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I. INTRODUCTION

\s

In order to be able o appreciate the role which commercial banks
play in the sphere of economic development, it is necessary te follow
the evolution which has taken place in the concept of banking in the
dﬂeloping world during the course of the 20th century, at least since
the end of the First Werld YWar. Very breadly sp-aking, this era cen be
divided in three perinds:

The first which ended in 1944, vhen most existing nations sent
representatives to Bretton Yoods to consider the financial structure
of the post war era. The second period ended in the very early
sixties, with the whelesale withdrawal nf the calonial powers from
their former colonies, and the third period is the one which we are
now living.

The first period was characterized by the development of & private
banking system, generally closely linked with that of the industrialised
nations and geared mainly to support export oriented activities, usually
extractive, mainly controlled by foreign interests. There was little
intorest in mobilizing lucal savings far local applicaﬂon, mainly
because there was but very little to mohilize, the lacal population
being largely kept from having an active part in resources generating
activities. In this fashion, commercial banks were not 80 such in-
terested in creating conditions 6apablo of producing bcal wealth than
in produring poofits fir thair main offices abroad.

While this description applies mainly to colonies and territories,
4t also applies to Latin America, as an important part of the wealth
generated by local interestc left the region, mainly for Burope.
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During the second period, local nationalism became quite active,
with the result that local financial institutions began to play an im-
portant role, helping to create wealth which remained in the countries
to create new wealth. It is during this period that commercial banks
really began to provide credit for local productien, generating new
resources in the form of deposits from the in _ipient middle class.
Foreign banks continued to finance export oriented activities, often
limited in their activities by neily restrictive banking regulations.

During the present period, local nationalism has broughta further
change in the situation. TForeign banks have to integrate themselves
in the local structures, with the recult that they now compete with
local institutions or, where such competition has not yet developed,
as is the case in many African countries, between themselve: as
national institutions. 1In come instances, the process has gone even

one step further, the banks being nationalized.

Thise proocess of integration of the foreign banks into the national
economy has taken many forms, the most interesting one being the in-
ternationalization of ownership which means that financing which used
te¢. go formerly almost only to nationals of the metropolitan country
of the bank's origin, now go to any creditworthy client, irrespective
of his origin, except in tlie few countries where local citicenship
is a prerequisite for obtaining credit. This evolution from foreign
orientation to local orientation has been accompanied by similar
changes in the concept of the role whi:h commercial banks have to
play. “‘hereas in the past they were mairly interested in strictly
commercial operations, they are now frequently participating in the
nrocess of economic development through the granting of credits on
longer terms for production purposes. Official cstatistics are not
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a precise guide to gauge the extent of this evolution, as many credits
to industry apear as commercial operations. levertheless, just as one
example, it can be indicated that in the countries of the ''est African
Monetary Union, the percentage of medium and long term credits increased
from 14.65 of total credits on eptember 30, 1764, to 19, two years
later. It may be assumed that commercial bank credits had their
proportionate share of this increase, at least in the industrial sector

1
where the increase was most significant. !

Finally, it is nececsary to take note of one further trend now
taking place in the concept of banking, namely that smaller credits
are not only interesting but also necessary, in support of the larger
ones. 1In the field of industrial credit in particular, it is evident
that cre2its to large c-ale, often infrastructural, inductries must
be complemented with credits to the many smaller enterprisec which

process the primary and gsemi—elaborated products of these industries.

A case in point i3 the Paz del Rio steel plant in (olombia which
did not really start operating with a certain degree of effi.iency
until a vigorous programme of development of the processing industries,
largely through credit, was launched.

In thic ‘ashion, the consciousness of the importance of the omaller
industry is slowly gaining in strength, as an intermediate between the
capital goods producing industry and the consumer, ac a sub-contractor
in the more intricate manufacturing processes, and as an economic entity
in smaller markets to process local raw materials. The importance of
this smaller enterprise as an important source of emnloyment often at
relatively low cost per unit of employment is becoming more and more
appreciated and therefore the need to give it all possible means of

mupport.
1)Banque Centrale des [tats de l'Afrique de 1'Ouest-BCEAD Annual Report
for 1966
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11. Commercial financijal structures in developing countries

Commercial banking services availadle in developing countries are
by no means uniform. In many countiries, there is a strong legacy from
the colonial era which, at times, has been adapted not only to new
political structures but also to new political concepts. It is thus
possible to consider three broad ~roups of financial institutions
capable of providing credit to small-scale industries on a commercial
basis, namely:

l. strictly private banks
2. public banks
1. mixed banks

1. Private banks

Private banks can in their turn be divided into three sub-
categorien, following the degree of independence which they enjoy
in determining their own policies in the country.

Pirst, we find otrictly lo~al banks, with either only local
narticipation in their capital structure, or vith minority par-
ticipations from foreirn interests but with control in local handes,
While it is at times difficult to establish :1ith precision the owner-
ship of certain banks at any given time, as it does frecuently
fluctuate, we find that aytonomous private commercial banks exist
in the following countries which have been selected for the pur—
pose of this study (Appendix I):

In Africa: Ethiopia, Nigeria, "udan, Tunisia, Morocco, Zamdia

In Asia: Afghanistan, India, Iran, Israel, Lebanon, Mlaysias,
Pakistan, Philippines, Saudi Arabia, “ingapore, Taiwan,
Thailand
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In Furope: Oreece and Turkey

In Latin
America: Argentina, Brazil, Chile, falombia, lexicn, Peru

The main characteristic of these autonomous banks is that they

can be closely attuned to the neces ities of the country, particularly
to the needs of strictly losal industries which, with very: rare
exceptions, include all of the small scale enterprises.

Matonomous banks are often capable of adapting their policies tn
changing local conditions as special programmes are evclved for
economic development. However, their hflucnce varies greatly from
country to country, or even from region to region. In Latin America,
they generally form the very core of the banking structure, and have
ample resources, being able to mobilize a large part of the savings
available. In Asia, the sam situation exists in a limited number of
countries such as India, Israel, Lebanon, the Philippines, Taiwan and
Thailand. In Africa,on the other hand, most autonomous banks are quite

new and have not yet succeeded in acquiring a prepondcrant role in the

financial community.

Next, we find semi-autonomous financial institutions, registered
under local law, but with final contiol in foreign hands, be it entirely,

or in a majority in participation with lacal intercstr. It is in

Africa that semi-autonomouc banks have found their greatest development,
the result of the internationalization of the banking system following
the era of independence in the late fifties and early sixties. A

study prepared by the Central Bank for the Ctates of "cst Africa in
1963 R clearly sets forth the complexity o® the current ownership of
the African commercial banks. A revised edition of this study is

under preparation focr publication in late 1968 or early 196); it is

1) Petite Revue des Banques Conmerciales Africaines, Etuces Ho.100
Banque Centrale des Etats de 1'Afrique de 1'Ouest

1
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not expected that it will show dractic changes from the situation which
existed in 1963 and whitch indicated that mocst of the semi~-autonomous
banks were owned by foreign bank consortia with generally little more
than token local participation. However, the very fact that majority
foreign ownerchip is diversified provides the possibility of greater
attention to local interests which the former system of fully-owned
subsidiaries prevented, as it tendea to favorize either foreign trade
with the mother country or enterprises owned and/or operated by
nationals of the country of the owner bank. It is interesting to
note that by and large, with the exception of the big British banks,
foreign ba.ks participate in the ownership of semi-autonomous banks

in Africa, rather than operating there through their own agencies.

There ic no information exactly comparable witi. that on the
banking system in Africa available for the other regions of the world.
In general, however, it may be 5aid that the semi-autonomous banks
play a lesc preponderant role than in Africa, even though the ten-
dency for foreign banks, particularly those from non-colonial

countries, to seek participations in existing banks ie cuite developed.

Finally, we fiund in the private bankins system, simple agencies
of foreign banks, with little or no autonomy in the setiing-up of
their policies. In many developing countries, however, they play a
very important role as, having been e3atablished already for many
years, they have tapped local resources, in the form of savings and
deposits and have therefore oizeable funds available for their
activities. Unfortunately, their tendency is to take a minimum
oi risks in their operations which often precludes their entering
the field of credit to small producers. TFurthermore, sin. e they
lack a proper capital ostructure and since the tendency in most

metropolitan countries now is to prevent the export of capital
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resources, these agencies tend to put 2 lesser percentag? of their
deposits back in cirsulation in the form of credits than autonomous
and semi-autonomous commercial banks. From the point of view of
the development of small-scale industry credits, this category

appears to be the least prepared to make 3 worthwhile contribution.

2. Publi; banks
Public banks can be divided in two categories. Tirst the banks
which carry out commercial operations in competition with private

bvanke and second,banks operating in an entirely nationalized context.

