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T.   MiRnpnfTlOII 

V 

In order to be able to appreciate the role which commercial bank« 

play in the sphere of economic development, it is necessary to follow 

the «volution which has taken place in the concept of banking in the 

d^aloping wnrld during the course of the 20th century, at least sino, 

th.'and of the First World War.    Very *rradly ap aking, thin era o^ b. 

divided in three periodo: 

Ito first which ended in 1944, vton most existing nation, aant 

r.p~aentatives to Bratton 'foods to consider the financial structure 

of the peat war era.    The second period ended in the very early 

•ixties, with the wholesale withdrawal of the colonial powers fr*. 

thair former colonies, and the third period is the one which w are 

now living. 

The first period was characterized by the development of a privmte 

ranking system, ganerally closely linked with that of the indutrUliMd 

nation, and geared mainly to support export oriented activiti.., usual* 

extractive, mainly controlled by foreign interests.    There wa. little 

int«r..t in mobilising local savings for local application, mainly 

baoaus. there was but very little to »Mil-, the local population 

blng largely k.pt fw having an active part in resources generating 

activities.    In this fashion, commercial banks were not «> auch in- 

taraeted in craatin* conditions capable of producing kcal waalth tb« 

in procuring profit..»* thàix main offices abroad. 

WMle this description applies mainly to colonies and territori.., 

it also applies to Latin America, as an important part of the wealth 

««.rated by local urtereste left the region, mainly for Europe. 
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Durlng 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 production,  generating new 

resources in the form of deposit s from the incipient middle class. 

Foreign banks continued to finance export oriented activities, often 

limited in their activities by nevly restrictive banking regulations. 

During the present period,  local nationalism has brought a further 

change in the situation.    Foreign banks have to integrate themselves 

in the local structures, with the result that they now compete with 

local institutions or, where ouch competition   has not yet developed, 

as is the case in many African countries,  between themselves as 

national institutions.    In some instances, the proceso has gone even 

on« step further, the banks being nationalized. 

This prooess of integration of the foreign banks into the national 

economy has taken many forms, the moet interesting one being the in- 

ternationalization of ownership which means that financing which used 

tt  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,  excep* in the few countries where local citizenship 

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 which commercial banks have to 

play.     Jhereas in the past they were mainly interested in strictly 

commercial operations, they are now frequently participating in the 

process of economic development through the granting of credits on 

longer terms for production purposes.    Official statistics art not 
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a preci»« guide to gauge the extent of this evolution, as many credito 

to industry afpar as commercial operations,    nevertheless,   just aß one 

example,  it can be indicated that in the countries of the "est African 

Monetary Union, the percentage of medium and long term -redits increased 

from 14.6,0 of total  crédite on    eptember  30,  1964,  to 1%' two yeare 

later.    It may be assumed that commercial bank crodits had their 

proportionate share of this increase, at least in the industrial sector 

where the increase was most significant. 

Finally, it is necessary 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 b-upport of the larger 

ones.    In the field of industrial credit in particular,  it ia evident 

that orbits to large cale, often infrastructural, industries must 

be complemented with credits to the many smaller enterprises which 

process the primary and semi-elaborated products of these industries. 

A case in point is the Paz del Rio steel plant in C olombia which 

did not really start operating with a certain degree of efficiency 

«»til a vigorous programme of development of the processing industries, 

largely through credit, was launched. 

In this fashion, the consciousness of the importance of the small« 

industry is slowly gaining in strength, as an intercediate between the 

capital foodn producing industry and the consumer, ao a sub-contractor 

in the more intricate manufacturing processes, and ao an economic entity 

in «sailer markets to proceso local raw materials.    The importance of 

this smaller enterprise as an important oource of employment often at 

relatively low cost per unit of employment is bocornine more and more 

appreciated and therefore the need to sive it all possible means of 

î)»*» Centrale des Dtats de l'Afrique de l'Ouest-DCSàO Annual Report 

for 1966 

mm 



II.    Commercial financial structures in developing countrlee 

Commercial banking services available in developing countries are 

by no means uniform.    In many countries, there is a strong legacy from 

the colonial era whi -h, at timos, has been adapted not only to new 

political structurée but also to new political concepts.    It is thus 

possible to consider three broad groups of financial institutions 

capable   of providing credit to small-3cale industries on a commercial 

basis, namely: 

1. strictly private banks 

2. public banks 

3*    mixed banks 

Private banks can in thtir turn b« divided into three sub» 

categorien, following the degree of independence which they enjoy 

in determining their own policies in the country. 

First, we find strictly local banks, with either only local 

participation in their capital structure, or with minority par- 

ticipations from foreign interests but with control in local hands. 

While it la at times difficult to establish uith precision the owner- 

ship of certain banks at any given tine, as it does frequently 

fluctuate, ws find that autonomous private commercial banks exist 

in the following countries whiuh have been selected for the pur- 

pea« of this study (Appendix I): 

In Africa: Ethiopia, Nigeria, fudan, Tunisia, Morocco, Zambia 

In Asia:      Afghanistan, India, Iran, Israel, Lebanon, Ifclaysia, 

Pakistan, Philippines, Saudi Arabia,    ingapore, Taiwan, 

Thailand 
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In Europe:  Greece and Turkey 

In Latin 
America: Argentina, Brazil,  Chile, Colombia, Mexico, 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 lo^al industries which, with  very/care 

exceptions, include all of the small  scale enterprises. 

autonomous banks are often capable of .adapting their policies to 

changing local  conditions as npecial programmes are evtlved for 

economic development    However, their influence 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 resourceß, being able to mobilize a large part of the savings 

available.    In Asia, the sane 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 preponderant role in the 

financial community. 

Next, we find semi-autonomous financial institutions,  registered 

under local law, but with final control in foreign hands, be it entirely, 

or in a majority    in participation with local interest P.    It is in 

Africa that  semi-autonomous 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 

•tudy prepared by the Central Bank for the States of   "cot Africa in 

1963 1) clearly sete forth the complexity o* the current ownership of 

the African comercial banks.    A revised edition of this study is 

under preparation for publication in late 1968 or early 196?;  it is 

1)    Petite Revue des Banques Co.nmerciales Africaines,  Etudes Ho. 100 
Banque Centrale des Etats de l'Afrique de l'Ouest 
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not expected that it will show drastic changes from the situation which 

existed in I963 and which indicated that moct 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 ownership 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 bajdcs participate in the ownership of semi-autonomous banks 

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

There is no information exactly comparable witli that on the 

banking system in Africa available for the other regions of the world. 

In general, however,  it may be  said that  the semi-autonomous banks 

play a less 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 is quite developed. 

Finally, we fiud in the private banking system,   simple agencies 

of foreign banks, with little or no autonomy in the setting-up of 

their policies.    In many developing countries, however, they play a 

very important role as, having been established already for many 

years, they have tapped local resources,  in the form of savings and 

deposits and have therefore sizeable funds available for their 

activities.      Unfortunately,  their tendency is to take a minimum 

01  risks in their operations which often precludes their entering 

the field of credit  to small producers.    Furthermore,  sin e they 

lack a proper capital  structure and sinoe the tendency in most 

metropolitan countries now is to prevent the export of capital 
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resources,  these agencies tend to put a leaser percentag= of their 

deposits back in circulation 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,  thia category 

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

2» Public banks 

Public bankr; can be divided in two  categories.    First the banks 

which carry out commercial operations in competition with private 

banks and second.banks operatine in an entirely nationalized context. 

As regards the first category,  the most typical example is re- 

constituted by the commercial departments of former National Banks, 

split in two to permit the establishment on the one hand of a proper 

Central Bank, and on tho other hand of a publicly owned commercial 

bank.    To mention two examples of this type«the Commercial Bank of 

Ethiopia Ltd. came into being when the  State Bank of Miopia limited 

itself to being the country's 'entrai Bank;   the Bank of Brazil lost 

its central banking functions when the Central Bank of the Republic 

of Brazil was established in 196%    Because of their background, 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 which,  in market  economies,  provide the greatest 

support to small-scale industries.    Not only are they able to accept 

risks which private commercial banks would generally discard,  but 

they can also support greater costs in lending, as there is less of a 

profit motive in their operations,    furthermore,  having large resources 

at their disposal, they are able to tak* 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 
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continue to attract deposits. 

