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Zquity _Fli.n.ancing‘ of Small-scale I_ndus}_gz
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One of the important problems 1in the financing of small-scale
industry is the insufficiency of the owned capital. In deve_loping
countries, this problem does not affect only small enterprises. All
enterprises suffer from the lack of well organized capital markets
but small undertakings feel more acutelLy the scarcity of capital -
especially of "risk—capital'. Small investors =re reluctant to risk
their savings in becoming part—owners of small enterprises in spite of
hopes of better returns. They normally prefer to invest in fixed
deposits and government bonds, which yield lower profits, but allow
funds to be withdrawn at short notice. Another problem is the lack of
adequate information on investment opportunit jes in profitable small
undertakings. In most developing countries, small savings are invested
in public issues of share capital but this takes place only for issues
from large firms with esta’biished standing and repute, and small-scale

industries have no access to thissource of financing.

Most development financing organizations extend term loans and few

have attempted to provide equity financing to small enterprises.

One way of meeting the difficulty is to set up special investment
jnstitutions of adequate size and standing, able to attract public
issues of shares. Small enterprises needing additional capital can
apply to these investment institutions and, if found creditworthy, can
obtain equity capital through granting ownership or against the transfer
of shares.

In the United States, the haistory of such institutions ie fairly old-
privately sponsored civic corporations for the development of new enter-
prises and the modernization of existing ones date back to 1911, Some
of them managed to obtain funds by asking = group of prominent citizens

to subscribe to their capital or to underwrite a public issue. 'Sli\'a.Il"'

enterprises can obtain capltal out of such funds if the entrepreneurs




are considered to be sound businessmen and if the project is attractive.
However, the activity of such institutions has been limited - one of the
oldest and most soundly managed corporations has on an average given
agsistance to net more thau 10 firms each year over 1 period of forty
years. They have also beer very selective - a case .s recorded in which
more than 1000 applicstions were rec:ived in one year, f which only 53

were considered deserving close investigation.

In 1958, the United States Small Business Administration {3BA) began
a programme of establishment of Small Business Investment Compauies (SBICs)
with the objective of meeting the "equity gap" faced by small firms. The
9mall Business Investment ict of 1957 provided for the establishment of
a Small Business Investment Division in the SBA, having responsibility
for the implementation of this programme. The 3BA licenses, regulates
and helps finance privately organized and operated SBICs. According to
the law, a SBIC must be incorporated and have a minimum of three stock=-
holders. A company which meets the statutory and regulatory requirements
can obtain a license from the SBA, The SBICs can receive a large infusion
of capital from the Federal Government. Under the ict, a 3BIC should have
a paid~-in capital and surplus of at least 3 300,000 before it would be
eligible for a license, The SBA can supply up to half of this amount
($ 150,000) by purchesing subordinated debentures of the SBIC. These
gabordinated debentures, purchased by the Governmeni, are considered
part of the "statutory capital" of the SBIC. Additional loans from the
SBA can amount to as much as 50 per cen’ of the "siatutory capital” of
the SBIC. Therefore a SBIC can be : iarted with as much a8 two-thirds
of its capital provided by the Government. Yy

1/ For example, if private funds hrovide ° 150,000, the SBA matches it by
buying 3 150,000 worth of the SBIC's subordinated debentures, and then
makes a loan to the SBIC of 50 per cent of the 3 300,000 of "statutory
capital", that is, another ® 15C,00C. 1In this example, the SBIC gets
started with 3 450,000, in which there are 2 governmenat dollars for
each private dollar.




The SBIC can provide equity capital ard long-term loans to small firms.

The Act soughi to broaden the ovmersnip of the 531Cs and eventually
to reduce their reliance on Government financing. It provided that a small
firm receiving capital from a 3BIC had to buy stock in the SBIC equal to at
least 2 per cent, bhut nct over % per rent of the capital supplieds The Act
permitted SBI(Cs to make long-term lo=ns to both incorporated and un-
incorporated small firms. It also allowed S3ICs to provide consulting
services for a fee. To encourage the formatior and profitability of the
SBICs, the Act gave tax advantages to both SRICs and to their stock=-
holders.

