Industries Service has more thes & hundred
ead fifty perecns on ite staff, dut its loan proocessing work is carried out
only W & fow pecple im co-operation with the desigmted banks.

hmmmrntmudmlurthmucﬁmmW
‘nisttions, WWMGhmAMunMutu
n.’.iulhv of the government and the institutions. Treianing in any
o00tér is necessarily a lw aotivity, because it takes time for
Mtummummu. Professional eduoation at
mmummxmxm«mhwm,
m,tﬁmdmuﬁmﬂumfwﬁnlm
finmncing is very wide sinoe it should cover both maoro- and B10ro-sccnomso
agpeots. mttemmmumnmunm
respective institutions in co-ordination with the formal school education.

Ascng treining requirements for various persomnel, the utmost need is
mw‘aum-hmnlM"ubmummsuu«m-‘
posed projects. mmmmuamuumm
poiats. thm«mhmmcmumw
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than academic training in class-room. As regards the treining of personnel
engaging in public financing, preference should be given to _refining person-
ality and attitude in addition to improving teohnical knowfodgc and extension
methods. The mrs and officials of financial iutxtutiom should serve
their clients vith broad md mprtul vhwl and sttitudes. They m% bo
sinoere and incorruptible. Though it might be hard to stiain these quali-
ties through professional tm;uug, sorel treining should m u unmd '

in th training progrézmes. ;

In some couniries the minin‘ institute (the Su],; Igdutry khuwa
Treiping Institute (SIET) of India.is an example) offers treining -to benk ,
personnel, entrepreneurs, as well as to industrial esmployses. -In some.
ocoutries national produotivity centres conduct seminers on fimamoisl pro-
Slems apd. invite the persomnel of finanoial® institutions to participete.
Government institutions. for smsll industry financing in Japan ususlly send
some officers to the treining institute of the ann Industry Promotion
c&;:utien. However, tho yrulry objoatin of thuo tmnn courses is
to w industrial mph, uinly ssall ntnm\m and thou- qlmu.
The eﬁ‘iem of financial Mieatieu —w be mwd to plﬂtetptt in
these nlim where thq wxll learn’ sbout ‘the status and po’blul of mx
mdaﬂriu, the ujority of ilneh face finareisl peblm. Nmf-holm.
this m hﬁls bc npmd as mfﬁoimt. ’antmlly, tlu iw. of

,,,,,,

ﬂuc fmnoinl institutions wtu :md to h m

IO

. .Foreign mutmo in tmainc ml fw devilopment hah u;n
hblmsl Mmmtmmmtbmlefmm
mmthohvﬂmm‘tﬂa W»mmwm ia
auama oountriee. The World Benk sssiste on & ‘multilateral basis in
this fma. The Asian mxm Bank m cino omm mmg "
Matuinincm in the region. se-t rtvctohah m:m




have been oonducting treining seminars for tankers from developing cour-
tries in Asis. Information on treining of vank personnel should te ex-
ohanged between countrics of th: »ogion in order to inocrease the aveil-
ability of t.eined personnel in fin: .ce and related aduinistretion.

o ifficiency of Processing

| It is the generel complaint of applicests to pudblic financing insti-

tutions that their procedures are extremely complicated. For instance,
many detailed items should be filled in the forms and seversl copies are
required, and it takes a fairly long time (sometimes several months) to
olear an application. It is difficult to assess the.effioiency of a
finanoisl service. Individual applicetions involve consideraticn of
various detailed points, some simple and some complicated, and are not
amsnadle to uniform processing. However, it sy be useful to estimate
the average duretion of processing an application. Making & review of the
mamm«mm«mnmmmsmumm
esting. IFrom suoh reviews no definite appreissl of officiency oould de
made but some improvement in management could be obtained. In some ingtie—
tutions, the final decision on lending is made ty a competent offioer in
the secretariat, e.g. the head or ohief of the departaent, instead of
being adopted Yty the board of directors. ihere local brenches are eetad-
lished the tranch chief should be authorised to make final deeisions on
loan applications of & give: amount c= type, 50 that red-tape and time-
oconsuning procedures are simplified and shortened.