As regards the first category, the most typical example is re-
constituted by the commercial departments of former llational Banks,
split in two to permit the establishment on the one hand of a proper
Central Bank, and on the other hand of a publicly owned zommercial
bank. To mention two examplet of this typuithe Commer:cial Bank of
Ethiopia Ltd. care into being vhen the Ttate Bank of ‘thiopia limited
jtself to being the country's “entral Dank; the Bank of Brazil lost
its central banking functions when the Centrzl Bank of the lepublic

of Brazil wac established in 1965. Because of their backsround, these

public commercial banks often play a preponderant role in the financing
of industry, as they tend to reflect directly government policies
regarding assistance to one or another sector of the economy. It is
probably such banks wnich, in market economies, provide the greatest
support to gmall-scale industries. Iot only are they able to accept
risks ﬁhich private commercial banks would genérally discard, but

they can also support greater costs in lending, as there is less of a
profit motive in their operations. Turthermore, having large resources
at their disposal, they are able to take the lead in establishing

new patterns of lending; these are often followed by private banks

in order to be able to maintain their position in the community and




~=10-

continue to attract deposits.

mhe serond category of public commercial banks is represented
by the institutions in socialist countries which have either cen-
tralized all credit operatiohs in onc or two state—owned institutions
(such as in Poland or in Yugoslavia) or have retained the private
banking structure which existed when the private banks were nationalized,
(as is the .ase in the United Arabd Republi.). Tven though both forms
apply government policiez with respect to credit, there is perhaps
greater flexibility in the interpretation of these policies in the
nationalized system than in thc monolithi: institution; this makes for a
certain degrec of competition bctween various nationalized banks
concerning both the mobilization of savings and their utilization

for productive purposes.

3. ltixed banks |

Mixed banks are of two types. .iirst there are the banks in which
a government holds the majority control with minority shareholders,
either national,or foreign,or both. “uch banks are frequently found
in Africa, tor instance in Camcroon, Dahomey and “udan. Second,
there are the banks in which the state owns a minority participation,
either directly or through a government controlled institution as

in the case of Tunisia, Senegal, Ivory Teast and Gabon.

In both cases, the banks are generally operated as private
banks, without government intcrference in the day to day business of
the insMitution. It is evident however that,as far as broad policies

are concerned, government has an important voice in defining them.
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III. Cenera! creait noli:zies of commercial banks with respect to small
scale industries

Several studies have alrcady been prepared on the {financins of
small ecale industry, such as the one by .lobert Davenport or that by
sabas rrancia "ar~is wricr welates more clesely to Latin America.
Other studies have been written on ~ommercial bank financing of in-
dustry in d v:loping ~ountries in guneral terms. e have been unable
to find studier dealing spe.1fi .ally with small industry finshcing
by co. mercial banks in developing countries. .0 overcene this de~-
fi:iency, a questionnaire was mailed t» -1 autonomous or temi-
autonomous banks in 33 developing nations and to 5 of the large
foreign bank: doing branch offi_e or affiliate bank business in the
developing world. Tecr the purpose of *hit Tucstionnaire, we had to
set some norm as to what could be classified as a small- scale industry,
there being no universally-accepted definition. 'c used the de=
finition arrived at in thc ourse ol our study of cmall-..ale
industry in selected countries of lLatin Amcriyaq’ namely, an enter—
prise cmployiny generally less than fifty (50, orker;, without the
usual break between artisanal and cmall-<6ale enterprises. 'e would

2
have liked to utillze the Tuch better definition ¢f Joseph “tepanek )

which bases itsel. on the assence of small-scale industry, but banks

seldom keep track of purely numan charact riatics.

1) Benjamin P, 7piro: Tn.uesta relativa a 1a situacién econbmica de

la pequeﬁa indistria y la artesanfa en varics pafses de Améri a Latina

- International Labor Office, Neneva, 1964, “olombia, page 3¢ “Sin
embargo, desde el punte de vista de esta encuesta, la pequcﬂl industria
se define como la inddstria d- iniciativa local cue no tienc atraccién
para el capital sxtranjero. Jesde el punto dc vista estad{stico, egta
inddstria corresponde, e términos generaks, 3 1a que emplea menos ce

50 trabajadores. Or: redit with Technical A sistance to Small and
Medium Scale Industry in “olombia, Benjamin “piro Associates, Inc., October

1964: egsll acale as opposed to large scale industry can be defined
qualitatively: as that of local iritiative which does not hold attraction
for foreign capital; and cquantitatively: 22 that e.mloying generally less
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The answers which we received coenetitute background information
for this and the following chapters of this paper. They are sf value
Just as much by what they say, as by what they fail to say. Two con-
clusiona can be drawn from the relatively low percentage of answers
received (25:) from the autonomous and semi -autenomous group of
banks quirried. The first one is that in many countries there are
no fim rcouirements that commercial banks dedicate a pertion of
their reseurces to small industry financing and that, therefore,
many institutions dec not kecp adecuate records permitting them te
identify this type of financing as a categrry separate from their
other activitics. The sesend con.lusion is that there is still
a gross lack of consciousness in most developing countries of the
importance of small-scale industry in the economy and of the means
required to promote its development.

As regards the larce fereign banks deing branch »ffice business
in the developing countries, all but one answered our Tuestionnaire.
Those from former colonial povers answered in great detail, indi-
cating thereby that their branci. nffice., most often establiahed

long befare independence, have a definite cons-iousness of the

-

1)cont)
thar 50 workere with, ag far -s Colo:bia is cancerned,. a tasxital of
generally less than 1 million pesc:.

2)Stepanek, Joseph I., Managers for umall industry, Stanferd
Research Institute, !Menlo Park. The Free Press, Glencoe
Illinois, 1960, p.39:""mall industrial enterprises need
managers - one individual per enterprise - cualified to
handle all management probleams.
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needs of the various economi . cectore of the countriec where they are
located, balancing the small returns,if any,from small industry finan.-
ing against the profits from larger scale operations. The other large
scale banks are generally relative newcomers in the developing world
and are mainly interested in the profit making notential offered by a
limited number of larger ~redits. Ilrless ~ompelled to cCo o by

local regulations, they have little motivation to seek the csmaller

entrepreneur and assist him in developing hi: industry.

In spite of the relatively small percentage of returns from
the very broad sample we were seeking, we find that the anowers
are sufficiently representative to give a valid impression of com=
mercial bdank policies and practices with respect to small-scale
industries.

1. Pyposes for which loans are made to small-scale industries

Credits are extended for working capital purposes by all but one
bank, to purchase raw materiais and against inventories of finished
goods. Half of the banks factor receivables, while three juarters
finance the purchase of machinery and equipment. One third of the
banks indicate that they also {inance other purposcs such a& new
project manufacture of prototypes. The following table summarizes

1\
the answers received: /

Purpeses of loans Jc.of autonomous No.of foreim
. - RN oo BRRKS
Purchase of raw materials 10 k)
Inventories of finished goods 11 2
Purchase o' machinery and ecuip-
ment 9 3
Factoring of receivables 5 2
Other 4 2

Uﬁot all banks answered all questions in the questionnaire
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2. Terms for which loans are generally made

The banks, autonomous and foreign, lead generally for periods of up
to one year. '‘wo bvanks specialize in shorter term lending up to 100 days.
Cne bank specialigzes in longer term lending of from onc to more than five
years with the bulk of the loans exterding from 3 to 5 years. These
answers must however ve qualified since,while bank facilities are primarily
short term, (that is six months to one year), lendings are, in theory, re-
payable on demand. It can be appreciated then that, in the absence of
fixed repayment terms, overdrafte may continue for a number of yeare on a
fluctuating basis. 7This fluctuating overdraft technique for longer term
financing, which is quite different from the loan system, is a leftover
from the colonial wvra and is used particularly in Africa and in the Casibbean

region.

Besides the one bank specializing in longer term financing, seven
autonomous and one toreign banks make term loans for periods exceeding one
year, up to five years, whe:n the purchase of fixed assets is involved, in-

cluding the purchacse of machinery and equipment.