The second category of public commercial bankc; is represented 

by the institutions in socialist  countries which have either cen- 

tralized all credit operations in one or two  state-owned institutions 

(such as in Poland or in Yugoslavia) or have retained the private 

banking structure which existed uhen the private banks were nationalized, 

(as is the  jase in the United Arab Republic).    Sven though both forms 

apply government  policies with respect to credit,   "here is perhaps 

greater flexibility in the interpretation of these policies in the 

nationalized system than in the monolithi    institutionj  this makes for a 

certain degree of competition between various nationalized banks 

concerning both the mobilization of savings and their utilization 

for productive purposes. 

3. Iîixed banks 

Mixed banks are of two types,    /irst there are the banks in which 

a government holds the majority control with minority shareholders, 

either nationaler foreign, or both,    "uch banks are frequently found 

in Africa, for instance in Cameroon, Dahomey and Sudan.    Second, 

there are thc¡ banks in which the state owns a minority participation, 

either directly or through a government controlled institution aa 

in the case of Tunisia,  Senegal, Ivory roast and Oabon. 

In both oases, the banks are generally operated as private 

banks, without government interference in the day to day business of 

the institution.    It is evident however that,as far as broad policies 

are concerned,  government has an important voice in defining them. 
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Ili.  General créait :>oli;ie ; of commercial banks with respect to small 
 scale industries   

Several studies haze already been prepared on the financier of 

amali  reale industry,   such an the one  by  Robert Davenport  or that  by 

.abas arancia "*rM - ~-i  v   ~^i>-~ ^rc  closely to Latin America. 

Other studies have beon written on   -ommereial bank financing of in- 

dustry in d-vsloping ocuntrie« in onerai terms.      * have been unable 

to find atudiec dealing ape .xfi-ally with  amali industry financing 

by co. mereiai banks in developing countries,     io overcome thin de- 

ficiency,  a questionnaire was mailed to  -1 autonomous or ^mi- 

autonomous banks in 33 developing nations and to •> of the large 

foreign bank:  doin.^ branch offi.e or affiliate bank business in the 

developing world.    For the purpose of this gestionnaire, wc had to 

set  some norm aß to «hat  could be clarified as a email- jcale industry, 

there being no universally-accepted definition.     'c used the de- 

finition arrived at  ir the     ourae of our  study of  amali- - ale 

industry in selected countries of Ut in Amerio    namely, an enter- 

prise employing generally lese than fifty (SO)  -.»rkers,  without the 

ueual break between artisanal and «all-soal. enterpriseo.     fe would^ 

have liked to utilité th- ^uch botter definition rf Joseph ^tepanek 

«hich bases it¿el/ on the  essence of  amall-acale industry,  but  banks 

•«Idem keep track of purely human charact riatie". 

1) Benjamin P.  -piro-  Cuenta relativa a 1» situación econóaiua de 
IM pequen» indùstria y 1* artesanía en vario* palees de Amari a Latina 
- International Labor Office, teneva,  1964,  'cle«abia, page ìi   «Sin 
eabargo, desde el    punte d3 vista de enta en-uesta, la pequeña industria 
M define con« la industria de iniciativa local cue no tlanc atracción 
para el capital «tranje-o.    Desde el punte de vista estadístico, esta 
indáetria corresponde,  en términos generad,  a la que emplea »ene de 
SO trabajadores.    Or:    redit with Technical Â sistance to Small and 
Medi«. Scale Industry in    olombia, Benjamin -piro associates, Inc., October 
Wait    a**ll scale as apposed to large scale industry can be def\ne* 
2Xt«Îïï.lyS  as that of local xmtxative which does not hold faction 
fW foreign o»it1;   and quantitatively:  as that ...iployxn* generally lea. 
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The answers which we received constitute background information 

for this and the following chapters of this paper.    They are of value 

just aa much by what  they say, as by what they fail  to say.    Two con- 

clusions can be drawn from the relatively low percentage of answers 

received (2S,c)  froai the autonomous and semi «autonomous group of 

banks querried.    The first one i a that in many countries there are 

no firm retirements that commercial banks dedicate a portion cf 

their reaeurces to small industry financing and that,therefore, 

«any institutions de not keop adecúate records permitting them to 

identify this type of financing as a category separate from their 

other activities.    The second conclusion    is that there Is still 

a gross lack of consciousness in most developing countries of the 

importance ef sm»ll-scale industry in the economy and of the means 

required to promott its development. 

As regards the large fereign banka doing branch office business 

in the developing countries, all but one answered our oiestiennaire. 

Those fro« former colonial powers answered in great detail,  indi- 

cating thereby that their brand, officer, moat often establiahed 

lone before independence, have a definite consciousness of the 

l)c©Bt) ~"~~ 

then 50 workers «th, is far r* Colombia is concerned,, a cantal of 
generally less than 1 million pesti. 

2)9tepen«k, Joseph E. t Managers for amali industry, "Itanford 
Research Institute,  Menlo Park.    The Tree Pressi, Olencoe 
Illinci3| I960, p.39:*r«all industrial enterprises need 
managers - one individual per enterprise - qualified to 
handle all management problems. ' 
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needs of the various economi    nestore of the countries where they are 

located, balancing the small returns, if any, from anali industry finan-- 

in« against the profits from larger scale operations.     The other lar^e 

•cale hanks are generally relative newcomers in the developing world 

and are mainly interested in the profit  making potential offered by a 

limited number of larger credits.     Unless compelled to do 30  by 

local regulations,  they have little motivation to  seek the smaller 

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 .uiowers 

ax« sufficiently representative to  give a valid impression of com- 

mercial bank policies and practices with respect to nmall-soale 

industries. 

1» Pujp03«a for which loans are made to amali- scale Industries 

Crédita are extended for working oaoital purposes by all but one 

tank, to purchase raw materials and a^ainct inventories of finished 

good».    Half of the  banks factor receivables,  while three quarters 

finance the purchase of machinery and equipment.    One third of the 

banks indicate that  they also finance other purposes  such aß new 

project manufacture of prototypes.    The following table sumraarises 
1) 

the answers receive*!: 

Purposes of loajjs Jc.ef autonomous        Wo .of forala 

Purchase oí raw materials 10 3 
Inventories of finished goods 11 2 

Purohase oï machinery and e^uip- 
-nt ? I 
Factoring of receivables 5 * 

Other 4 2 

1) Not all bank* anewered all questions in the questionnaire 
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2.  Terms for which loans are  generally made 

The banks,  autonomous and foreign,  lend generally for periods of up 

to one year,    '.HO banks specialize in shorter term lending up to loO days. 

One bank specializes in  longer  term  lending of from ono  to more  than five 

years with the bulk of the  loans extending from 3  to 5 years.     These 

answers must however be 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 abßence of 

fixed repayment  terms, overdrafts may continue for a number of years on a 

fluctuating basis.    This fluctuating overdraft technique for longer term 

financing, which is ^uite different from the loan system,  is a leftover 

from the colonial tra and is used particularly in Africa and in the Caribbean 

region. 

Besides the one bank specializing in longer term financing,  seven 

autonomous and one foreign banks make term loans for periods exceeding one 

year, up to five years, when tha purchase of fixed assets is involved, in- 

cluding the purchase of machinery and equipment. 

The terms mentioned above are those which the banks offer when lending 

their own resources.    It is evident that when there exist special resources 

made available    by government institutions for use by commercial banks 

acting as agents to small-scale industries,  the terms are those established 

by the government institution which,   in the final analysis, assumes the 

ultimate risk.     Such programmes are known to exist in Mexico — Fondo de 

garantii y fomento a la Industria Mediana y Pequeña; Chile - Linea de Credito 

de Promoción para le Pequeña y Mediana impresa,;  Brazil -* ProgÄK^ft'iaÄÄEUfl»- 

cianiento, a, la Jfeqpena   y Mediana Sripceaa,  end Eundo de DegiQcrart.iiaflr.ao ,fJ 

de Capital de Empresas;   Lidia - Industrial Development Bank of India;  and 

Morocco - Banque Nationale pour le Développement Economique.     Such terme 

nsust however be  analyzed rather under the respective government programs" for 

financing s .all—scale industry than under the present heading. "~ 
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The following table illustrates the answers received: 

Terms of loans Sample distribution of portfolios 

60 to  'jO days 
90 to 130 days -      25/      50, -       -       50/» 

40, 40, 
- 25, 50, 

*>. 25.- r.( 

- 4,- 2 

- 3'/ 
10- 3, 

20 

181 days to 1 year       #>.   25,-   •%   -  TO, 
over 1 year to 2 years     -   4,-   2,*  o,_  10,.  50. 

over 2 years to 3 years 
over 3 years to 5 years   10,.   3,    - ^4 

over 5 years 

3.  Guarantees which are generally required 

Guarantees required vary greatly from bank to bank and from country 

to country.    In Latin America for instance,  receivables are used as 

collaterals for loans of up to two years,  real estate mortgages being re- 

quired for longer term loans.  On the other hand,  short term loans are 

made without collaterals, except for personal guarantees.     In Asia, short 

term loans will be guaranteed by receivables and/or personal guarantees 

of the partners or directors,  or yet by third party co-si enature. 