The opereting expense rete, which is disouseed in more detail in the

following chapter, is one of two major cost items in commercial and industrial

finanoing. The level of interest rete depends largely on the current expen-
diture, oomposed mainly of personnel expenses: wages and sslaries. In




pudlic financing, the opereting expenditure should be kept as low as possibdble
decause the interest rete of public institutions should be lower than the
ordinary rate. As & rule, the overhesd charge rate should diminish as the
total loan smount advanced increases over s certain period. However, &
distinotive feature in t:e operation of public financing for smsll industries
is that what inoresses is the number of appliocants for loans of smsll amount.
The processing of such loans is time-oonsuming, and 1m1mhwumu
stretive costs than in the case of estadblished banks. m,mum-
sble salary and other bemefite than average might be necessary to recruit
promosing personnsl. Admittedly the 0ost of processing or overhead charge
por application might be higher in public finanoing then iv tbe ccmmercisl
mnm-, mmtam&auttumhmwmasa
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Toble LI

Number of Cases and Amount of Loans to Small-8cale
Enterprises in Sclected Countries [ Asia ad the For East,
1966 - 1968

" |Wamber of gogg waver | m amount J"E‘OR’E

Iratitution m‘”’" E of cnses | committed Masber of | Amount in
! per year | per year cases national
Division) | + y
lllmu 1
Najlis Amh Central (1961) R$ 4, 740,000 »0 90, 000
Raysat (NARA) rqx‘tgu 718 ;

P—M - . - Al - . e ) ‘ —-—
Nalaysian (19::/68) -# - 260, 000
Indwtrial 1% - 20 N 5,500,000 '3 -4 30, 000

F Development
Finance Ltd.

ke - ol . -1P‘
l Jepan | .
- . ‘ B S R G s AN .01 AN m"?‘““""““"
hepl; :mm 64, 555 ¥ 358,002,000 | 1%0 20,000
- A samns e ey & D waee JEE LR SR L S -ou-.-—‘-+~-
Small Finance .
Oorporetion 4, 404 ¥ 276, ﬂB.NOJL 26 444,000

| - | e
Muilippines | + l
Mtional Cottage }

Industries Comtral | (1967/68)
Developnent ffioce ! »7 P 43,000,000 0 1,200
Authority ( 10
(®aCIDA)
_~— - o - a— "“.q
Singapore
Boonomic (1966
25 ne 1,800,000 100, 000

Board (EDD) L
| XY » N$ 900,000

os 4 o "1, 195 379, 000

L‘ o i . .6 M . A B SIS, & D - D G- _‘L
Bailand ————

Losns Office 5 (193?/67) B zz.ooo. 17 220,000
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Table IV

Rate of Opereting Expenses of 3/
Selected Institutions

(1967)

Japan .

Small Finance Corporation 2.2 % (1966)

People's Pinance Corporation 1.96
Korea :

Nedium Industry Bank . 8,04 b

© i

Melaysia

Malaysian Industrial bonlw

Pimot, Ltd. (MIDPL) | 1,03
Philippines

Development Bank of the m%m ‘

( ‘ 2.81

™hailand )

Indwtrial FPinance Corporation

of mnm (1roT) o 2.76

v MWW

Averago = 1/2 (outstending at previows year's end and thet
st current year's end) )




V. INTEREST RAT® IN RILATION TO CREDIT RISKS
FOR SMALL INDUSTRY FINANCING: A BRITF
RTVIAW OF THE JAPANIST SITUATION

Level of Interest Rats

In a free economy the resources available to industrial enterprises
through industrial loans, are in ths form of profit-bearing monetary capital.
" ke intorest on the loan paid by the bozrower is part of the profits peid
to the lender. From that standpoint, the maximum rate of interest for
industrial loans male by the financial institutions or in the organised
market should de commensurets wiih ths indusiricl profit rate; if the
interest rate exceeds the profit rate, borrowing becomes mianingless.

The minimum rete of interest, on the other hand, is the cost of fund
resources md of the coet of crdirary bank deposits and the operating
expenses of tha bank. Vhere e financial market is established, the total
demand for funde should meet the total supply at any given time, The
interest reie will bs determinad somewhere betwean the average level of
profits and oosts of funds in the econory. Since there are several typsu
of financing, short-term or long-term, with or without collateral and so
forth, there are varied rates of interest in the marxot, but these are
interrelated to each other.




7
i
.
i
2%
2
.

Country Official money Interest rates of Intorest rates of special
rotes commercial banks institutions for small-scale
industry financing
Chine, , rediscounts 10,87 discounts on bills  Small Business Division, |
Republic of 1loans on securi- 124 Council for International :
(Taiwan) ties 13,37 loons on securities Economic Co-operation and |
(Aor. 1968) 13,5  Development 10-12%
loans without Bank of Commmications 10-12%
securities 14% | f
 India 5% (Mar. 1968) short-term loan Loans under State-did-to-

- M -
Variosus Loan Interest Retes in Seclected Asian Countries

(per cent per annum)

8-8.5  Industries Acts 2.5-5%
long-term loan State Pinance cozo;tion

(1/27 robatable when the ,
repayment schedule is |
adhered to) ‘ :
National Small Industries
‘Corporation 4. 564

(plus service charges less
than 5% of the valwe of the

equipment on hire-purchase)

T SRR T S T e P G B i S A G & S Al w & SR N - PR SRR e .