"he terms mentioned avove are ithose which the banks offer when lending
their own resources. It is evident that when there exist special resources
made availabtle by government institutions for use by commercial banks
acting as agents to small-scale industiries, tae terms are those established
by the governmaont institution which, in the final arnalysis, assumes the
ultimate risk. Such programmes are known to exist in Mexico -« Fondo de
garantid y fomento a la Industria ilediana y Pequeﬁa.; Chile -~ Linea de Credito

de Promocién para le Pequena y Mediana Zmpresa.; Brazil -« Prograrm: et Fiman-
cianiento g lo Paquena y lediana Wipresa, and Fundo de Democratisacao .
de Capital de Emprésas; India - Industrial Development Bank of India; and
Morocco ~ Banque FNationale pour le Développement Economique. Such termé
must however be analyzed rather under the respective government pﬁééfa;g':for
finaicing s-all-scale industry than under ‘the present hcading. -
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The following table illustrates the answers received:

Terms of loans Sample distribution of por:folios
60 to ;0 days - 40 40 - X0 -
90 to 150 days - 25 %0 - - 50/e
181 days to 1 year )0, 25~ 2, - 70, -
over 1 year to 2 years - 4,. 2. o. 10, 50,
over 2 years to 3 years - 3, - - - -
over 3} years to 5 years 10- 3, - 84. - -
over 5 years - - - 5 - -

3. Guarantees which are generally required
Cuarantees required vary greatly from bank to bank and from country

to country. In Latin America for instance, receivavles are used as
collaterals for loans of up to two years, real estate mortgages being re-
quired for longer term loans. Un the other hand, short term loaas are
made without collaterals,. except for perscnal guarantees. In Asia, short
term loans will be guaranteed by receivahles and,’or personal guarantees
of the partners or directors, or yet by third party co-si;nature.

Longer term loans will include chattel mortgages and leans on malerials
purchased. Real estate mortgages may also be required. In India,
guarantees from the credit guarantee organigation sponsored by the

| Government of India is generally obtained, in addition to personal
guarantees of pa.rtner,’s, director/'s and managing agent/s. In Africa,

personal guarantees and guarantees of directors are takoil whenever

possible, regardless of the term of borrowing, although this is not

invariably a pre-requisite. Guarantees are normally taken on tie bank's
fosm and are of a contimuing nature, unless a guarantor stipulates a
fixed period. It appears that there is a general tendency to require
adequate security without mortgaging unduly the borrower's working
assets. The main emphasis seems to be on gelf-liquidating guarantees

on the one hand, and on cossignatures on the other. The influence of
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a Government-guaranteed scheme (as does exist in India) will be considered

in chapter VI.

4. Cost of the loans to the borrowars

As could be expected, it is in this category that ths greatest di-
vergencies appear in the answers reccived from the banks surveyed.
There are not only great differences between countries, but also between
banks in the same country. ‘'here is also a very interesting difference
in the concept of thie cost of money between Asian and latin American
banks. In the formar, it is customary for short term rates to be lower
than for medium and long terms. In lLatin America, the reverse is true,
namely short term rates are generally higher than loager term ones. It
is difficult to think of a logical explanation, particularly in countries
with very high rates of inflation, except perhaps that resources employed
for longer term lendings are not the bank's oim but nave been p: - vided
by Government ageincies suclhi as those mentioned under item 2 of this chapter,
in Mexico, Chile and 3razil. Another characteristic feature of Latin
American lending is that interests are fraquantly covered ii advance from
the loan itself which means that the rates indicated, which are already
among the highest in the world, must be furtier iincreased by the die=

oountad value of the interests to determine the real cost to the borrowers.

In the cuestionnaire, we raques ad that interest charges and com=
missions be shown separately. Unfortunately, all tut one of the banks,
failed to do so, oven though three indicated that they did not charge
any commissions. It is therefore not possible to relate interest charges
40 local Central Bank's discount rates, but we can assume that t.hoac
rates are the normal bdasis for computing interest rates, the difference
between rates so calculated and the rates indicated in the replies re~
ceived in effect reprerenting the bank's commissions. The variation in

the rates charged by the same institution to various borrowers are due




to their differences in standing as well as 1o the quality of the secur-
ity offered.

In Africa, where the bulk of lendings is done on an overdraft basis,
simple intdrestsare applied on tho daily balances outstanding at commarcial
rates. The following table reflects the average charges reported in

typical countries:

Rates of intercst charged for

gountry short term  medium term long term

Ethiopia 3 to 9 ,, irrespective of term

India « to 4% ,rrespective of term. 1 may be
added when the loan is guoranteed oy a
morigage

Isreel 6 . 9, 1C

Pakistan 7 %0 1¥ . LI &% .

Philippines 12 to 14 . irrespeciive of term

Taiwan 10 to 12  irrespective of term

Thailand 14 . 12,

Colombia 14 | 12 .. 12

Central America 3 . 10 -

South Amerioa up to 18 .. in cases whe:e reserve and other

requirements are extraordinary

Since all the banks which replied can be classified as private com=
mercial banks, we are unable to present the differences which might exist

between such banks and public and mixed types of commercial banks, if any,

regarding the credit policies which have been outlined in this chapter.
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IV. Current practice in lending to omall-scale industrics

1. Small-scale industry credit as part of tho overall industrial credit
portfollo:

In order to gauge the impact of the gensral credit policies followed
by commercial banks in developing naiions, we attempted to obtain data
coincerning the percentage of industrial loans to small scale indusiries
from the overal! industrial credit portfolio. "o ascartain that such
data wae available, we inquired from the banks as to whether they dif-
ferentiated in their loan portfolio between various categories of ine
dustries, such as by size or by type. The conclusion we reach from the
answers received is that the majori y of banks do not keep such records
and when they do, it is at the request of their Ceatral Bank. For
instance in Africa, the Banque Centrale des Ztats de 1'Afrique Equatoriale
et du Cameroun requires all the banks to rogister with the "Centrale des
Risques" their loans classified by terms and by size of industries. 1In
this manner, this ceniral bank was avle to provide us with up=-to=date
statistics on credit to small and medium—scale industries in tha five
countries 1) for which it is responsible, differentiated between short,
and medium and long-term.

‘the scope of our enquiry did not include an approach to Central
Banks to ascertain their requirements in representative countries. We
feel, however, that in most countries which have Covernment-sponsored
oradit assistance programmes for small-scale induetry for which com=
mercial banks act as agents, the type of data we sought to obtain may
be available. This is borne out by the answers which we received from

1)

Cameroun, Central African Republic, Congo, Gabon, Tchad
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Indian banks, for instance, which included comprehensive data. Within
these limitations thc data we have collected give rise to several con=—

clusions.

First, small-scale industry loaas represent tut a small percentage
of total industry lending. In India it ranges from a high of 30. to a
low of 7 . It must be noted in this casc tuat the definition 1) of
small-scale industry is rather brond and undoubtedly includes a fair
number of industries which elsewhere would be classificd ar medium-scala.
In the Philippines the percentage is o ~« In the Cameroun where short
term credit to industry represented 6.4 ,. = o8 compared with 40.3. for
commerce - of total banking credit, credit to small and medium scale in-
dustry may be extrapolated as having represented more than half. llowever
in the case of medium and long term credits, the share of small and
medium scale industry fallc to little more than about 20 . By and large
it may be assumed that small industry crodit seldom reaches 10 . of total

industrial credit in any given country.

Second, there are certain types of small-scale industriecs which
appear more frequently as borrowers from commercial bauks than others.
Food processing is universally present. Mext in line are: metal working,
textile processing, lezther processing, electrical repairs, services,
mechaniocal repairs, wood processing and at the very rottom of our list,
graphics. Thure are other categories which generclly add up to a sige-

able percentage of the small indusiry loaas.

I)Tho official definition of a small scale industry — opposed to a iarge
scale one - is: an industry which is engaged in the manufacture/pre—
servation/processing of goods and whose investment at original -ost
in plant and machinery does not exceed Rs.7 3 1acs. (US 4 100,000)
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Third, th> average cize of credits oing to small scale industries

in any of the nine industrial branches included in our questionnaire ie

several times larger than the average for the ‘'others" category, which
seems to confirm that these nine branches are effectively the principal
fields of activities of small cntrepreaneurs. 'ithin these ninc branches,
there are considerable dif(arencer between banks and between countries.
In the case of India, there exists an obviour bias caused hy the pre-

ference given to d:fence-orieat>d and export-oriented industries.

The above conclusions sive us a certain context within which to
consider the policies outlined in the preceding chapter, except for the
fact that in themselves, they do not answer the fundamental question as
to why small scale industries come out so poorly in the distribution of
the resources made available by the commercial banks to the industrial
sector, while by the value of their production, they rcpresent a much
more important share. In Cclombia for instance small scale industry,
defined eve. more stringently than for the purposes of this paper as it
also sets a 1imit to ths capital which these enterprises may have 1),
produces about 30 of the country's gross industrial product. However
in thai country commercial banks, tiough they are compelled by law to
reserve funds for developmental loans, are not lending them and in feet-dis-
courage industrialists to apply for such loans, as the rate of interest
is lower than for repular commercia. operations and the cost of comply=
ing with requirements much higher. Whenever a loan is made, however,
ocommercial banks insist that all the 1iquid resources of the borrower

2)

be placed in a current account with them. It is only fair to mention,

1)

Encuesta relatiiva a la situacidn econdmica y social de la pequena
indistria y la artesania en various paises de América Latina.
Parte IV - Colombia. International Labor Office, Ceneva, 1964

2)

Id.