Longer term loans will include chattel mortgages and loans on materials 

purchased.    Real estate mortgages may also be required.     In India, 

guarantees from the credit guarantee organization sponsored by the 

Government of India is generally obtained,   in addition to personal 

guarantees of partner/s, director/a ajid managing agent/a.    In Africa, 

personal guarantees and guarantees of directors are takon whenever 

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

invariably a pre-requisite.    Guarantees are normally tak*n on the bank's 

fown and are of a continuing nature, unless a guarantor stipulates a 

fixed period.    It appear« 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 self-liquidating guarantees 

on the one hand,  and on oo»«ignatures 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 thin category that the greatest di- 

vergencies appear in tha answers received from the banks surveyed. 

There are not only great differences between  countries, but also between 

banks in the  same country»     There is also a very interesting difference 

in the concept of the 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 Latin America, the reverse ie true, 

namely short term rates are  generally higher than longer 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 landings are not the bank's o;m but nave been p: "»vided 

by Government agencies such as those mentioned under item 2 of this chapter, 

in Mexico, Chile and "Irazil.    Another characteristic feature of Latin 

American lending is that interests are frequantly covered in advance from 

the loan itself which mean G that the rates indicated, which are already 

among the highest in the world, must be further increased by the die- 

counted value of the intereets to determine  the real cost to the borrowers. 

In the questionnaire,  we raquee ad that interest charges and com- 

missions be shown separately.    Unfortunately,  all but one of the banks, 

failed to do so, even though three indicated that they did not charge 

any commissions.    It is therefore not possible  to relate interest char fi« 

to local Central Bank's discount rates, but we can assume that these 

rates are the normal basis for computing interest rates, the difference 

between rates so calculated and the rates indicated in the replies re- 

ceived in effect representing the bank's commissions.   The variation In 

the rates charged by tha same institution to various borrowers are due 
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to their difference« in standing as well as to the quality of the secur- 

ity offered. 

In Africa,  where  the bulk of lending iß done on an overdraft basis, 

simple interessare applied on tho daily balances outstanding at ooanereial 

rates.    The following table reflects the averaße chargea reported in 

typical countries: 

Country 

Bthiopia 

India 

Israel 

Pakistan 

Philippines 

Taiwan 

Thailand 

Colombia 

Central A*erioa 

South Anerioa 

Rates of interest charged for 
short term       medium term       long term 

8 to 9 , , irrespective of term 

^ to >!$ »irrespectiva of term.    1    niay be 
added when the loan is guaranteed  oy a 
mortgage 

6 . 

7 to Th 

12 to 14 

10 to 12 

14 , 

14 •;• 

9 ; 

9 . 

irrespective of term 

irrespective of ter« 

i2 ; 

12 ,. 

io ;í 

ic . 

i2 ; 

up t© IS ,; in oases wneie reserve and other 
retirements are extraordinary 

Since all the hanks which replied can be classified as private ooa- 

•aroial hanks, we a» unable to present the differences which might exist 

hatwaaa suoh hanks and public and aixed types of ooawercial hanks, if any, 

regardin« the eradit polieie« which have been outlined in this chapter. 
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IV.    Current practice    in lending to small-scale industrios 

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

In ordar to gauge the impact of the genoral  credit policies followed 

by commercial banks in developing nations,  we attempted to obtain data 

concerning tho percentage of industrial loans to small scale industries 

from the overall  industrial credit portfolio.    r,o  ascertain that auch 

data was available, we inquired from the banks as to whether they dif- 

ferentiated in their loan portfolio between various categories of in- 

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 Central Bank.    For 

instance in Africa,  the Banque Centrale des Stats de l'Afrique Ecuatorial« 

•t du Cameroun requires all the banks to register with the "Centrale das 

Risques" their loans classified by terms and by RìSO of industries.    In 

this manner,  this central bank was able to provide us with up-to-*iate 

statistics on credit to small and mediua-soal© industries in the five 

countries       for which it is responsible, differentiated between short, 

and medium and long-term. 

ïhe 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 Government-sponsored 

credit assistance programmes for saall-scale industry for which coa- 

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 fro« 

Cameroun, Central African Republic, Congo, Gabon, Tchad 
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Indian banks, for instance, which included comprehensive data. Within 

these limitations the data we have collected çive rioe to several con- 

clusions. 

First,  small-scale  industry loans represent but 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 thic case   that  the definition        of 

small-scale industry is rather broad and undoubtedly includes a fair 

number of industries which elsewhere would be  classified as modium-scala. 

In the Philippines the percentage is o ,1.    In the Cameroun where  short 

term credit to industry represented 6.4 ,- - as 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.     However 

in the case of medium and long term credits,  the chare of small and 

iMdlujn scale industry fallo to little more than about 20 , .    By and large 

it may be assumed that  small industry credit  seldom reaches 10 ,. of total 

industrial credit in any given country. 

Second, there are  certain types of small-scale industries which 

appear more frequently as borrowers from commercial banks than others. 

Pood processine is universally present.    Next in line are: metal working, 

textile processing,  leather processing, electrical repairs, services, 

mechanical repairs,  wood processing and at the very bottom of our list, 

fraphios.    ïhare are other categories which generally add up to a siz- 

able percentage of the small industry loans. 

^The official definition of a small Beale industry - opposed to  a large 
swale one - is: an industry which is engaged in the manufacture/pre- 
servation/processing of goods and whose investment at original oost 
in plant and machinery does not exceed Rs-7 i lacs.  (US *J 100,000) 
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Third,  ths average size of credits going to anali scale industries 

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

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 entrepreneurs.    liithin these  nine branches, 

there are considerable dif farenceß between banki and between countries. 

In the case of India,  there exists an obvious bias caused by the pre- 

ference given to djfence-orient^d and export«K)riented industries. 

The above conclusions ,£v3 us a certain context within which to 

consider the policies outlined in the preceding chapter,  except for ths 

fact that in  themselves,   they do not answer tha 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 

Motor, while by the value of their production, they represent a much 

«ore important share.    In Colombia for  instance small scale industry, 

defined evea more stringently than for the purpose« of this paper as it 

also sets a limit to  ths capital which  these enterprises may have      , 

produces about 30      of the country's gross industrial product.    However 

in that country commercial banks, though they are compelled by law to 

reserve funds for developmental loans,  are not lending thsm and in fact-dis- 

courage industrialists to apply for such loans, as the rate of interest 

is lower than for regular commercial operations and the cost of comply- 

ing with requirements much higher.    Whenever a loan is made, however, 

commercial banks insist that all the liquid resources of the borrower 
2) 

bs placed in a current account with them.     '    It is only fair to mention 

1), án cue sta relativa a la situación econonica y social de la pequeña 
industria y la artesanía en various países de América Latina. 
Parte IV - Colombia.    International Labor Office, Geneva,  I964 

2), 'Id. 
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on the other hand, that small industrial borrowers 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.    Vie 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. Recovery experience 

Recovery experience of the banks varies greatly and, as the float* 

ing overdraft system is frequently utiliaed, it is natural that data on 

lateness of repayment oannot be presented with accuracy.    There is another 

aspect which affects the information received.    It is our experience that 

few banks do keep very accurate track of their loan portfolio inasmuch, 

aa renewals are often almost automatically granted, placing many loans in 

a category very similar to that of floating overdrafts.   Further, 

statistics are not kept very adequately, relatively few banks having to 

answer to inquisitive banking commissions or to share-holders not directly 

involved in the bank's management.    This is no doubt why several banks 

Halted themselves to answering that their experience was generally sat« 

isfactory. 