The Act has been amended several times (1960, 1961, 1963, 1966 and
1967). The original provision that equity capital provided by the SBIC
to a small firm could only be in the form of convertible debentures proved
to be too restrictive. The initial requirement that the small firms
receiving SBIC financing had to purchase stock of the SBIC was eliminated,
since many small firms considered this as an additional charge for the
funds received. 2/ The amount of stat.tery capital was raised from
t 150,000 to 3 400,00C and subsequently to > 700,000, sub,)ect to the
condition that matching funds wera invested in the SBIC from private
sources. The ori, .ral Act had permitted SBA to make loans to SBICs ap to
% per cent; this was amended by limiting the amount of such lbans to
$ 4 million of 50 per centi,whichever was leass.

Commercial banks had originally been permitted to invest in an SBIC
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an amount not to exceed one per cenu o1 the bank's capital and surplus;
this was subsequently increased to 2 »°r cent in order to obtain bank
support. Through further amendments, SBA was given additional authority
to rogulate SBICs and suspend their licenses. The most recent amendments
provide for a further increase in the amount of money an SBIC may draw
from the SBA, an additional increase (to 9 per cent) in the percentage of
the capital and surplus = commercial bank may place in a SBIC, and for

g/' The amendment made it possible for small firms to buy stock in a
SBIC bhut did not require them to do so.




the establishment of an SBIC Advisory Board. The SBA car now match private

funds on a two~for-one besis up to % 7.5 million.
Yet after a decade the record of the S5ICs is not very impressive.

Through the first quarter of 1967, SBICs made almost 27 y000 separate
financings to small firms, totalling * 1.2 billion. As of that date, the
assets of thc SBICs “.ere ! 672 million, but it should be noted that a *
large portion of thesge assets were provided by the Government. During
this period, the SBA purchased % 1€4 million of subordinated debentures
and lent the SBICs over % 173 million to add tu their capital. Profits
have been meagre. !lot until the yeur ending March 1967 did the SBICs show
an over-all profit.

The profit was modest: % 10.7 million for the 600 odd oompanies
inoorporated in SBICs - a return of only 2.4 per cent on invested capital,
which is hardly attractive for investors getting 6 per cent or more from
government issues.

An analysis made by the SBA of thc profit=bility of 3SBICe shcws that
the majority of SBICs with modost capitalization were unlikely to have
profitable operations. 1In the SBA study, SBICs werc broken down into
four size categories: less than § 325,000, ° 325,000 to * 1,000,000,

% 1 million to * 5 million, and ® 5 million and above. The rate of return
on invested capital of companies in these sizc categories in 1966 was,
respextively, a loss of 2.3 per cent, a profit of 2.3 pe: cent, a profit
of 4.4 per ;:ént, and a profit of 3.3 per cent, As a result of this study,
the SBA has advooated that the minimur capital of an SBIC be 3 1 million,

As stated in Addison Paz-;-is' rccent book,

"It is also likely that the average size of SBIC cquity financing
and loans to small tusiness will also beocome larger and larger simply

because larger finanoings are more profitable. ‘nd the larger loans are
given to firms somewhat larger thor "the little fellow', whose needs
are more modert. )




It is undeniable that SBICs can be made profitable, given the proper
mix of governmeni subsidy and encouragement of larger and larger SBICe
and larger and larger outlays by SBICs. We shall then have large SBICs
meking long-term loans and providing equity financing for what are in
effeot medium-gized farms. The little fellow will be lost in the shuffle
again simply becsuse there is not much money to be made out of him,"

Another disappointing aspect of the SBIC experiment is the low
proportion of equity financing provided by the SBICs to small firma,
Out of % 522 million of investments and loans outstanding by the SBICs
in March 1966, $ 279 million (54 per cent) were in long=-term loans;
3 180 million (29 per cent) in debt securities and % 93 million (17 per
oent) in capital stock - only 17 per cent were actually in equity ocapital.

It is unlikely that SBICs would be adequate ols for generating
industrial development in the developing countries., Their cxperience
in the United States, where small firms represent one of the most
produotive small industry sectors in the world, has not been promising,
The formatior of SBICs requires heavy capital inputs, both. from the private
and the public scctors -~ and capital is onc of the soarcest factors in the
developing ocountries, SBICs) to be sucoessful, requirc axcellent management
and a rational sclection of recipient small firms; such management is also
very soarce in developing ocountries. The tendency of SBICs to finance
medium-sized oompanice rather than small enterprises is another factor
restricting their use in the developing countries.for the promotion of
small-goale industry. |

In Japan, emall business investment companics wore authorised by
legislation in 1963, which provided special government assistance to
companies extending equity financing to small entorprises under government
regulations, Three companies differing in ownership and in regional
coverage werc formed betwecen 1963 and 1965, one each in Tokyo, Osaka