-21-
on the other hand, that small industrial bYorrowers often lack the soph—
istication to even apply for loans, or to be able to submit adequate in-
formation to the bank to enable it to form an opinion as to the credit
risk involved. We shall come back to this subject in chapter V, but felt
it necessary to mention it already here to indicate that the best stated
policies may be ineffective if certain factors, often unstated, are not

taken into account.

2. Recov sxperience

Recovery experience of the banks varies greatly and, as the floate
ing overdraft system is frequently utilized, i* is natural that data on
lateness of repayment cannot be presented with accuracy. There is another
sspect which affects the information received. It is our experience that
few banks do keep very accurate track of their loan portfolio inasmuchr

as renewals are often almost automatically granted, placing many loans in
& category very similar to that of floating overdrafts. Further,
statistics are not kept very adequately, relatively few banks having %>
answer t0 inquisitive banking commissions or to sharewholders not directly
involved in the bank's management. This is no doubt why several banks
limited themselves to answering that their experience was generally sate
isfactory.

From the banks which did provide us specific statistics, the followe
ing table ocan be prepared:

Normal recovery % of number of loans ,. of amount of
portfolig

Ethiopia 55.66 32

India 80 90

Pakistan ' 80 ‘ 85

Philippines 10 10

Taiwan . 87 92

Thailand 44.5 n.a.
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Refinanced or renewed .
Ethiopia 33.33 60

India 20 10
Pakistan 15 12
Philippines o %0
Taiwan n.a. N.a.
Thailand X n.a.

In arrears up to three months

Tthiopia 3 1
India - -
Pakistan 2 3
Philippines 5 5
Taiwan n.a. n.a.
Thailand . 15 n.a.
In arrears over three months

Ethiopia 1 2
India - -
Pakistan 2 l
Philippines . 4 4
Taiwan 13 O
Thailand 10 n.a.
In default, written off

Bthiopia T 5
India - -
Pakistan 1 l
Philippines ) 1 i
Taiwan .8 n.a.
Thailand ‘ 0.5 n.a.

It is not poessible o draw general conclusions except perhaps that

refinancing and renewals are relatively high, but not necessarily m:ch
higher than for the industrial sector ss a whole. Publi-hed balance
sheets of tanks do not provide sufficient ventilation to perait an

adequate comparison.
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As regards defaults, one possible mean of gauging the relative
importance of the above figures would be to compare them with the
category "doubtful and in litigation" which the Banque Centrale des
State de 1'Afrique de 1'"uest shows in its Annual Report, regarding
the application of resources by commercial banks in the seven countries
in which it operates’?‘ During the period September 1,64 - September
1966, the percentage of total loan portfolio of the commercial banks
in the seven countries which wat doubtiful and in litigation varied from

a low of .3 , to a high of .45 ...

This would scem to indicate that defaults,as a rule, are higher
for small scale industry loans than for the loan portfolio as a whole.
It ehould be noted that the percentage of total loan portfolio of the
developrent banks in the same seven countiries which was doubtful and
in litigation during the same period varied from a low of 3.6 ‘to a
high of 6.4 ;. or over tenfold the amount reported for the commercial
banks. This comparison stresses the fundamental conservatism of the
commercial banks, to which the probably better portfolio management
and less rigid reporting requirments might be added, this going &
long way towards explaining the low level of small scale industry
lending by the commercial banks.

I)Ivory Coast, Dahomey, Upper Volta, Msuritania, Niger, Sénégal,
Togo
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3. Liquidity of guarantees

o analyze the fundamental reluctance of the commercial banks to lend
to small scale industry, it may be well to go back to the commert made in
item 3 of chaoter 111, namely that the emphasis of the commercial banks

seems to be on requiring self-liquidating guarantees.

In view of the fact that by and large the overwhelming tulk of small
scale industry credits are made for terms not exceeding one year, self=-
liquidating guarantees are relatively easy to obtain. ‘lowever, when the
credit ceases to be for working capital in a fairly narrow sense, and is
instead utilized for the purchase of machinery and equipmeat necessitating
longer terms, self-liquidating guarantees are no longer so easy to obtain
and recourse must be had to equipment and machinery collaterals or to
mortgages. The question which arises in sudicases is what is the real value
of the guarantee should it become nacessary to realize it. Once brought
into a developing country, a piece of machinery loses its international
value and becomes subject to the local law of supply and demand. It is
evident that the supply side is there, when the lender, (the commercial
bank) may wish to realize a guarantee. The problem is: is ihere a demand?
When the machinery given as collateral is of a very common nature and used
by a fairly large number of small industrizs in the same sector of production,
then it may be assumed that there exists a certain demand potential. All
too often, however, the number of firms utilizing the same type of machine~
ry 1is limited and therefore the bank may find, when wanting to realize the
collateral, that it has in fact little or no value. It is therefore very
important for the commercial bank to consider the marketability of the
machinery, the purchase of which it is requested to finance, to be able to
assess its real value as a guarantee. This may iucan asaartaining -the existence
in the country of similar equipment, as well as of servicing facilities.

This is all the more important because c¢f the tendency in so many countries
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where the degree of technical sophistication is still limited, for machi-
nery to be ordered from catalogues, the decision being based on the attiract-
jveness of the illustrations and on paymert coasiderations. On far to~

many occasioas, we found in small scale enterprises equipment which could
not be effectively used, which represented nothing tut a ‘rrdern to the firm.
From the point of view of the comercial bank which had financed the pur—

chase, the value of the guarantee represe.ted by the machinery was nil.

There is another aspect of this question which must be congidered
and which might offer a solution to the problem of longer 4¢erm financing
by the commercial banks. The fundamcntal guaraitee for a loan is the
ability of the entreprenmeur to direct his entcrprisa efficiently, and on
the capacity of the enterprise, well managed, to produce not only enough
to permit the servicing of the loan but to leave an adequate return to
the owner as well as to cover reasonable riske to the lender and the owner.
Looked at in this way, the notion of guarantec shifts from that of an in=-
dividual piece of equipment or even of unrelated pledges of real property
or individuals to the concept of the unit of production under which the
entire unit serves as a dynamic guarantee. The real problem is no longer
one of realiging often unrealisable collaterals, but to maintain the unit
of produciion producing, avoiding losses of production and the cost of
jdle investments in machinery. To what extent is it possible for the com—
mercial bark to evaluate first the technical as well as moral capacity
of the small-scale entrepreneur and therefore his ability to have an effect=
ive unit of production, and s:cond,the risk which the very nature of the
small scale enterprise represcnts, namely that the entirepreneur maks the
enterprise, without any deliegation of authority or capacity permitting the
continuation of production should anything happen to the owner?

Development banks have attempted to reduce the burden which the re=

quirement of real guarantees represents as far as longer term lending to
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V. Government policies in selected countrius, regarding commercial
credit to small scals indusiries

1. Chile

In spite of the fact that, legislatively speaking, small scale industry
has not yet been recognized as a special sector of Chile's economy, and
that internal revenus legislation goes so far as to penalize small enter-

1)

prises y the Goverament of Chile has beea conscious for some years
already of the need to not only promote small scale industries, but to

give them a type of assistance markedly different from that offered to the
large scale industrial sector. .o this effect,a service of technical co-
operaiion has been organized as a subsidiary of the Development Corporation,
to assist small enterprises to becomc creditworthy sutjocts for the Develop-
ment Corporation. '‘his however, has proved ito be insufficient, government
institutions being by their very nature ill-equipped to offer easily the
variety of credit facilities which manufacturing enterprises require for
their day to day operations. Largely for this reason, the Central Bank of
Chile approved on October 1., 1766 the opening of a "promotional line of
ocredit", in favor of the commercial banks, to enable them to finance the
working capital of small and medium scale enterprises. Medium and small
scale enterprises were defined in function of their working capital needs

over a one year period, which should not exceed seventy times the annual

minisum wage in force in Santiago. In the descriptive bulletin 2): (printed

1 -
)lnoucuﬁarolativa a la situacién econémica y social de la pequena
inddstria etc. Parte 1. Chile

2)

Manual para la linea de crédito de promocién para la pequena y
mediana empresa
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small scale industry is concerned. If the experience in West Africa can

be considered as being representative, the risk is not one that commercial

We must therefore think in terms of other

banks can assume themselves.

alternative solutions which will be explored in subsequent chapters.
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in November 167 but the commercial banka were informed a year earlier of
the establishment of the promotional lins of credit), the purpose of this
line is defined as a way t» permit enterpriscs te work out agrecments with
one tc¢ three comm:rcial banks which will guarantee the enterprises their
financial requirements instcad of haviig to depend on the B=discounting
of lettars or on other types of loans, 2lways expensive and eften very
difficult t~» secure. The utilization of the promotional line of credit
presupposes the preparation uy the entsrprises, of a finanoial program
based on the estimatos of reveiues and expenses during the period of tha
agreemant. ‘The system is Bo new that at the time of writing, it has not
been possible to obtain published data on the extent of its application.
However, on the face of it, it should bring the commercial banks inte
mich closer contact with small-scale enterprises, giving them the opport-
unity of developing contacts which should eventually result in a dbroader
bank-client relationship, which in turn sheuld produce a greater volume

of credits of the conventional type.