From the banks which did provide us sptoifio statistics, the follow-» 

ing table can be prepared: 

Normal recovery 

Ethiopia 
India 
Pakistan 
Philippines 
Taiwan 
Thailand 

/o of number of loans ,. of amount of 
portfolio 

55.66 32 
60 jO 

80 85 
10 10 
87 92 
44-5 n.a. 
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Refinanced or renewed 

Ethiopia 33.33 6Q 

India 20 10 
Pakistan 

Philippines PQ 
Taiwan n.a 

Thailand 

In arrears up to three months 

f|T 

In default, written off 

15 12 
30 

n.a. 
30 n.a. 

Ethiopia 3                                        1 
India 
Pakistan 2                                        3 
Philippines 5                                        5 
Tai*«« o.a.                                 n.a. 
Thailand                                          f I5                                    n#a# 

In arrears over three months 

Ethiopia 1                                       2 
India 
Pakistan 2                                        1 
Philippines 4                                        4 
Taiwan 13 
Thailand 10 

u 
a.a. 

Ethiopia 7 3 
India 
Pakistan «1 1 
Philippines 1 \ 
Taiwan n,ft. n#a# 

Thailand 0.5 n.a. 

It is not possible to draw general conclusions except perhaps that 

refinancing and renewals are relatively high, hut not necessarily men 

higher than for the industrial sector as a whole.    Puolihed 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 l'Afrique de l'ouest 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, doubtful and in litigation varied from 

a low of .3 /   to a high of .45 ,-• 

This would seem to indicate that defaults,as a rule, are higher 

for small scale industry loans than for the loan portfolio as a whole. 

It should be noted that the percentage of total loan portfolio of the 

development banks in the same seven countries 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 oommercial 

banks.    This comparison stresses the fundamental conservatism of the 

oommercial banks, to which the probably better portfolio management 

and less rigid reporting requirments might be added, this going a 

long way towards explaining the low level of small scale industry 

lending by the commercial banks. 

^Iwry CoMt, Dahomey, Upper Volta, Mauritania, Higer, Sénégal, 

Togo 
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3. Liquidity of guarantees 

To analyze the  fundamental reluctance of the  commercial banks to  lend 

to anali  scale industry,   it may be well  to go back  to the comment made in 

item 3 of  chapter III,  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 bulk of small 

scale industry credits are made  for terms not exceeding one year,   self- 

liquidating guarantees are relatively easy to obtain.    However,  when the 

credit ceases to be for working capital in a fairly narrow sense,  and is 

instead utilized for the purchase of machinery and equipment 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 sudvcases is what is the real value 

of the guarantee should it become necessary 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 there a demand? 

When the machinery ¿iven as collateral is of a very common nature and used 

by a fairly large number of small industries 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   is 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 uiean asoartaining the -exirtence 

in the country of similar equipment, as well as of servicing facilities. 

This is all the more important because cf the tendency in so many countries 
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where  the degree of technical sophistication i* still   United,  for machi- 

nery to be ordered from catalogues,   the decision bein¿ based on the attract- 

iveness of the illustrations and on payner.t considerations.    Or. far to- 

many occasions, we found in  small  scale enterprises equipment which could 

not be effectively used,  which represented nothine but  a   nrden to  the  firr.. 

Pro« the point of view of the commercial  bank which had financed the pur- 

chase,  the value of the guarantee represente! by the machinery was nil. 

There is another aspect of this question which must be considered 

and which might offer a solution to the problem of longer-<erm    financing 

by the commercial banks.    The fundamental guarantee for a loan is the 

ability of the entrepreneur to direct his enterprise 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 risks to the lender and the owner. 

Looked at in this way,  the notion of guarantee 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 realising often unrealizable collaterals, but to maintain the unit 

of production producing, avoiding losses of production and the oost of 

idle investments in machinery.    To what extent is it possible for the com- 

mercial bank 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 second,the risk whioh the very nature of the 

small scale enterprise represents, namely that the entrepreneur make the 

enterprise, without any delegation 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 countries, regarding commercial 

credit to small scale industries 

1. Chile 

In spite of the  fact  that,  legislatively speaking,  small  scale industry 

has not yet been recognised as a special  sector of Chile's economy,  and 

that internal revenue  legislation goes so far as to penalize  small enter- 

prises      ,  the Government of Chile has been conscious for some years 

already of the need to not only promote  3mall scale industries,  but to 

give them a type of assistance markedly different from that offered to the 

large scale industrial  sector,     io this effect, a service of technical co- 

operation has been organized    as a subsidiary of the Development Corporation, 

to assist small enterprises to beconc creditworthy subjects for the Dcvelop- 

ment Corporation.    ïhis however, has proved to 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 \,>t  1/66 the opening of a "promotional line of 

credit", in favor of the commercial banks,  to enable them to finance the 

working capital of small and medium scale enterprises.    Medium and small 

•cale enterprises were defined in function of their working capital needs 

over a one year period, which should not exceed seventy times the annual 
2). 

ninisua wage in force in Santiago.    In the descriptive bulletin       ,   (printed 

ntncuesto\relativa a la situación económica y social de la pequeña 
industria etc. Parte I. Chile 

2) 
Manual para la linea de crédito de promoción para Im pequeña y 

•ediana eapresa 
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stnall scale industry is concomed. If the experience in West Africa can 

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

banks can assume themselves. We must therefore think in terms of other 

alternative solutions which will be explored in subsequent chapters. 

^^âtiii^BnMMHMMHMMBaBai^MMIIMMa^HÈBH 



-28- 

in November 1?67 but the commercial banks were informed a year earlier of 

the establishment  of the  promotional  lina of credit),  the purpose of this 

line is defined as a way to permit enterprises to work out agreements with 

one tc  three  coranurcial banks which will  guarantee  the enterprises their 

financial requirements instead of having to depend en the BWiscounting 

of letters or on other types of  loins,   always expensive and often very 

difficult t".  secure.    The utilisation of the promotional  line of credit 

présupposas the preparation oy thj anUrprises, of a finanoial program 

baaed on the estimates of revenues and expenses during the period of tha 

agreemar.t.     The system is so ndw that at tha  tiœa 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 eotsmercial banks into 

much closer contact with small-»cale enterprises,  giving them tha opport- 

unity of developing contacts which should eventually result in a broader 

bank-client relationship, which in turn should produce a greater volume 

of credits of the conventional type. 

2. Colombia 

In theory, the finanoial needs of small-scale industry ara «et by a 

variety of program«, the main one being the Hfund for Private Investmente" 

created in l;63 by thy Bank of thá Republic.    This Fund should discount 

the credits made to industry by the comraercial banks.    But in practico, 

anali and medium scale industry has benofited very little from this program 

as it has generally bean unable  to submit the very detailed Information 

required by tho Central Bank.    Furthermore, the commercial banks have not 

been very anxious to avail themsâlves of the Fund's resources, preferring 

to concentrate their attention on their principal olienti, thus generating 

a more important voluma of deposits. 

Snouesta relativa a la situación economica y soot&l de la pequeña 
industria   y la artesanía en varioi   países de América Latin», 
Parte IV - Colombia 



In addition, the oocsnercial banka eure compelled by law to reserve 

part of their resource» for development loans.    However,  the banks are 

not landin* theae funda;  in fact they even discourage industrialists 

from applying for such loans as the rate of interest is lower than for 

regular conroercial operation«, while the cost of complying with require- 

ments is auch higher.    Whenever a loan is  made, however,  the commercial 

banks insist that all the resources of the borrower be placed in a current 

aooount with the«a      .    In this way, governmental policies so far have failed 

to bring the commercial banks to the point where they would represent an 

inportant factor in small-scale industry financing. 

3*    Brasil 

The situation in Brasil  is, to say the least, very confused.    First 

of all, the biggest co.nmeroisl bank - the Bank of Brasil - is publicly 

owned and, beoause of this characteristic,  it has access to ctuch more iia- 

portant resources than the privately-owned commercial banks.    Furthermore, 

as * state-owned institution,  it acts both as a primary and as a secondary 

leader, that is, under given circumstances it serves as an intermediate 

credit institution when it OOOMS to repassing resources made available by 

the governswnt for small and medium-scale industry credits.    Thirdly, the 

profit motive being only «arginai to other oonsidsrations of a publicly-owned 

institution, the Bank of Brasil has been able to undertake various programs 

to iaprove and inurease its small-scale industry lending, suoh a« training 

courses for industrial advisers who, as a result,  are better able to assist 

the smaller industrial borrowers prepare their loan requests and reap the 
2) 

•ST1—- benefit from the credits obtained    '. 