- Japan 5,80 (Oct. 1968)  7.5-8% Small Business Pinance i

Corporation 8.
People's Finance Corporation

*

RS B D & A -« AR S = A 3 s sl G A o pB . B Bl e AR A AP e B2 e Fr G WA A S & S D S A §: A . A M - S !

Korea 21.0% (Mar. 1968) discounts on bills  The Medium Indusiry Bank
24.0% ordinary loans 23.0% ;
loans on bills ot Government fund loans 16.0%

26.

loans for export _ '
Malaysia short-term loan Mo flis Asanah Raayet, 4
7.56  dojhrtment TS -, - .
long=-torm loan Malaysian Industrial Dewelop-
7.5-8  ment Pinanoe Ltd. 8-10% ;

Pakistan 5% 9% Industrial Development Bank

of Pakistan 7-8%
Philippines 7.5% (Peb. 1968)  loans without National Cottage Industries

securities 11.5-14% Development Authority 4%

loans on securities Development Bank of
8-14% Philippines

overdrafts 10-12% Philippine National Bank

7-9%
Singapore short-term loan 74  Light Industries Services,
long-term loan Economic Development Board

~ (including commission of
1.5% for commercial benks)

]
'
¢
f
i
1
]
l

Thailand redi scowits 5% 10-14% " Loan Office for Small
loans on govern— Industries Development,
ment securities Ministry of Industry 9%

s - - e a1 A ——. + B Sk & LS G el o e b 4 s s s s e P S T e el T R et

I
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gmnor.ta of the Interest Rate

In practice, riers ageinst bad debts and ricks against changing
value of money and othur risks shcull de taken into account in determining
the interast rete. The mawpin of t.o bank should also be included. It
is difficult to include in the interest & staniard peroentage for bad dedt
»iskn. The following chom the 23%u>l redemption rate of cutstanding loans
as at tho end of 1967 in Japar.

Ordinavy Banu Speciaiiged Bank Government institution
for Svall Industries for Smail Industiries
(Mutual Banis) (People's Finance
Corporation)
0.022% 0.04% 0.021%

This shows thzt the redemption rate of ths specialised bank for saall
industries is twice the rate of the ordinary btank and of thke Government
institution for small industrics. The following figures relating to Japan
oompare the interesi yield rate to the deposit interest rate, the operating
erpense rete and {hs margin rete.

Rate for Oréinaiy Back  Specialised Bank Difference Shars

Outstarding '

m -~ R . AR

| 3 2 g ¢

(1) ﬂ:m interest  6.97.(100) 8.56 (122) 1.59 100
rote

(2) Deposit interest 4.12 4.18 0.06 4
e -

(3) ;»g»tssmo €.97) 298 8.96) 3.49 0.91 57

(4) m.'{.’m (1-;(&3)) 0.27 0.89 0.62 39
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Source: 1967 Annual Report of the Banking. Department, Ministry of Finance,
Covernment of Japan

Notes Interest rate yielded = Interest rate actually gained

- l.oan interest and other incoms
® Averege of operationa

Deposit interest rete = i st _paid ti::: d ,it:n
Overhead o
Operating expense rete - Lo of vperatioeaT Tunls cwtataadlng
ofit
Targin rate g o T T R 1

The table suggests that, in the case of small industry loans, much
oredit risk is involved in the interest rete actuslly gained by & bank in
a year. The ordinary benk rate is 6.97 per oent -against 8.56 per cent for
the specialised bank, wvhich is 22 per cent higher than the forwer. The
difference vis been identified by a survey conducted by the Japanese Small
Business Agmoy, according to which the smsller the bhisiness inm sise, the
higher the rete of interest. As regards t.e cost faotors, the difference
in interest rate on deposit is negligidle, deing 4.12 per oent for the
ordinary bank against 4.18 per cemt for the specialised bank. The etriking
aﬂmsﬁmm‘tmmmnmmmm-a&nm
against 3.49 per cent - appears to be resscuable if the difference in the
aature of the respective business operetions is taken into oonsideretion.
The margin rate, & part of which ocove s special ridks, is 0,27 per oent
agaiast 0.09 per cent. If the specialiosd bank would take the same mrgin
rete a8 the ordinary tank, the interest rete gained oould be reduced by
0.62 per oent which is about 40 per oent of the yielded interest rate and
is & mossure of the spaoial risk. To put it in genersl terms, when the
interest rate of smll industry loans is 20 per oent higher tham the
ordimary rete (as indicsted by the Japanese Survey), 40 per osmt of
20 per oent, vis. 8 per cent will be for the special risks of small indwstry.