2. Colombia

In theory, the financial needs of small-scale industry are met by a
variety of programs, the main one being the "fund for Private Investsents"
oreated in 163 by thu Bank of tha Republic. This Fund should discount
the oredits made to industry by the commercial banks. But in practioce,
small and mediun scale industry has venafited very little from this programs
as it has generally bean unable to submit the very detailed information
required by thc Central Bank. [Murthermore, tha commercial banks have not
been very anxious to avail themsalves of the Pund's resources, preferring
to concentrate thair attention on their principal ocliants, thus generating

1)

8 more important volume of deposits.

1)

Encuesta relativa a la situacién econdémica y social de 1a pequena
inddetria y 1a artesan{a en varios pafses de América Latina,
Parte 1V - Colombia
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In addition, the commercial banks are compolled by law to reserve

part of their resources for development loans. However, the banke are

not lending these funds; in fact they even discourage industrialists

from applying for such loans as the rate of interest is lower than for
regular commercial operations, while the cost of complying with require—
ments is cuch higher. ‘/henever a loan is iade, however, the commercial
banks insist that all the resources of the borrower be placed in a current
acoount with thean 1). In this way, governnental policies so far have failed
to bring the commercial banks to the point where they would represent an

important factor in snall-scale industry financing.

3. Brasil

The situation in Brasil is, to say the lcast, very confused. First
of all, the biggest coomercial bank - the Bank of Brasil - is publicly
ommed and, because of this characteristic, it has access to much amore im=-
portant resources than the privately-owned comercial banks. Furthermorse,
a8 & state—owned institution, it acts both as a primary and as a secondary
lender, that is, under given circunstances it serves as an intermediate
oredit institution when it comes to repassing resources made availadble by
the government for small and mediun-scale industry credits. Thirdly, the
profit motive being only marginal to other considerations of a publicly-owned
institution, the Bank of Brasil has been able to undertake various programs
%0 improve and increase its small-scale industry lending, such as training
ocourses for industrial advisers who, as a result, are better able to assist
“the ssaller industrial borrowers prepare their loan requests and reap the

aaximus benefit from the credits obtained 2/,

1) Credit with technical assistance to small and medium-soale industry
ia Coloabia

2) Lleoture given on July 15, 1965, to the 1st training oourse for
industrial edvisers of the Bank of Brasil.
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Because of tho ponderousncess of the principal financial institutions
which, besides the lJank of “razil, include the Central 3anks and the
Jational Bank for wconomic Dovclopment, the Government has found it cone
venient (when, in the mid-sixties, it decided to introduce new concepts
within the philosophy of developmunt cridit), to creats special “Funds”,
largely independent of these institutions . The principal ones are:

"he Fund for the Democratization of Capital ({"MDiCT), the Fund for the
financing of machinery uad equipment (FINAME) and the und for the financ=
ing of small and medium enterprises (FIPIME). 1) ihcse Funds are financed
from a variety of sources, largely foreign, and arc all largely dependent
on agente to bring their rssources to the ultimate borrower. Thesc agents
are often publicly held banks, but also private commercial banks which
have found it quite advaniageous to avail thumselves of these relatively

inexpensive resources.

These Funds had the great advantage that during a period of rapid
inflation, they made medium and longer tcrm resources available to smaller
enhryrihnes which othurwisc would have been unable to find any financing.
But, to be absolutely objective, the 1umber of firms which have enefited
is quite limited, and tho muasures taken by the Tovernment have so far
had but little influcence in prompting a greater volume of lunding by the
commercial banks from their own resources to small and madium scale enter-

prises.

4. Upuguay
In the early sixties, the Covermmunt of Uruguay, conscious of the
importance of the mmall scale industry sector to previde for diversification

in the export sector, particularly within the context of the Latin American

e

Intermediate Credit Institutions in Brasil = Credit to small scale
industrial enterprises, Banjamin Spiro Associates, Ino., 1765

1)
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Free Trade Area, dacided to obtain the financial support of various
axternal sources such as the L.xport-Import Bank, the Inter-American
Development Bank and the U.S. Government. 3y the end of 1,64, US » 13
million had been mobilized for lending by the 3jank of the Republic,

which is Uruguay's larsest commercial bank. In addition, the Bank of

the Republic had to provide the equivalent of US . 3 million from its

own resources for this program of credit to small and medium scale in=-
dustries. However, contrary to the experienc. in other countries, the
Bank of the Republic decided to be its own distributing agent for these
resources, ignoring the facilities which the commercial banks might have
offered to reach the smallsr enterprises. It is true that at about the
time the foraign loans ware secured, Uruguay went through 2 serious banke
ing orisis, with the Bank of the Republic forced to .ake over various
private banks. This was not designed to create a very favorable climate
to promote the activities of the private financial sector. Be this as

it may, the Bank of the Republic failed entirely in its task to assist
small scale industry and, at the end of the decade, the foreign loans are
still practically unutiliszed and, in at least one case, being withdrawn.
It can be asked whether by a positive policy regarding commercial credit
to small and medium scale industries (which represent )3.3 ; of all in-
dustrial enterprises in Uruguay according to the 1960 industrial census),
the orisis in which the country fin's itself now could have been averted
or at least somewhat alleviated. The fact that the lank of the Republic
failed to accept the concept that it is the quality of entrepreneurship
which oounts above anything els¢ in the ability of small and medium scale
enterprises to be promoted reflects the lack of confidence in ability
versus traditional guarantees; th?s is undoubtedly a major factor in Uruguay's
1)

present economic deterioration.

1)

Development Credit in Uruguay, Benjamin Spiro Associates Inc.,
July 1)66
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5. West Africa

'“he principles which guide the activiti:s of the 3anque Cenirale des
Jtats de 1'Afrique de 1'Cuast in its relationship with thc commercial
banks of the scven countrics in which it onerates include relating its
activities to the r¢al requircments of ithe economy by ascertaining that
the terms of credits correspond to the nocds, in order to avoid that
investmente or long-term applications be financed with short-term facil-
ities, and guaranteeing r.discounting facilities to any and all nctivities
which, based on 2 sound fin ncial situation, contribute to the general de=-
velopment of the aconomy. While hesa principler do not imply a dynamic
action on the part of the Centiral Bank, thay 2t least guarantee o positive
response to actions which th. commercial banks may take within the context
of development. Unfortunately, published dat~ are not suffioient to
permit a detailed analysis of the efiects of the application of these
principles on the volume of commercial banks credit to small scale ine
dustries. It is nevertheless iateresting, though perhaps not rolevant,
to note that while during the poriod Septembar 1)§4 = September 1V66 the
percentage of total eredi¢ reprosented by medium and long~term oredit
granted by development banks decreased from 45.5 to 4..4 ., the core
responding percentage of commercial banks portfolio increased from 5.5 ..
to 6.2 . This might indicate n greater willingness on thec part of the
commercial banks to avail themselve.  of the resources of the Central Bank
with its policy to reserve all the monetary resources of the region to
the financing of its needs, and thus avoid the outflow of reeouroes.
As the needs are established by the national monetary ocommittees on whioh

the ministries of eoonomy and of planning are represented, it can be

1)

Principes et modalités du concours de la Bangue Centrale au
Pinancement de 1'Zoonomie Ouesti-Africaine, DCEZAO, November 1766
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assumed that the Central Bank, within the scope of its responcibilities,
carries out a definite programme of assisting commercial banks' small
scale industry credit programmes. However, as all the commercial banks
in the region are either public or mixed banks, the latter semi-autonomous
or branch offices, it is difficult to properly weigh the importance of all
+he factors which can intervene in the response of these banks to the

facilities offered.

6. India
The Industrial Development Bank of India, a wholly owned subsidiary

of the Reserve Bank of India is authorized to rediscount medium and long
term loans made to small scale industries by commercial banks, provided
the loans are covered under theGuarantee Scheme for Small Scale Industiries
of the Covernment. Mr. David T'ritz, in his paper on measures to increase
commercial bank financing of industry in developing countries 1) analyges
the overall effects of the IDBI's action in refinancing industrial loans
by oommercial banks. His conclusion is that it would be very difficult to
determine how successful the IDBI programme has been in terms of inoreas-
ing the amount of funds going into industrial term loans above the level
that banks would normally make available from their ususal resources. It
may be that some of the financing under the IDBI programme may represent
a shift from loans that would normally have been made. While this may
generally be true, answers to our qusstionnaire seem to indicatu that ad~-
vanoes to small scale industries have increased as a result of the Govern-
ment credit guarantee scheme, even if it is not possible to quantify this

increase.