1) Credit with technical assistance to snail and medium-scale industry 
la Colombia 

2) Uoture give* on July 15» 19*5» to the Is* training ©ours* for 
industrial advisers of the Bank of Brasil. 
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Bôcauso of tho pondarousnéss of the principal financial institutions 

which, beaidog the ìank of Irazíi, includo the Central Banks and the 

Jational Bank for Economic Development, the Government has found it con- 

venient (when, in the mid-sixtiefs, it decided to introduca n«w concepts 

within the philosophy of development credit), to create special "Funds", 

largely independent of thzr.a  institutions . Tho principal on&s are: 

Vhe Fund for the Democriti nation of Capital (l^JtTDiSCS), the Fund for the 

financing of machinery and equipment (FIIJAM3) and the Aind for thm financ- 
1) 

ing of snail and medium enterprises (FIK3KE).   i'hese Funds are financed 

from a variety of sources, largely foreign, and are all largely dependent 

on agents to bring their resources to the ultimate borrower. Thesa agents 

are often publicly held banks, but also private commercial banks whioh 

have found it quite advantageous to avail themselves of these relatively 

inexpensive resources. 

Thase Funds had the great advantage that during a period of rapid 

inflation, they «ade medium and longer torra resources available to «waller 

enterprises which otiwrwiso would have been unable to find any financing. 

But, to be absolutely objective, the lumber of finas which have benefited 

is quite limited, and thj measures taken by tho Government have so far 

had but little influence in prompting a greater volume of landing by the 

commercial banks fron their own resources to snail and medium scale enter- 

prises. 

4* UnuBMur 

In the early sixties, tit« Covernmont of Uruguay, oonsciou« of the 

importane« of the «mall scale industry sector to provid« for diversification 

In the export «ector, particularly within the context of til« Latin American 

IT Intermediate Credit Institution« in Brasil - Credit to small ««al« 
industrial enterprise«, Banjmmin Spiro Associât««, Ino., 1^65 
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Pree Trade Area, decided to obtain the financial support of various 

external sources such as the Export-Import Bank, the Inter-Am3rican 

Development Bank and the U.£. Government.  3y the ond of ljt>4t  US * 13 

million had been mobilized for lending by the iarik of the Republic, 

which is Uruguay's largest commtìrci-tl bank.  In .addition, the Bank of 

the Republic had to provide th¿ equivalent of "? •. 3 million from its 

own resources for this program of credit to small and medium scale in- 

dustries. However, contrary to tha experiencw 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 smallar enterprises. It is true that at about the 

time the foreign loans ware secured, Uruguay went through a serious bank- 

ing oriti«, with the Bank of the Republic forced to Lake over various 

private banks. This was not designed to create a very favorable olimate 

to promote the activities of the private financial sector. Be this as 

it »ay, the Bank of the Republic failed entirely in its task to assist 

•mall scale industry and, at the end of the decade, the foreign loans are 

•till practically unutilised and, in at least one case, being withdrawn. 

It can be asked whether by a positive policy regarding commercial credit 

to small and medium »cale industries (which represent >3.3 ',  of all in- 

dustrial enterprises in Uruguay according to the I960 industrial census), 

the orisis in which the country fin1? itself now could have been averted 

or at least somewhat alleviated. The fact that the 3ank of the Republic 

failed to accept the concept that it is the quality of entrepreneurship 

wfeich oounts above anything else in the ability of small and medium scale 

enterprises to be promoted reflects the lack of confidence in ability 

versus traditional guarantees; this is undoubtedly a major factor in Uruguay' i 

present economic deterioration. 

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

The principien which guide   the activities of  the Banque Centrale des 

Jtats de  l'Afrique de  l'Cuast in  its relationship with the  commercial 

banks of  the seven countries  in which it operato3 include  relating its 

activities to the rual requirements of the  aconomy by ascertaining that 

the terms of credits correspond to iha nacds,  in order to avoid that 

investments or long-term applications  be  financed with short-term facil- 

ities, and guaranteeing rjdiscountin/r facilities to any and all activities 

which, based on a sound fin nciel situation,  contribute to the cenerai de- 

velopment of the aconomy.    VTiila   .hesa principiar, do not imply a dynamic 

action on the part of the Central Dani:,  thay at least guarantee a positive 

response to actions which the commercial banks may take within the context 

of development.    Unfortunately,  published data are not sufficient to 

permit a detailed analysis of the ejects of the application of these 

principles on the volume of commercial banks credit to email scale in- 

dustrias.    It is nevertheless interesting,  though perhaps not relevant, 

to note that while during the period September 1)64 - September i;66 the 

percentage of total «redit represented by medium and long-term credit 

granted by development banks decreased from 4^5      to 4^.4 ,-% the cor- 

responding percentage of commercial banks portfolio increased from 5»5 /- 

to 6.2 ;".    This might indicate a greater willingness on the part of the 

commercial banks to avail thetiselve - of the resources of the Central Bank 

with its policy to reserve all the monetary resources of the region to 

the finanoing of its needs, and thus avoid the outflow of reeouroes. 

As the needs are established by the national monetary committees on whioh 

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

' Principes et modalités du concours de la Danque Centrale au 
Pinanœaent de l'Soonomie Ouest-Africaine, BCSAO, November 1#6 
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assumed that the Central Bank, within the scope of its responsibilities, 

carries out a definite programme of assisting commercial hanks' small 

scale industry credit programmes. However, as all the commercial hanks 

in the region are either public or mixed hanks, the latter semi-autonomous 

or branch offices, it is difficult to properly weigh the importance of all 

the 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 theOuarantee Scheme for Small Scale Industries 

of the Government.    Mr. David Fritz, in his paper on measures to increase 
1) 

ooramercial bank financing of industry in developing countries       analyses 

the overall effects of the ID3I's action in refinancing industrial loans 

*y ootaseroial banks.    His conclusion is that it would be very difficult to 

determine how successful the IDBI programme has been in terms of increas- 

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 questionnaire seem to indicato that ad- 

vances 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 

inoreaa*. 

^ UHIDO, ID/CONF.I/B.9, 8 April 1367, Background paper for the Inter- 
national Symposium on Industrial Development, Äthans, 29 Nov-20 D«c 67 

n 
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7* M»xioo 

Th« operations of the Fondo de Garantía y PoiMnto a la Industria 

Mediana y Pequeña e établi shed by the Government of Mexico in December 

1953 nave already been described so often,   .hat we mention this Fund Here 

only for the sake of completeness.        Of all government schemes establ- 

ished to promote commercial credit to small scale industries, it is un- 

doubtedly the one which has had the most success. 

' 8e*as Francia Oarciai Financiamiento a la InddeVria ?«faeña en Urn 
fesses en-Beoarrollo.   WH», Mexico, B.F., Febrero de 1966. 
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VI. Techniques which could increase the volume of small  scale industrial 
credit from commercial banks  _____.^_________ 

1.  Collateral guarantees oy public institutions 

With tho general provi30 th?-t the proposal be acceptable in itself 

by the commercial bank,   slightly mor-; than half of the  institutions answer- 

ing our questionnaire are prepared 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.    The 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 

bank would not be prepared to accept the guarantee of a public institution. 

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 the Government's interest in promoting the small 

scalo industrial sector,  they are endeavouring to increase their financial 

flow to small scale industries. 

On the other hand,  the foreign bank's reaction towards public in- 

stitutional guarantees is surprising, as none of the developing countries 

in which this bank has most of its branches seems as yet to have government 

schema offering collateral guarantees.    This would appear to indicate that 

there is a certain prejudice on the   >art of the bank,    therwise known for 

its liberal credit policies,  towards existing public financial institution» 

and their capacity to effectively develop and manage  schemes to guarantee 

small scale industrial credits. 