Interest Rate in Public Financing for Smsll Industries

The level of the interest rate varies from country to countryg
however, the rate charged Wy the public institutions is lower than the
prevailing commercial bank rate. 'hile the commercial rate is changed
upward or dowmanrd following the fluctuations of the Central Bank's
official rate, the public financing interest reate does not ususlly follow
the Central Bank rate, but is likely to be determined independently, in
scoordance with industrial policy. 1t is rether rigid, unchenged in the
short term at lesst, irrespective of the economic conditions of looee
songy or tight money.

T™he level of pudlic financing interest rete is dependent upon the
industrial policy in the respective ocountry. In some instances, e¢.g.
India, the Govermment might even provide an interest-free fund to aseist
small industries. However, it should be noted that in the case of inde-
pendent institutions the interest rete ooculd be reduced culy if support
or subsidies are available. It is interesting to note that a Japanese
Governmental oorporation is subsidised when it offers & favourable rete
aot Jwstified Ly the original fund cost, Public and eemi-pudlic finemcing
ymmusw sate lower by the risk peroentage for smll
industry, i.e. by forty par cent of the axvess of the apecialised commer-
cial tank rate over the osdinmary tank rate.

lgvel of Istevest Bate by Types of Instituticss in Japen
(As of Ootober 1968 Per Cent per Annwm)

Offioial Mate emm Bank Specialised Pank Government
Lo ' for mx Iaﬁunﬂu Institutione
5.8 7.18 8.41 8.2

Taking the above Japanese Case a8 an example, the difference between the
ordinary bank rete and the specialised bank rete is 1.23 per oent. Party
por oent of the difference is 0.49 pe oent. Specialised rete of 8.41
per osnt minus 0.49 makes 7.9 per cent = 8 per cent which corresponds to
8.2 per oent of the Government institutions' rate.




Sesll os' i 1ic

mrubmtoumuthtmocfcnuttouumtuu
than to big business, btut no definite difference can 80 far de asoertaineds:
there is not statistioal evidsnce of this in the limited histosy of publio
finanoing in the regiomn. As showm in the preceding paregreph, the actwal
resuneration reate at the Japanese Covermment institution is higher then in
the osrdinary btenk, the averege clients of which are far bigger and mcre
oreditworthy. The monthly instalment repaymeant schess Ay partly socoomt
for this. Am.wmmmuuumam
facility for pecple who have no other finanving source. The Asian exper~
sence supports Davenport's © statement that “official development bemks
are wsuslly lenders of last resort”. )

Pros the lender's point of view, lcan collection appeass to be mure
satisfectory vhen adviscory services ave provided is techmical and mangerial
satters. The lcan duration can be extended or the party cam be refimamoed
when the advisory servioe recommends it. Closer understanding between
doth parties cen facilitate repagment. Pudblic fimancing ewthoritics
should therefore take into sccount human attitudes prevailiag ia & certain
ares ard o certain Susiness circle, which may inflwemoe both loan sdvamsing
and oollection. The fact that the awailability of fimance for smsll
industries is profoundly dependent uwpon the persomality of the maneger-
ownar cannot be over-siressed.
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Table VI

Amount of Loans Outstanding
in Special Finanoing Institutions
in Selected Countries of Asia and the Far Tast

PP

‘ .
Average Amownt
Country Institution Amount of Loans jﬁ"a
i Chinas, lus.ef Seall Business 1,067 | Jun 68 13,486
(tadma) e TEET
c

State-Aid-to

Industries up to Mar 62 1,110
State Financisl 10,500 | Mar 62 18,889
. Corp.
Fgs1c 19,500 | Cumulative 8,000

NACIDA
118 3,615 g8 | 8,47
SIS . A

N.A. = not awiladle




V1. CONCLUDING REMARKS

Public and sami-public financing is sn integral part of the package
of measures f£or the development of s 1ll-scale industry. 9ince emall-
scale enterprisss cannot easily obtain long-term commercial loans, pudliec
and semi-pudblic financing complements commeroial oredit. Yhen the market
is quantitatively tisht for one reason or another, public finsncing oould
help the -smgll enterprises whose demands might remein unfilled from the
sarket. Further public financing might induoce commercial banks {0
provide additional or subsequent credit to those small emterprises which
were succeseful in obtaining loans from the public institution. Moreover,
he obstaole of inwufficient creditworthiness of small industries oan de
relieved by pudlic financing.