Y/ Addison W. Parris, T Small Business Administration
(Washington: Praeger, , bage .




and Nagoya. The Tokyo company is the largest, with a capital cf
¥ 2.5 billion (US % 7 million), thc “agoya company is the smallest,
with a capital of ¥ onec billion (US % 2.8 million),

The Government may providu up to onec=third of the capital of such
oompanies in the form of 6.5 per cent 15-year redccmable non-voting
preferenoe shares. However, in thc case of the uabove-mc :tioned three
ocompanies, the Government subscribed shares amounting to only 10 to
12 per ocent of their capital. The local governments provided an
additional 17 to 20 per ccnt capital in common shares. Private financial
institutions own the majority of shares in all three companies and the
remainder of the shares are held by associations of dealcrs in securitice
and by industrial companies.

The investment ocompanies may finanoce only enterpriscs with a capital
(bvefore company financing) of less than ¥ 50 million (US% 139,000),
purchasing not less than 15 per cent nor morc than 50 per cent of the
shares issued. To be eligible, firms must 2’30 have paid dividends of
at least 10 per ocent pcr annum over the past 1”7 months; show promisc of
growth; and be unable to raise capital from other sources. Initially,
the investment companies were only authorized to provide finaneing by the
purchase of the newly issued shares, but regulations were amended in 1965
to permit them to purchasc debentures bearing maximum intcrest of 10 to 11
per cent convertible to equity within four years. By the end of 1965,
the three companies had together made a total of about 75 inveatmentis in .
wide variety of enterprises. The sharcholders of thc companies and privatc
banks assigt thc oompanies in identifying promising clicnts.

In the Netherlands two cquity financing companics havc been.in
operation since 1960. One, administered by the Middlc-olass Bank, takce
minority participations in ocompanies on s temporary basis in amounts up to
the equivalent of US$ 27,000; the second, admiriistered by the National
Investment Bank, takes participations ranging from US: 27,000 up to
about US% 7,000,000, These operations are vased on rather ir;enicus
arrangements.




The two financing companies obtain their funds from long=term depogite
of financial institutions. Both the depositors and the financing companics
arc guaranteced against any loss by an Industrial Guarantec Fund of about
US%? 8 million, cetablishcd by the ietherlands Government, The financing
companics purchase sharcs in firms at values determined on the basis of
the firms' asscts and earnings. Th: firmsg have an option to repurchase
such shares within a certain period ot per, plus 1C per cent annual
appreoiation, lesc the amount of dividends paid in thc pericd cn the

shares,

Thereafder, the financiag companies may sell the shares at markct
valuc or at an "appraised fair market valuc" determined by two auditors,
one appointed by the financing company and cne by the firm. Although
these provisicne would appear tc mcet most of the usual cbjections to
financing small firms on an equity basis, neither the potential recipients
nor the bank administers of thc Dutch equity financing operations have
shown much enthusiasm for the arrangemenis. Up to the end of 1965 the
company administered by the llaticnal Investment Bank had made ten
investments, while the othcr company had not made any. .

Lquity finanoing has not been attempted yet with any sucoess in
developing countries. Onc organization, which has cxperimented unsucoessfully
with equity financing of small enterprises in a developing country, is the
Orissa State Finance Corperation, India,

The Orissa Statc Government began an experiment in 1959 under tho
provision of its State-ﬁid-to-lndustry Act tc extend equity finanoing to
industrial enterprises. By 1961, it had invcsted the equivalent of about
% 800,000 in 37 companies. FPrivate share-hclders were required to put up
a minimum of at least 10 pcr cent of the total investment, with the state
contributing the rcst. The pPrivate cowners wcre given the oppertunity to
repurchase the government shares, They as<umed the managerial responsibilities
of the cnterprises subjcect to the authority of the board .f directcrs, on
which the gorernment wag represcented,

4’ Davenport, nobert Y. Financing the small manufacturers in Develo ing

ol - naner

Countries, 1967, p=197 (e Qraw—ﬂiffr-ﬁzﬁ York, 1967)




Deficiencies in the management of these enterprises bceame a serious
problem. In 1960, an cvaluation conductcd by thce Government concluded
that "thesc stemmed largely from the indifference of entrceprencurs who had
little at stake in the enterprisc, and from a lack of supervision". On the
othor hand entrepreneurs complained that cffcctive management was blocked
because ilecisions on operat ional mattc-g could not be obtained from
government directors who had little exper.cnce of commcrcial sma%l industrial
enterprises. Other deficicncics, as stated in a reccnt report bl are
"lack of oare in the selcotion of cntrepreneurs and the saddling of the
management with government supervision (sometimes interfering vith managerial

tasks)". As a result, the Orissa government had to suspend this operation.