Prom 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 lending« to small scale industrias, as 

it would decrease the burden of work which the gathering of specific col- 
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latorals represents.     It  is evident however,   that this easing up would not 

affect the need for the commercial bank to assure itself that- the «mager 

of the  small  scale  enterpriJû not only requires the financing,  but also 

that he is able to utilize it productively and make it fructify.     It would 

also be necessary to ensure  tliax  the assets which would normally have  been 

used to guarantee  the  loan,  are not used to guarantee othor borrowings from 

other sources.    In fact,  the effective use of a credit guarantee scheme 

does imply the existence of a strong bank-client relationship,  the  scheme 

itself merely reducing th.3 credit risk assumed by tha commercial bank. 

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

There has been much talk, on various occas.ons, about the advisability 

of establishing credit insurance  schemes, particularly for small scale in- 

dustry credits.    From a statistical and actuarial point of view,  it should 

be possibe to determine tha real margin of risk which is involved in small 

scale industry lending, including both the risk representad by arrears 

which mean a slow down in  the rate of turn ovar the bank's resources, and 

that represented by defaults either to be written off or ir. litigation, 

¿he data which we show on pages 21 - 22 provid      an idea of the order of 

Magnitude of this risk.    It must be reme« be rod, however, that the —pie is 

not only small, but that snail scale industry credit represents but a small 

volume,  in numbers and amounts,  in 1 -"st commercial banks'  portfolios. 

Therefore, in order to arrive at a representative estimate, it would he 

necessary to carry out the computation on an inter-institutional basi«, 

something which can only be conceived within the context of a Central Bank's 

sphere of action,    'J he result would be the establishment of a uniform in- 

surance rate of premium to be covered from the borrowers.    The resources 

collected would accrue to a ce nt*al fund from which losses would be paid 

to 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 coat of 

loans to borrowers (which the insurance premium would represent) would be 

warranted.    The fact that so far such eches»s have remained, to our know- 

ledge,  at the discussion level  seems to indicate   that other alternatives 

have been found more desirable as means of increasing the volume of «mall 

scale industry credit from commercial banks.    Yet,  answering our question 

••Would you participate  in or accept a program*» of credit insurance0    What 

would be the effects of such a programme on both volume of credit and cost 

to the borrowers?" most banks stated that they would consider favorably 

such a program», and that it would undoubtedly increase the volus* of 

loans while increasing the cost to the borrowers. 

3, Programas« of credit supervision 

The concept of credit supervision, particularly of »«aller credits, 

is well established in the field cf rural credit.    Supervision generally 

tains two forma, first to scefcat the credit is applied at the opportun» 

ti«» 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.    Generally, the end user of the credit is a »mall farmer such 

in need of advice concerning the effective development of hin unit of 

production.    To a very large extent, a parallel  can be drawn between thi» 

••all farmer and a »nail scale industrial  producer.    However,  few insti- 

tution», except perhaps public institutions, have drawn this parallel.    In 

fact, it is jutt as important for a close contact to be maintained between 

the uo—ritti bask and it» email scale industrial client, a» it if between 

the rural credit institution ?wd the tmall fars»r.    However, while it is 

an accepted fact that governewmt extension servi oes can work in clos» re- 

lationship with tas rural lending institutions,   few simJftr servioss have 

yet seem established fer industry, and the oonoept of an industrial 

extension servios at the national level really remain» to be impieewinted. 
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ïhis does not mean  that there is aot consciousness of the need for such 

services.        3ach one of the banks answering our questionnaire stated 

that  is would participate  in a schems of supervised credit.  Two banks, 

however, qualify  their answer, making it dependant on the merit of the 

écheme.    Credit supervision, tc  be effective,  must be carried out in a 

broader sense than merely supervise ths correct execution of the project, 

that  the investments have been made according to plan, that the raw 

»ateríais are being transformed and tho fi ished products sold.    Quite 

often,  the very existence of the project creates naw problems which the 

entrepreneur may need to discuss,  to find appropriate solutions.    A close 

relationship between the borrower and tho bank's supervisor makes not 

only team work possible between them,  but also permits to anticipate pro— 

biens and to be prepared for new circumstances when they arise.    To be 

ef feo tire,  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 an acoounting technique.    It 

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

Credit supervision must in fact start with the evaluation of the credit 

request.    The supervisor,  therefora, must possess the necessary qualif- 

ications to appraise all the aspect; of the proposal, managerial, technical 

sud financial.    Because of the nature of the small enterprsnsur a« the man 

responsible for all the aspects of his enterprise, tho supervisor must bs 

»tie to place himsslf in a position in which he can communicate with him, 

The role of industrial extension services in small scale industry development 
- IAIDO ID, OOMF. 2/3 - \) April 1>67 
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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 loans.    While we do not beliave   that the peculiar bank-client re- 

lationship which exists  in industrial  lending could readily   object itself 

to the direct intervention of an induFtrial extension service, we feel that 

the training of industrial  credit supurvieors  could well be  organized on 

a national, even on a regional basis.    While industrial extension agents 

have been trained in various countries under ILO managed projects,  or in 

India under Ford Foundation sponsorship, 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, 

supervisión and technical assistance to small  scale industries,  to personnel 

either already on the staff or specially hired by public credit institution» 

to expand their credit activities in the small  coale 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 fields of interest to small enterprises - 

•anagement,  controls, technology and marketing, rather than socialists 

in any one of them.    This corresponds largely to the lack of specialisation 

which is the main characteristic of a small entrepreneur. 

In Colombia,  it was decided to t«ek ae trainees, economists, 

industrial engineers, graduates in business administration as well 

as high level staff of the institution itself with experienœ sui- 

vaient to a professional formation, to give them as thorough a background 

as possible in all the facets of small industry.    The training inoludad 

oourees in accounting and controls, management, productivity, »arketing 
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and technology,  as well as in the technique of credit appraisal.    We 

believe  that the  course material developed for these training projects 

could well be used as the basir  for  a course to which qualified staff from 

several  commercial bankn would be  invited to participate  for a two or 

three months period.    Wo arc convinced that the better appreciation of what 

ie a small scale industry    and the  capacity \0 deal with it with techniques 

developed specifically for V..-¡ purp-       xmld remit in a   -ubatantial in- 

crease in email  ncale industry credits at redaccd eoet and risk. 

4» Credit with technical assistance 

The  commercial banks answered generally in the affirmative to the 

question as to whether they did or would participate in a scheme of oredit 

with technical assistance being provided either by the public or send- 

public development bank or corporation in their country, by the inductrial 

extension service or by consultants sponsored by such institutionß. 

The answers in several cases were not eufficiontly clear to see whether 

the banks already participated^ mah a Lcheme, or merely that they would 

participate.    One bank answered with an unqualified BO, while two other 

bonks qualified their answers, by making the« dependent en the merit of 

the scheme and on the oircumstanoor prevalent at the time it might be 

established. 

In the training programmes mentioned in the proceeding section the 

aim wae to prepare staff capable of providing technical assistance up to 

* certain level, related to   ¿he credit Bought.    In Act,  in the three 

countries the programmée were deve1m ^ as a means of establishing in- 

dustrial extension services which did not yet exist, thus having the 

public financial institutions perform,at their own expense, a function 

which might normally be carried out by the state,    and not be neoecsarily 

related to oredit.    This extension »ier/ioe, however, was strictly limited 

to the olionts, actual or potential,  of the public financial institution 

involved.    Prom the answers, it appears now that there is scopo for olose 
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co-operation between a publicly ru •.   industrial extearion  nervica pro- 

viding- technical  assistance and the  commercial banks providing credit 

to technically assisted small  scale   industrie.       owever,  waile  the com- 

mercial bonks ara  ge.ierally ready  for  this  t7Pe of co-operation,  it is 

the extension  service which doe?   -eneraUy not yet exist. 

Therefore,   we  feel  that  the  training of credit  ssupervinors along 

the lines already mentioned would  parmit  a certain level of  technical 

assistance,  to  be  supplemented by more advanced  services either by a 

publicly established organization,  or b;' privata groups or consultants. 

Such groups include for instance th? Colombian Institute  for Admini- 

stration  (ISOLDA),   the Institute  for Technological  Investigation  (ill), 

the Institute  for the Development of the Direction of Enterprises  (iDDiS), 

and the various Productivity Centars 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 when called upon. 