1) UNIDO, ID/CONF.1/B.9, 8 April 1367, Background paper for the Inter—
national Symposium on Industrial Development, Athons, 29 Nov=20 Dec. 67
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1. Mexigu

The operations of the Fondo de Garant{a y Fomento a la Indistria
Mediana y Pequena established Ly the Government of Mexico in December
1953 have already been described so often, .hat we mention this Fund here
only for the sake of completeness. 1) Of all government schemes estable
ished to promote commercial credit to small scale industries, it is un-
doubtedly the one which lLas had the most success.

rL]

L ———

‘)mmws Pinanciamiento s la Inddsiria Peguena en los
padses en Decarrolio. UNIDO, Mexieo, D.F., Pebrero de 1968.
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V1. Techniques which could incr2ase the volume of small scale industrial
credit from commercial banks

1. Collateral guarantees oy public institutions

With the general proviso that the proposal be acceptable in itself
by the commercial bank, slightly mor: than half of the institutions answer—
ing our questionnaire are preparcd to accept the guarantee of a public or
semi=-public development bank or corporation instead of the usual guarantees
required from small scale industrial borrowers. "he other banks answer
that they would be prepared to accept such public or semi-public institu=
tional guarantee in addition to the borrower's signature. One foreign
benk would not be prepared to accept the guarantce of a public int t{tution.
In several cases, the banks answering positively already benefit in their
countries, from institutional guarantee schemes. One bank is quite specific
in stating that in view of thc Government's interest in promoting the small
scalc industrial sector, they are endeavouring to increase their financial

flow to small scale industrics.

On the other hand, the foreign bank's reaction towards public in-
stitutional guarantees is surprising, 2s none of the developing countries
in which this bank has most of its bramches seems as yat to have government
schemes offering collateral guarantaes. This would appear to indicate that
there is a csrtain prejudice on the sart of the bank, ‘therwise known for
its 1liberal credit policies, towards axisting public financial institutions
and their capacity to effectively develop and manage schemes t0 guarantee
small scale industrial credits.

From the answers received, it would appear that widespread use of the
collateral guarantee by a public or semi-public i istitution would probably

result in a material increase of lendings to sm2ll scale industrias, as

1t would decrease the turden of work which the gathering of specific col=
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laterals represents. It is cvident however, that this easing up would not
affect the neced for the cormercinal bank to assure itself that the manager
of the small scalec enterprii: not only requircs the fiaancing, but also
that he is able to utilize it productively and make it fructify. It would
also be necessary to ensure tunt the asscts which would normally have been
used to guarantee the loan, ~re not used togua'antee oth:r Lorrowings from
other sources. In fact, the effective use of 2 credit guarantee scheme
does imply the existence of 2 strong bank-clicnt relationship, the scheme

itself merely reducing th2 credit risk cssumed by the commercial bank.

2. Credit insurance, inter=institutional or by a public agency

There has been much talk, on vnrious occas .ons, ibout the advisabiiity
of establishing credit insurance schemes, particularly for small scale in-
dustry credits. [I'rom a statistical and actuarial point of view, it should
be possibe to deerminc tha real margin of risk which is involved in smcll
scale industry lending, including both ihe risk represented by arrears
which mean a slow down in the rte of turn ovar the bank's resources, and
that represented by defaults cither to be written off or in litigation.

“he data which we show on pages 21 = 22 provid aa idea of the order of
magnitude of this risk. It must be rememtered,however, thati thec sample is
not only small, but that small scale industry credit represents but a small
volume, in numbers and amouats, in r ~st commercial banks' portfolios.
Therefore, in order to arrive at o representative estimate, it would de
neceesary to carry out the computation on an inter—institutional basis,
something which can only be conceived within the context of a Central 3ank's
sphere of action. "he result would be tho establishment of 2 uniform in-
surance rate of premium to be covered from the borrowers. The resources
oollected would accrus to 2 cent-al fund from which losses would be paid

t0 participating banks. In view of the fact that most banks carry reserves
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against bad debts, one is led to wonder if the increase in the cost of
loans to borrowers {which the insurance premium would represent) would be
warranted. The fact that so far such cchemes have remained, to our know-
ledge, at the discuscion level seems to indicate that other alternatives
have been found more desirable as means of increasing the volume of esmall
soale industry credit from commercial banks. Yet, answering our queetion
"Would you participate in or accept a programme of credit insurance”? What
would be the effects of such a programme on both volume of credit and ocost
to the borrowers?" most banks stated that they would consider favorably
such a programme, and that it would undoubtedly increase the volume of

loans while increasing the cost to the borrowers.

3. Programmes of gredit mErvision

The conoept of credit supervision, particularly of smaller credits,
i€ well established in the field cf rural credit. Supervision generally
takes two forms, firet to see that the credit is applied at the opportune
time within the production cycle and second that the end product of the
credit, the crop, is marketed in such a way as to permit the reimbursement
of the loan. Oenerally, the end user of the credit is a small farmer much
in need of advice concerning the effective development of his unit of
production, To a very large extent, a parallel can be drawn between this
small farmer and a small scale industrial producer. However, few insti-
tutions, except perhaps public institutions, have drawn this parallel., In
fact, it is juet as important for a close contact to be maintained between
the commerdal bemk and its small scale industrial client, as it ir between
the rural credit institution and the imall farmer. However, while it is
an acospted fact that government extenrion services can wrk in close re-
lationship with the rursl lending institutions, few simfar services have
yot been established for industry, and the conoept of an industrial
extension ssrvice at the national level really remsins to be implemented.




This does not mean that there is .10t consciousness of the need for such

1)

services. Zach one of the banke answering our questionnaire stated
that is would participate in a schem: of supervised credit. ™wo banks,
however, qualify iheir answer, making; it dependaat on the merit of the
ccheme. Credit supervision, tc be effective, must be carried out in a
broader sense than mecrely supsrvis: th: correct execution of the project,
that the investments have been made according to plan, that the raw
materials are being transformed and the fi ished products sold. Quite
often, the very existence of the project creates new problems which the
entreprensur may need to discuss, to find appropriate solutions. A close
relationship between the borrower and the bank's sgper_vieor ma_l_ceq not
only team work possible between them, but also permits to anticipate pro-
blems and to be prepared for new circumstances when they arise. To be
effective, this credit supervision must bo backed by technical ability to
permit to suggest to the borrower the remedial action required in time to

assure the survival of the production unit which represents the real

guarantee for the lender.

Credit supervision is thus not merely au acoounting technique. It

is much more and to be effective requires specially trained supervisors.

Credit mupervision must in fact start with the evaluation of the credit
request. The supervisor, therefors, must possess tha nacessary qualif-
ications to appraisc all the aspect: of the proposal, managerial, technical
and financial. Because of the nature of the small enterpreneur as the man
responsible for all the aspects of his enterprise, tho supervisor must be
able to place himself in a position in which he can communicate with him,

1)

The role of industrial extension services in small scale industry development
programmes - UNIDO ID COMP, 2,3 = 1, April 1367
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at his level. Experience in various Latin American countries has shown
that such supervisors need, and can receive a very special training, which
then becomes the best insurance which the lending institution has against
faulty loane. While we do not beligwe that the peculiar bank-client re-
lationship which exists in industrial lending could readily -ubject itself
to the direct intervention of an industrial ecxtension service, we feel that
the training of industrial credit supcrvisors could well be organized on

a national, even on a regional baeis. While industrial extension agents
have been trained in various countries under ILO managed projects, or in
India under Ford Foundation tponsorship, the personnel formed has generally
been attached to government services rather than to financial institutions,
public or private. Other projects, particularly in Colombia, Brazil and
Uruguay were aimed at giving specialized training in credit evaluation,
supervision and technical assistance to small scale induutries, to personnel
either already on the staff or specially hired by public credit institutions
to expand their credit activities in the small scale industry field. The
programmes in Colombia and Brazil were successful while the one in Uruguay
failed for reasons not related to the programme itself.

In all three cases, the training programme was aimed at forming
generalists in the four principal ficldsc of interest to small enterprises -
management, controls, technology and marketing, rather than specialists
in any one of them. This corresponde largely to the lack of specialization
which is the main characteristic of a small entseprenecur.

In Colombia, it was decided to zeex ac trainees, economists,
industrial engineers, graduates in burinecs administration as well
as high level staff of the institution itself with experience equi-~
valent to a prcfecsional formation, to give them as thorough 2 background
as possible in all the facets of small industry. The training included
oourses in acoounting and controls, management, productivity, marketing
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and technology, as well ac in t.he technique of credit appraisal, We
believe that thc course material developed for these training pro jects
could well be used ae the basir for = coursc to which qualified staff from
several commercial bankc would be invitcéir tc participate for a two or
three months period. We aprc convineed that the bettor appreciation of what
ie a small scale industry and the canacity to deal with it with techniques
developed specifically for ¢ > purp- ~ould reeult in 2 -udastantial in-
orease in emall ncale industry sredit- at redwccd ocost and risk,

4. Credit with technical assistance '

The commercial banks answercd generally in the affirmative to the
Guestion as to whether they did or would participate in a scheme of oredit
with technical assistanoc being provided either by the public or semi-
public development bank or corporetion in their oountry, by the inductrial
extension servioe or by consultants eponsored by such institutions.