Dxperiments holding somewhat better prospects of succcss have been
carried out by the llaharashtra Small-scale lindustries Development Corporation
and by the State Industrial and Investment Corporation of Maharashira
(81C0M) y India. é/

In Senegal the National Socicty of Industrial Studics and Promotion
(sONTPI) recently established with U'DP (Spccial Pund) assistance has
proposed thc establishment of an cquity participation fund with a view to
providing part of the capital of small-scalc and medium-sized industrial
enterprises, so that entrepreneurs could have at thcir disposal '"cwn capital"
which would enable the banks to grant them rediscountable medium=term
loans. The proposal makes adequatc safcguards against possible misuses.
Access to the equity participation fund weuld be subject to the following
oonditionst

(a) Business success of the applicant in his previous activities;

(b) A foasmibility study of the projcot to be carricd out by SON¥P1;

(6) A commitment to convert thc applicant enterprise into a limited
company (or give it somc other specific legal status), to keep
proper acoounts and to engage a firm of charlcred accountants
acveptable to the lender bank;

j/ and é/ For more details, see tke paper ".ixtension Service and Development
Finance for Small lndustry, an International Comparative Analysis
prepared for UN'IDO by M.C, Shetty - ID/HG.17/14 Auguast 1960 - p.12




(d) Participation in 2 seminar for training heads of enterprises,
organized by S0ilPT, and dealing - ith modern management
methods,

(e) The equity participation fund's inveetment in the capital of the
new enterprisc must not exceed 3 p'r cent of the fund's total
holdings nor 40 per cent of the loan requested;

(£, Snverprises benetit ing from equity participation should be under
-an obligation to buy out the participation on completion of

repayment of the medium-term bank loan.

SONIPI has estimated thc” ..l 79 illica fis. CFA (USS 270,000) would
be required for financing of about 5 small-scale enterprises during the
Third-Four~Year Plan. It proposed to request the Caisse centrale de
coopération économique (Contral Economic Co-operation Bank) to grant the
state cf Senegal a loan of this amount on a long-term basis at a reduced
rate of interest for allocation to the equity participation fund on a
permanent and non-repayable basis.

It is proposed to create a separate department within SONEPI
"the liquity Participatior Fund Department"” for the management of the fund,
The department would be assisted and supervised by an Lquity Participation
Fund Management Committee, whosc decisions i1l be executed through the
Director General of SONIP1. The members of the committee would be the
Ministers of Planning and Indusiry ard of Finance; the Director General
of SONTPI (Chairma.n); the Directcrs of the Central iiconomic Cooperat ion
Bank and Directors of the five main Senegdesc banking institutions.

The Committee would have *wo mai:. ™inections:
(a) Ixamining applications for fund partioipation and deciding
whether to grant or refuse them;

(b) Supervising the management of the fund on the basis of the
document- subiiiica e 1te




The fund would participate only in industrial investment programmes
requiriig medium—term bank credit submitted by Senegalese entrepreneurs
wishing to establish ncw industries or expanding existing ones. Tquity
participations would be subscribed by 5C..PI, since the fund would have no
status as 2 legal entity ir its own rights. _quity participation by the
fund in industrial enterprises would b« subject to the granting of the
medium-term bank oredit justifying such participation.

The recipient would have to sign a contraet with SO;LPI to buy out
the funds' participation in his nterprise within a maximum of two years
of the last repayment duc on the medium-term loan obtained from the
banking establishment,

The total resources of the Fund (75 million frs. CFA) would be
distributed among all the five main credit institutions of Senegal.
SONFPI would be responsible for the preparation of a feasibility study
and for supervision of the operations connected with the utilization of
the amounts obtained from the fund. The purpose of this supervision
would be to prevent misuse of the fund's participations or of the bank
loans granted and to enable prompt action to be taken against defaultcrs.

The proposed cquity participation scheme of Senegal scemg to be
worth studying by other devcloping countries. Its main features -
preparation of sound rrojccts and supervision of operations including
training of the management - seem to offer hopes for succecss.
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