5- Internal loan management 

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

»cal» industry credit mainly with techniques which have their origins 

outside of the commarciai bank itself.    This has left out measures which 

can be taken internally to facilitate the handling of small scale industry 

oredits, to reduce unit cost and increase profite from this category of 

operations.     Par too often, commercial banks in developing" countries lack 

the appreciation of the benefits which might accrue from improved internal 

loan management techniques, such as have been developed by most commercial 

banks in industriali sed nations.    The very fact that the risk is spread 

far wider compared to large scale enterprisas should make it possible 

to cut down on the collaterals required and on the volume of paper in- 

volved in each operation.    Greater decentralisation in the decision making 
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prooess with, at the same time,   stricter internal controls would also 

help reduoe materially the  time;  required to handle each application.     It 

could be very profitable to seek ways and moans of transferring the bank- 

ing know-how evolved in the  industrialised nations to the autonomous 

bank« and at times even to the branche, of foreign banks operating in the 

developing countries.    It might rtprocunt .1    tep forward from the money 

Under'« technique which i    still all too prevalent,  to real eorameroial 

banking with all its modern and even social implication*. 

Ac a last consideration, we  should like to stress the importano« of 

the timeliness of the credit to small scale industrier.    So far develop- 

ment bank« and other r-~Üc credit institutions have been largely unable 

to «peed up their process of appraiaal and of dool3ion making to met 

toe needs of «mall soalc enterprises.    Thus, while they aim at providing 

low coat oredit, the benefit is lest because of the long delays which the 

borrower hae to facej thin in fact often means, a substantial increase 

in the real cost of the money by the time it become« available to hi«. 

Com«» rei alibank», by being more agile in their treatment of «nail scale 

industry loan request« may be able to oharge higher nominal rat«« which 

in the end may «till in effect be lower than those of the pabilo banks, 

•11 the while reducing their unit oo«t of lending.    Coosaeroial bank« 

should therefore not be afraid to oharge the right asiount for the money 

lent, if it i« lent at the opportune moment for the right purpose. 

à récognition of this simple prinolple would go a long way toward« «lUrlng 

••all soals industry lending more attractive. 



^3- 

VII.   Possible means of  increasing resource* available within the 
commercial hank system for small scalo industry lending  

Mr,  David Fritz in his paper "M-¿asures  to  increase  commercial bank 

financing of industry  in developing countries"  analyzes  the various 

techniques which might  be utilized ir  general  terms.     In our question- 

naire,  we  tried to pinpoint  the effect of  such measures with particular 

regard  to  small scale  industry,     "ince   the  techniques have already been 

well defined, we shall  limit ourselves  to  statin,*; the questions and 

analyse the answers received, 

1. Could and should commercial banks be used to charmai public funds 

allocated for small industry development0    Tho answers are nearly unan- 

imous  to the effect that commercial banks,  because of their knowledge 

of the credit wortiinass of borrowern are very well suited for the job, 

2. Vould you increase the volume of your loans to small and medium 

•cal«  industries were  the Central Hank to liberalise its margin re- 

quirente with respect to such loans?    The answers vary from country 

to country but are nearly all affirmative,  tin exceptions coming mainly 

fro» banks in countries where Central Bankr. are not making use of margin 

requirements as a tool to influence credit policios,    tfost banks however 

make  it quite clear that the mere easing of margin requirements would 

not «utoaaticAlly cause  them to step    p  thoir landing,    ^ney would 

continue to make finance available on merit to individual customers. The 

•ens« of the answers is that it is not so much a matter of resources than 

of suitable projects bsing available for financing, 

3.      '«ould you increase your volume of loans to small and medium scale 

industries were the Central Bank to refinance them at a lower rate of 

intsrest?   The answers are all affirmative, with th¿ usual proviso that 

suitable projects are available,     ."ho answers as to what would b   the 
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bank's operational margin in such ca3es vary from a high of 10 ,.' to a 

low of 1 , , with tha ^reat majority between 2 and 3 ,.'. 

4«  Under what circumstance! would you accept public financing for loans 

to email and medium scale industries7 The answers are very mixed. Several 

banks would not accept such financi ; under any circumtances. Others 

make it depend on the operational margin which would be granted them. 

Others yet would reserve their acceptance depending on the terras and on 

tha prospect* of ¿ach project considered. Two specific possibilities 

raentionad are: that the commercial banks ba appointed disbursing agent of 

th« Government, and that the lending be done at the risk of the Government, 

or that the loones be Tubsidi Md.  ihore seems to be a considerable fear 

of interference from the public eactor in the operations of the privat« 

banks as well as of unreasonable red tape. 

5»  Would government subsidia be desirable to increase your volume 

of snail and medium scale industry financing? Vhat type of subsidy 

would you consider'. Opinions are quite divided on this question. On« 

third of the banks are opposed to any form of subsidies. The Indian 

banks feel that tha existing method of credit guarantee already serves 

th« purpose. A large group of banks considar tha question relavant 

only to the ext«nt that the applicant»«? business in thereby made viabl«. 

Finally, some bankR specify that su>«Jidies of tha following type« could 

result in a material inervan« in snail scale industry landings i 

- Refinancing of thy laons granted to small scale industrias by 

the Central tank, 

- equal share of risk with the Government, with a reasonable 

handling commission, 

- indirect subsidies such as tax róbate s or exemptions. 
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In genoral, the commercial banks do not appear to Buffar from a 

lack of resource to loud to small scala industry.  If landing remains 

at a very lovr level, it can be ascribed to the following reasons (which 

do not pretend to be all inclusive): 

- Time and again, ths banks have insisted on th. importance of suitable 

projects; this can be interpreted in two ways: snail scale in- 

dustry is treated ir. thè sam, way as largo seal, and therefore 

unsuitable appraisal criteria are applied and second many banks, 

particularly those of foreign origin, often still consider tho 

native small scale entrepreneur as a poor risk. 

- Most developing countries suffer from an inadequate system of 

land tenure which prevents th, .sta.lishm.nt of valid mortgages 

to be used an security for longer term loans. This problem, as well 

as the previous one arises from the fact that commercial banking 

it often still based either on traditional money lending methods 

of the pre-colonial and colonia era, or on lendinj methods evolved 

in the industrialized countries before the recent revolution in 

lending techniques. In other wen'e, commercial banks have failed 

to develop methods suitable for operations within their own en- 

vironment. 

- Small scale industry suffers from a lack of know-how (technical, 

administrative and managerial) and therefore is unable on the 

on« hand to raise tho necessary risk capital and on the other 

to opera*  sufficiently efficiently to become a suitable credit 

risk. 'Jhere is littlu question that small scala industry generally 

lacks know-how, but on tho other hand, there is generally a lack 

of underBtanding on the pert of the commercial banks of what small 

scale industries are and of their role within the economy 

«HHìHBIHHHBìHHIHHI 



Vha    oncluaion ir, that coCTnercial banks nust ba made to think in 

socio-economic t^rmc '..id to aopraciate tha importance of tha relation- 

ship bitwocíi largo and small scale industry in the procass of ¿conomic 

development.      Tiey rau-r;  be- taught  to dovino  ad hoc methods to deal with 

«hi« re-la ;ivoly r.»   client, which if» the  smali scale entrepreneur! an 

a producar and no lor.gor o: ""v CK a trader.     X'   IP wor+.h noting that India 

whore  ..ha great-jet amount of attention ha.i loen given to the  problema of 

u,kui Real a  industry,  is  the oi¡.¡  -jour* try wharo r.on classical method« have 

been devisad to ovurcr-M irad'.tional  oai-ri ¿re a^ainn. enall  acale in» 

. -fatry bindings by ec ¡marcial banks. 

WO fael that while tha various methods whish hava  aaen pre posed 

at some tiina or ot'^r \,o make mora rasouxc ;B avaiicjio withi;i the com- 

mercial  aa:Jc aystcm for si.r.ll  scala  industrial  landing have  all soma 

Merit« they are more palliatives which do no-, raach the root of the 

difficulty, namely education of both tha lender and the borrower.    We 

feel that thnmoet affective maasure to achieve this aim is the establ- 

ishment of training courses for credit Supervisors, or industrial 

extension agents.    It would also be very useful to analyza the modo IT 

lending techniques which have baen evolved in the industrialize1! countries 

in ordar to adjust tham to the naads of coBt¿orcial banks in developing 

countries. 
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TIIL qunreirv and conclusions 

Vh.   exact de -ree of corawrciai  i>ank financing of sanali  acal -  industry 

in developing- cou..trÍ3s is not  aasy to determino a« meat  commercial banks 

do not differentiate  i.i their loan portfolio  -jt-.woon industries by their 

•izo.    There are exceptions,  such as in Indir, „-a. re  spcci'J   provisions for 

guarantees for loans to s-nn.il sealí industrio- - defined vjrr broadly-in 

terms of a maximum vr.iuo for thj originel cost o; tr.j i::v\^tr.i.jnt in plant 

and machinery - leads the  commercial bank? to kuc-v  soparaxc  records 

between  snail  seal;:  -vid 1ar";  ncale mt-er^ris-n. 