Another feature of publio finanoing is that it contributes to oarry
out spec:Cic development policies for the small-gcale sector. Oommon
faoility services, industrial estates, hire-purchase of equipment and
other measures have been encouraged in seversl ocountries through publio
and semi~public financing.

How much budgetary funds should be dontridbuted depends on the
Government's polidy with respect to-the over-all development plan. The
public financing target in & partioular period night thus be predetermined.
Pakistan's comprehensive industrial investment sohedule provides &
noteworthy exsmple of dovetailing th: development plan snd the finanoing -
measures. The schedule provides an investment allocation for the privete
amall industry seotor separate from that for the large and medium indusiry
sector. The industrial programme for small-sosle industries is thus
epelled out in the mational slan, While development banks often cosplain
of shortage of funds, the public financial institutions for small - -
industries are scaetimes not abtle to utilise fully the funds provided.




Exceptions are in the case of the State-Aid-to-Industries scheme of India
and the Small Industries Corporations of Last and “est Pakistan. Long-
tern and mediumeterm financing of small-ncale industry would best be
implemented if targets were set out a3 part of the deveiopment plan,
rather than on an ad hoc basis. Short-term financing on libemi igzed
conditions is, however, a more difficult matter,

As to the interest rate, favoursble conditions are offered by every
public financing institution, as compared with commercial banks. There
are even itioions sgainst excessive favouritism in some instances. In
each country the favourable rate is decided by Covernmment polioy taking
into socount the market level of interest rates. The pudblic financing
interest rate is different from the commercial market rate in the sense
that it does not necessarily fluctuate in the short period and does not
follow changes in the central bank's rediscount rate. The governmental
rate oould in principle be less than the commercial rate, although the

expense rate per loan is greater in the case of publinc financing then in

shat of commercisl bank {inancing, particularly for loans to snall-scale
industries. The governmental rate for small industries could be reduced
if oredit risks were shared, for instance through a guarantee system. '

In most countries public financing for small industries is ocarried out
by independent specialized ingtitutionzs By nature, a public financial
institution has to meet ocertain putlio service requirements, for instance
the appointment of directors by the "overnment., However the institutions,
exoept Government departments, should be organized and operated on a
sslf-sustaining basis, like business concerns thai pay dividends on
profits to the shareholders. 3ound banking should be an establ ished
principle of lending.

‘he fundamental problem regarding publis finanoing for small industiries
is to oombine two principles vis. sound banking and development policy needs.




I¢ might be worth oconsidering whether the pudlic financing practices

put too much emphasis on the former principle. This is not the case

of the liberalised credit scheme of the State Bank of India, the largest
oommercial bank in the country, which is operated in line with the
Government's small industry financing policy. This scheme is purpose-
orie ted and not security-oriented. A credit guarantee scheme might be
a bridge to comdine these two principles.

The small industry devolopment policy should take into account the
different requirements of different types of small industry. This sector
oovers a broad field of enterprises, with different degrees of capital
imtensity, frem petty subsistence business to modern firms using
sophisticated equipment. The oriteria of financial aid under the poliay
should be different from thosc of commercial banking. However, in the
development policy for modern industry - vhether small or large -~ there
should be no discriminatory financing critoria between public financing
for small units and development bank finanoing for large industries. In
both cases, finanoing should be based on & project-oriented analysis.
Noreover, sooial overhead investment might de required both for large
industry and small industry, for mtm«. workers' housing, employment
exchanges, prodlems of smoke, sewage, drainage, etc.

A more effective and dynammic co-operation betwoen public and semi-
public financing agencies for small industries and advisory and oonsultant
servioes for them is vital iu a developing coonomy. The link should b
saintained both at the pre-investment stage and at that of follow-up,
after the loan has been obtained. '

In a sense, oredit institutions oould be a source of innovation to
promote the development of industrial entrepreneurs. The pudlic financing
institutions should not confine themselves to traditional banking ooncepts
but should visualise their role in a brosd perspective of development.
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Schumpeter's ideas of the "innovating entrepeneur'’ and of '"credit oreation'
degerve ocongideration by development financing institutions.

To solve the inadequacy of staff qualifications is another urgent
issue everywhere in the region. All countries in the rogion have been
making strenuous offorts in gencral manpower training. They should realise
that, in the pudblic financing field, special technical skills should be
taaght and proper motivations and attitudes built up in the personnel
of the finanoial institutions.