The answers in several cases were not cufficiontly clear to see whether
the banks already participatal,in uoh a cicheme, or meraly that they would
porticipate. One bank answered with an unqualified 0o, while two other
bonks qualified their answers, by making them dependent crn the merit of
the scheme and on the ciroumstancor prevalent at the $ime 1t might be
estabdblished,

In the training programmes mentioned in the preoceding section tho
aim war to prepare staff capable of providing technical assistance up to
8 oertain level, related to ~he credut sougat. In fict, in the three
oountries the programmee werc develrr A as a means of estadblishing in-
&.strial extension servicee which did not yet exist, thue having the
publio financial institutions perform 128t their own expense, a funoction
which might normally be carried out by the state, and not dbe nececsarily
related to credit. This extcnsion servioe, however, was striotly limited
to the clionts, actusl or potcntial, of the public financial institution
involved. From the answers, it appears now that there is socopae for close
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co=-operation bctiween a publicly ru: industrial exte:Tion servics pro-
viding technical assistance and th2 commercial banks providing: credit
%o tochnically assisted small scale iudustrics. owever, while the com=
mercial banks are ge.icrally ready for this type of co=operation, 1t is

the exteusion seorvice whicik doos encrally not yot cxist.

Therefore, we fecl tnatl the truiiing of credit Supervisors along
the lines already mecntioncd would permit a certain level of technical
assistance, tc be supplemented by mor: advanced services either by a
publicly established organization, or byr privats groupe or consultants.
Such groups include for instance the Colombian Institute for Admini-
stration (I'COLDA), the Iastitutc for Technological Investigation (II1),
ihe Iastitute for the Development of the Direction of Interprises (IDDE),
and the various Productivity Centiars in Latin America. There are also
quite a number of private industrial consulting firms which have establ=

ished themselves in various developing countries which should be able to

provide services whern called upon.

5. Internal loan managemnsnt

So far the emphasis has been on increasing the volume of small

scale industry credit mainly with techniques which have their origins
outside of the commercial bank itself. 'This has left out measures which
can be taken internally to facilitate the haadling of small scale industiry
credits, to reduce unit cost and increase profite from this category of
operations. Far too often, comnercial banks in developing countries lack
the appreciation of the benefits which might accrue from improved snternal
loan management techniques, such as have been developed by most commercial
banks in industrialized nations. ‘the very fact that the risk is spread
far wider compared to large scale enterpriscs should make it possible

%o cut down on tha collaterals required and on the volume of paper in-

volved in each operation. Greater decentraligation in the decision making
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prooess with, at thc same time, strictcr internal oontrols would aleo
hclp reduce matcrially the time required to handle each application., 1t
oould be very profitable to scek ways and means of transferring the bank-
ing know-how evolved in the industrialized nation= to the autonomous
banks and at times even to the branche- of forcign banks operating in the
developing countries. It might repreecnt n “tep forward from the money
lender'e technique which 1 still all too prevalent, to real commercial
banking with all its modern and even cocial implication=,

As a last ooneideration, we should like to otress the importanoce of
the timelinecs of the credit to small scele industriers. So far develop-
ment banks and other r:liic credit in-titutions have been largely unable
to speed up thcir procese of appraical and of deoision making to meet
the needs of small soalc cnterprimes, Thus, while they aim at providing
low cost oredit, the bdenefit is lcsbecsuse of the long delays whioh the
BoPrower has to face; this in fact oftcn meanc a substantial increase
in the real cost of tho money by the time it deocomes available to him.
Commercial banks, by being more agile in their troatment of small soale
industry loan roquests may be abdle to charge highcr nominal rates which
in the end may still in offect de lower than those of the public banks,
all tho while reducing their unit ocost of lending. Commercial benks
should therefore not be afraid to charge the right amount for the money
lent, if it is lont at the opportune moment for the right purpose.

A recognition of this simple prinoiple would go a long way towards making
small soale industry lending more attractive.
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VI1. Possible means of increasiag resourcer available within the
commercial bank system for small scale industry lending

“ir. David Fritz i. his paper '"Muasures to increase commercial bank
financing of industry in devcloping countriss' analyzes the various
techniques which might be utilized 1ir general terms. In our quostion=
naire, we tried to pinpoint the effccis of such measures with particular
regard to small scale industry. ~ince the techniques have already been
well defincd, we shall limit ourselves to stating the questioans and

analyse the answers received.

1. Could and should commercial banlis be usad to channal public funds
allocated for small industry development” The answers are nearly unane
imous to the offect that commercial banks, because of their knowledge

of the credit wortiness of borrowers are very well guited for the job.

2. would you increase tho volume of your loans to small and medium
scale industries were the Central Rank to liberaligze its margin ree
quirements with respact to guch loans? "The answers vary from country

to country but are nearly all affirmative, th> ciceptions coming mainly

from banks in countries where Central 3anke are not making use of margin
requirements as a tool to influence credit policics. Most banks however
make it quite ciear that the mere easing of margin requir:ments would
not sutomatically cause them to step ~'p their landing. "They would
continue to mako finance available on merit to individual customers. The
sense of the answers is that it is not so much a matter of resources than

of suitable projects being available for financing.

3. Jould you increase your volumec of loans to small and medium =cale
industries were the Central Bank to refinance them at a lower rate of
intsrest? Tho answers are all affirmative, with th2 usual proviso that

suitable projocts are availadle. ‘'ho answers an to what would b the
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bank's operational margin in such caazes vary from a high of 10 . to a

low of 1 ,, with the creat majority between 2 and 3 ..

4. Under what circumstances would you accept public financing for loans
to small and medium scale industries® The answers are very mixed. Several
banks would not accept such financi 1 under any circum~tances. Othars
make it depend on the operational margin which would be granted them.
Others yst would reserve their acceptance depending on the terms and on

the prospects of cach project considered. Two specific poseibilities
mentionod are: that the commercial banks ba appointed disburzing agent of
the Covernmont, and that the lending be done at the risk of the Covernment,
or that the losnes be Jubsidised. ''hore seems to be a considerable fear
of interference from the public eactor in the operations of the private

banks as well as of unreasonable rod tape.

5. Would government subsidics be desirable to increase your volums
of small and medium scale industry financing? ¥hat type of subsidy
would you consider” Opinions are quite divided on this question. One
third of the banks are oppomed to any form of subsidies. The Indian
banks feel that the existing method of credit guarantea already serves
the purpose. A large group of banks consider the quastion relsvant
only to the extent that the applicant's business isn thereby made viable.
Finally, some bankn specify that sutaidies of tha following types ocould
result in a material increass in smail scale industry lendings:
= Refinancing of the laons granted to small scals industries by
the Central 3ank,
= equal share of pisk with the Government, with & reasonabdle
handling commission,
= indircot subsidies such as tax robates or exemptions.
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In gencral, the commercial banks do not cppear 10 suffer from a
lack of resources to lend to small gcale industry. If lending remains
at a very low lcvel, it con be ascribed vo tha following reasons (which

do not pretend to be all inclusive):

- Time and again, ths Hanks have ingisted on the importance of suitable
projects; this can be interpreted in two ways: snall scale in=-
dustry is treatcd i. the sam: way as large scale and therefore
unsuitable appraisal criteria are applied and sccond many banks,
particularly thocc of foreign origin, oiten sti11 consider the

native small scale entrepreneur o8 A poor rigk.

- Most developing countries gsuffer from an inadequate system of
land tonure waich provents the cataslishment of valid mortgages
to be used as security for longer term loans. This problem, aswell
as the previous one arises from the fact that commcrcial banking
is oftern still based either on traditional monay lending m:thods
of the pre-colonial and colonia era, or on lendin methods evolved
in the industrialized oountries berore the recent revolution in
lending techniques. In other wc s, commercial banks have failed
to develop methods suitable for operations within their own en=

vironment.