Hua of tho main reasons for this lack o^ diffère•ti at ion is the 

fact that no generally accepted definition of what is a  small  seals  in- 

dustry exists an yet. 

Prom the data ¿-athered from a broad sampio of commercial banks 

operating in developing countries which answor3d a questionnaire on their 

policies with respect to the financing of «miall scale industry, it ap- 

pears that small scale industry loans represent but a small percentage 

of total  industry lending,  rarely reaching 10 , , with thj exception of 

India where it reaches 30      in one of the reporting commercial bankr;. 

Prom the answers received,  it ie evident that so far very few com- 

mercial banks only have defined policies regarding credit, be it short 

or long term, to small scale industry,    Generally,  commercial banks 

apply the  same policies to this sector as they do to their other industrial 

credit.    0 o exception is India becauso of tho special credit guarantee 

scheme for small scalo industries administered by the Reserve Bank of India. 

Other programmes, such as tho onj in Chile,  tend to define small scale 

industry in terms of tho amount to be lent, but this does not affect the 

policies applied by the commercial banks. 

The survey indicates that it is not co much the lack of resources 

which limits thj volume of small scale industry londings by commercial 
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banks as tho lac¿ of sp-xic-l techniques to a^prai3«¿ and manage a mall 

scale industry credit portfolio in such a way a~, to aak-f it attractif 

fro« the point of vi ;W of rjtur.i t^ the lending institution. 

"ho problem of collaterals r.rrairoi from small  3cal2  industriel 

borrowers has not y*t boei. re solve 1,    ar^ly bocaus: th¡* nature of small 

•cale industry itself hr.r not yot '^on clearly underrtood by the com- 

mercial  Vuiks.    ^h; co-nm^rci-I 'n..k3  10 not l.iv.  îsocializad staff 

capable of deal in; with   li.,  -xcia1  Fro'jlem vhich snail ccals industry 

presents from l'io credit  rink •••>om+  af vu> - 

Tha conrei-vative  atti" vie o~? tn.  cu:.xa Tcial  a- is reflected in 

theJbw percento.^ of credi    t?:-.\v.  to xnll real,  i .iuntry, out of pro- 

portion with its real  import., .c; i:i t.ia economy,  a/id \t\X.\ tha important 

percentage of tha gross industrial product it represses in any given 

country. 

To remedy this situation, a number of measures could be taken, such 

as: 

1. The establishment of regional,  sub-recional or country centers 
for the training of commarciai bank« selected staff in tha tech- 
niques of «mall  ncale industry lending,    ^uch techniques would 
aim at reducing unit costs of loading as w^l3  as increase the 
volume of lending which should make it possible to generate 
sufficient incoma for th_ lending institution to enable it to 
set aeide adequate reserves for potential default?. 

2. In order to facilitato the work of appraisal of tha newly 
trained small  scalo industry credit staff, Government» should 
make readily available to the commercial banks detailed inform- 
ation regarding industries and thoir products.    Jp-to-date 
information regarding price trends of the principal commodities 
should also bo made available.    Thin type of information would 
enable the conrn-rciai banks to take correct dacisions regarding 
limits and margins on their securities. 

"^'These measures have   joen suggontsd by onswarinj banks,     iviey are, 
included here as beitiéi relevant to this paper. 



3. '."hoMVJr perii'..1:,   er. dit  inform ;* io., t-it-rn  •• lould bo 
ertaUinh-i -/.tr.'  :-l-.-.it.   o.-dit   fil-.3 ;  rvi   ¿r.u   -o  as 
1-rgo ~ >^ tr oi   t;..  i-.J^rtri-'  u-.i  e i    th- cou.try   '.o 
pocaiJic- 'uould  l._  sec-..    ' 1.; govtr^nt,     .;.   corniciai  banks 

A th.  ii.du^tri".!   arsoci'   io:.r  should co-op.ir.te   fully l.. 

kcopi.ig t.iir credit  fil. ,
í

T
>--o-dr.v. 

facilitati  th.  .T'-ntx-i? oi' addato  er-, i 

uc:.   " would 
i'r ?..   l'..i pror.r timu. 1> 

4,  *ince amali  scr.U-  indurtri.c aru   jur-raiiy  '«or.>   /uln;rv.>le  to 
financial  and othor orini?,   .hau la—,:  u-itt,  i^-io-.al  study 
taaar. should b,  o^.i*„¿   *o  xiai-^  th.  prollwo      of credit 
at  the micro an r:i:   us  at  t.:~   ^cro  levoU.     ' hoy should 
undertake credi.   -- -.i.v -vvl -r..:.  r : combat,c .3 V. th,  country 
level which should be  pr.fsod or. to   ti.,  conscia. l*uks for 

their guidance 
j. ) 

*>. Measure«* such as propres of credit insurance,  racial central 
Vu'-c r financing or „asi.ag of marcir  recpiirun—«i -.:ho.i applic- 
able, as <«ell as Governa«/^ subsidies should \>J explored further, 

geared to the  special ne-jd?. of any  ¿-ivo.-  araa. 

It is however already clear that first and foremost,  it in in the 

field of banking techniques and training that the principal answer met 

b. found to the problem of increasing the volume of commercial bank 

financing of small scalo  industry. 

In view of the findings oí' the survey,  it is difficult to properly 

gauge the respective advantages and limitations of public versus private 

financing of small scalo industry.    3xperie.ee indicate that in the 

short term field, where quick decisions are of th, essence, commercial 

banks are better suited than specialized public institutions.    If appro- 

priato moaßures car, be taken to develop adequate lending techniques for 

longer term financing,  commercial bank, may also be better able to atto* 

l}The« »sasurcc have been suggested by answering banks.    Thay are, 

included höre, as beine relevant to this paper. 



to the nêod of tlie  ¿;:istirH; small seal-  i. iur-iry, particularly through 

th# us¿ or tliu tjchr.i-ou, of   'fluctuating ov^rdr -fts',  ijn.vi.ig generally 

the financing of iaduatrial áovelopf-.-.it to th¿- "pjciaiiz^d institutions. 

^inally,  it may bw v/ii to    ¿comber thr,t in rpite of all the stato- 

menta to the  Tffcci  that  priva+e ent-rprisu ic tao future of developing 

countries,   JXpjri~nco indicatac  »nat,  particolari;* ia th** financial 

sector,  tharo is -a airone trjad to*:ard^ rosolvi«.£ problems through controls 

and even ïiatio lalizationn.    T'o atroajly believe tliai if t'.^ private com- 

mercial banite ao dafined in chapter II are abla to justify their useful- 

ness to wconomic djvjlo?¡.iont ay broadeain:: »lac sphere of thoir activities, , 

particularly ijy paying grsatdr attention to the importan-1; sector './hich 

small -îcalo industry represents, tin riel: of ..a.io-alisaiion rni-^it well 

recede, and a Jet ter understanding be ;;orked out between public and private 

functions to the greater benefit of socio-economic progress. 
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Appcniii 1 

Countries noloctod for tho j?urpos. of 

carrying out a eurvoy of commercial banks practices regarding crodit to 

small ncalo industries 

Africa Asia Surono latin Amarica 

Alaria Afghanistan 'r^ecj Argentina 

Canwroon longone Foload Brazil 

Rep. of Congo Indi?. iurltoy Chila 

Ethiopia Indonesia Yugoslavia Colombia 

Ghana Iran Ü3XÍCO 

Ivory Coast Israol Poru 

Kenya Lebanon 

Morroooo Malaysia 

Nigaria Pakistan 

Senegal Philippines ' 

Sudan Saudi Arabia 

Tuniiia Singapore 

u.A.a. 'Taiwan 

Uganda Mailand 

Zambia 
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