-« Small 3cale industry suffers from 2 1ack of know-how (technical,
administrative and managerial) and therefore is unable on the
one hand to raisc the neccssary risk capital and on the other
to operatr sufficiently efficiently to become a suitable credit
risk. “here is littlc sgtion that small scalc industry generally
lacks ¥now-how, but on tho other hand, there is generally a lack
of understanding on thc pert of the commercial banks of what small

scals indusiries are and of their role within the economy.
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“he onclusion in that commercial banks muct be made to think in
socio-economic ‘.rmc ~.ad to fopreciate th: imrortance of the rclation-
ghiv b:tween large and small scale indurtry ia the process of cconomic
development.  They muzt be taught to devisce nd hoc mothods to deal with
shis rclatively nav cliert. which ir the smalli scalc ertreprencur, as
a produc:r and no longer oix'v os a toader. [ 1m vorth noting that India
where e greatzst amount of attoation has leen given to the prublems of
wukiar BCale industry, is the one sountry where ron classical methods have

been devisad to overcema irad.tional oarricre oyainsy emall scale ine

. w.wtry iondings by ecmmoercial banie.

We foel that while the var-.ous methods whish havz Laen prcposed
at some timo or otl:r Lo malkic mor: resourc:s avaiicbl? within the com=
mercial bank system for snnll scale wundustrial lending have all some
merit, they are mcre palliatives which do no: rzach the root of the
difficulty, namaly education of both tho lender and the borrower. We
feel that thmmoet offective maasure to achieve this aim is the establ-
ishment of training coursen for credit superviscrs, or industrial
cxiension agents. It would aiso te very useful to analyz: the modorr
lending techniques which have been evolved in the industrialize? countrics
in ordor to adjust thom to the noods of comiercial Lanks in developing

countries.

i
3
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YIIL Jumcary agd conclusjons

th. exnct de ree of commercial Laak fiaancing of small seal- industry
in dvvoloping cow.trizs ic not eas: to determin: as most commercial banks
do net diff.rentiate ia thoir loan portfolio s ivween industrics by thair
sizc. There arc exceptionz, such as in Indi~ sa-ro spuci~ provisions for
guarantees for loans o0 small scal: indusirics - d:fined vars broadly-in
terms of a maximum vnluc for th: origincl coet o0 1. irvestient in plant
and m:chinery - lsads the commarcizl baike to keep separaic records

betwee: small scai: ~ad Yar~: seile 3 tar-rig s,

fna of th: main reasoas for t-is lack o differs- ti~tion is the

fact that no gencrnlly accepted dofini‘ion of what is A small scale ine

dustry cxists as vet.

From the data gathered from 2 broad samplc of commercial banks
operating in developing countri:s which answerad a questiominire on their
policies with respect to thc financing of emall scale industry, it ap-
pears that small scalc industry loans represent but a small percentage
of total indusiry lending, rarely reaching 10 , y with th: exception of

India where it reachee 30 = in one of the reporting commarcial banks.

From the answers received, it ie evident that so far very few ocom=
mercial banke only have dcfined policies regarding credit, be it short
or long term, to small scalic industry. Generally, commarcial banks
apply the same policies to this soctor as thay do to their other industrial
credit. O . oxccption is India becauso of the special credit guarantee
scheme for smell scalc industrics adminisicred by the Reserve Jank of India.
Other programmes, such a8 the on: in Chile, tond to define small scale
industry in terms of the amount to be lent, btut this does not affect the
policies applied by th: commercial banks.

Tha survey indicates that it is not so rmch the lack of resources

wvhich limits th. volume of small scale industry lendings by commercial
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banks as thz lack of sp:cic! tochniques to 20praisc wnd manage a small :

scale industry credit portfolio in such 4 way 27 L0 maloe it attractive

from the point of vizw of r:turi t. the lerding izstitution.

™z problem of collzt r.ls r.ouired from emcli scl:z iudustricl

borrowers hcos not yet beon recolvel, argely bechus: the nature of small

scale industry itself hnr 2ot yot Leen clearly urdarrtood by the com=

mercinal

capable of dealins with <ii ~acein? prodtens +hica smell cealz indusiry

proscnis from iic cradit —ick moant 2f vion.

The conrarvative 2t+i‘vde o7 *n. comarpeial Sorlt is refiacted in
the bw perccni~m of crodi. sroiize to mll reni. didustry, out of pro=
portion with its reai import..c: 14 t.ao aconony, and wits th: important
percentage of tha gross industrial oroduct it represzais in any given

couniry.

To rcmedy this situation, o mumber of measures could be taken, such

ant

1.

hraka. T commurci . D3 10 nol lave odecinlizad st~ ff )

-

The ostablishment of rugional, sul=regional or country centers
for the training of comm:rcial banks selected staff in the tech~
niques of small reale industry lendiag. Such techniqucs would
aim at reducing unit costs of londing as well as incrcase the
volume of lending which should make it possible to generate
sufficient incom: for th. lending institution to enable it to
set acide adoquatc reserves for potential defualte.

In order to facilitatc the work of nppraisal of th: newly
trained small scale industry credit staff, Governments should
make readily available to tho commercial bonks detailcd inform=
ation regording industries and thoir oroducts. Up-to-date
information regarding price trends of the principal commoditios
should also be made available. Thic type of information would
enable the comm.rcial banks to take corrgg¢t dzcisions regording
limits and margins on their sccurities. '

)Thene measures have Jcen suggestcd by cnswerin; banks. a2y are,
included here as “eing relevant to this poooer.
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3, ‘Morever poeviti, crodit anforniiio. s atere aoad be

s e B L .. ;
get~  linn Y tre bt ¢rait Tilo3

3 07V 1, 908
1.TEC © wdnolr 01 th 1.dactris i o i th coultry 8
pocsinle shonll o reT .. “h:ogoveruaont, o cormercial oonks

ed th. irdastri~l ~esoci~ ici.m ghould co=up. rite fully 1.
koapiay toie crodit Til an=to=dnte . Tuen t oosaty would
facilitats th.  Tontig oy 2dopente crodate <> mror.r time.

4. ince emall scilo 1aduetrise ~r. un.rllly Toro nmlneoranle to

P~

financial ~nd othor crisis, han lurmgwr w.its, 1. cional study

R

-

toame should b osptiiizol 0 w2lvZe {i. pro.lams  of credit
a4 the miero ac -1 .8 ~1 t... 921ero love?

ir, ey should
undertake crodi. luiin; Al Ml rocomis..aticio ot the country
level which shoyli be nossed on to the comiu :rcini aaks for

their guidauce.L

5. Mcasures such 28 ProiTrmm:s ol ecredit inruraacc, ~p:cial central
A% porinanciag or casiag of margin requircno.s s uhen applic=
able, as well as goverament eubsidi>s should ve cxplored further,
peared to the specinl nexde of ~ay sivesn arza.
1t is howover already clear thai first and foremost, it is in the
fie1d of banking technicucs and training that the principal ~nswer mct

be found to th: problem of increasing the voiumc of commcrcial bank
financing of small scale iandusiry.

1a view of the findings ol tac survey, it is difficult to properly
gauge the respcctive advanrtages and limitations of public versus private
financing of small scale induptry. 3xperic.ce indicat:s thnt in tho
short term field, wherc quick decisione are cof th. esscnce, commercial
banks are betier suited than speocialized public institutionn. 1If appro-
priatc mcasures can e token to develop adequate lending tochniques for

longer term financing, commercinl banks may also be better able to attend

I)Thena measurcc hove been suggesiad by ~ngucring bonks. Thaoy are,
included here, as being rclevant to this paper.
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to the nced of tie :xistin,; small cerl. i.durizy, painicularly tarough
the us. o tic t:ehnirue of ‘fluctuniing overdr .lts', loaviag gencrally

tae financin- of iadusirial develoomoat to the ~pecinlizod iastitutions.

“inally, it may bo will to rember thot in cpite of all the state=
ments to thc ~ffcei ihat privete entorprise ir tae futurc of developing
countrice, 2:xp.ri.nce indieatoes .nat, particularlr ia the financial
sector, thore is a =irong iread toards rosolvi.g problems through controls
and even aciiorlizationn. ''e strouzly belicve tacti if il private com=
morcial banss oo d=fined in chaptur II nre abis to justify thoir usefulle
ness to .conomic d:v:lopuaent by brondenins vac goherc or thoir activities,
particularly vy »nying granter atiention to the imsorian® sector +«thich
small scale industry rprescnic, tis rish of .aiioializntion might well
recede, and a vettcr understasding be worked out betwoen public and private

functions to the greater Dbenefit of socio-economic progreses.




Appentix 1

Countries soloctod for the purpos. of

carrying out a survey of commercial banks pricticas rcgording credit to

amall nerl: industrics

Africa hsia Zurons
Alreria Afgh~rnistan “roec:s
Camaroon Jonglong foland
Rep. of Congo Indin arkey
Ethiopia Tndoacsia Yugosiavia
Ghana Iran

Ivory Coacst Isracl

Kenya Lehonon

Morrocco Malayein

Nigoria Pakistan

Sonegal hilippines

Sudan : Saudi Arabia

Tunisia Singmpore

U.A.R. Taiwan

Uganda Jhailand

Zambia

latia Amarica

Argeatina
Brazil
Chila
Colombia
ilaxico

Peru
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