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EXECUTIVE SUMMARY 

THE SMALL ENTERPRISE EQUITY DEVELOPMENT PROGRAM 

~ THE SEED FUND 

1.The Situation Addressed 

There have been many assistance programs for the small and 
medium enterprise (SHE) sector but these have only served to 
swell the ranks of numerous small enterprises, stagnating at a 
low level of production,unable to grow to the scale needed to 
produce at the volume and quality needed to compete effectively 
in the market, because of their inability to access additonal 
capital to actualize their growth potentials. 

The root of the problem is the low savings base of the 
entrepreneurs which pre-determines the limits of the size of the 
enterprise he can operate, and the counterpart capital he can put 
up, generally required as a pre-condition for fund availment. 
While there may be sufficient capital to start up the busine~s, 
by the time the enterprise has resolved its technical problems 
and gain market acceptability, entrepreneur reaches the limit of 
his savings base to raise the counterpart equity/security 
requirements of financing sources to access additional capital.It 
is at this point of ~rowth that the enterprise needs substantial 
long term capi~al to transform to a larger scale operation. This 
is the situation that traps a broad mass of small enterprise that 
are unable to break out ~f this capital impasse. 

The problem of low savings and under-capitalized enterpri~es 
is more acute in the countryside where whole towns providing sub­
contracting capabilities to urban based exporters, are stagnating 
at a low level of production unable to acquire the production 
capabilities needed to penetrate the larger markets. Socially 
oriented '"Livelihood Programs·· and other SME &ssistance pro91 ::i"'s 
have provided small packages of capital assistance sufficient ::n 
start-up new enterprises but are not d.:!s1gned to respond to the 
relativPly more substantial capital r~quirements of a growth 
enterprise for long term capital and technical assistance. 

The end result is a critical gap in the SH~ development 
program, which requires a new approach to development financing 
and a n~w type of intervention. 

·.2. The SEED Intervention 

The SEED strategy is to selectively intervene in 
sector, focussing on enterprises which are mature and 
demonstrated growth potential and providing them the 
long term capital and technical services in order to 
them to a larger scale enterprise that can produce and 
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effectively in the market. The objective is to intervene at the 
point of enterprise take-off and graduate mature enterprises into 
a larger scala operation which can then create additional markets 
for itself and the smaller enterprises supplying its inputs. The 
strategy then is to use the growth enterprise as the anchor 
investment which will catalyze and mult;ply additional production 
and income to its rural based supp;iers and subcontractors. 

To do this SEED will establish an equity financing facility 
to address directly the issue ~r under-capitalization and low 
savings base of SHE entrepreneurs. The facility ~ill provide for 
their long term capital needs under terms and conditions mutually 
acceptable to the business interests and attitudes of 
entrepreneurs and investors in a developing country context. In 
addition SEED will provide a package of technical assistance to 
support the enterprise in coping with the demands of 
transforming into a larger scale operation. 

A corollary objective of the Program is to mobiliz~ 
investible funds for the SME sector by establishing a Funi:t 
mechanism and the institutional infrastn1cture that wi 11 evolv-=­
into a capital market for SHE needs. This requires designing ~ 
SEED Fund with the appropriate mechanisms and financial 
instrumentation that reconciles the business interests and 
concerns of both the fund user, ie the entrepreneur and the ~und 
supplier, ie., the investor . 

• 

3. Purpose/Benefits of the SEED Program 

In sum, the SEED Program will provide the 
strategic benefits: 

following 

a. The Program helps provide a direct solution to the 
porblem of small scale enterpises which are unable to 
because of the entrepreneur's low savings or equity base. 

root 
grow 

b. The SEED helps to initiate the development of a fund 
mechanism to evolve a capital market for channeling lon~ term 
capital and new types of financing to the SHE sector. 

c. The SEED Program could have a strategic impact on rural 
industrialization by utilizing Growth Enterprises as a delivery 
mechanism for multiplying income and employment in the 
countryside by providing additional markets and financing to its 
rural based suppliers and subcontractors. 

d. The SEED Program presents a fresh approach to 
entrepreneurial development by providing a "nursery" for growth 
companies, wherein they can be provided the necessary cpaital and 
technical assista~ce to shorten the period for achieving a larger 
scale operation. 

2 
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3. r.omponents of the SEED Program 

To accomplish its mission. the SEED Program has t~o basic 
components: (a) the SEEV Fund and (b) the SEFD Prgoram Support 
System. 

·, 
3.1 The SEED Fund -- The Program will establish a SEED Fund 

which will serve as the vehicle to receiv~ funds from Official 
Development Assistance (ODA) sources an-J organize investible 
funds from governmental and private sources. The Fund resolves 
the difficulty of large scale investors who do not want to be 
involve in the structure of numerous small companies, in that the 
investment or the concessional loan is made to the Fund and its 
portfolio rather than on individual projects. The pooled funds 
are then managed and its investments are supervised by a convnon 
progr3m support system. thus enab 1 i ng sma 11 1 ots of i "'-'est i b 1 e 
funds to participate, and spreading the overhead costs of 
managing the fund and the investments, and diversifying the risks 
to make the portfolio actuarially sound and stable. 

3.2 The SEED Program Support System -- This consist of the 
institutional set-up, the organizational capabilities and network 
of linkages to: (a) source or market fund participation from 
investors; (b) manage the Fund; (c} identify, evaluate, present 
project investments for approval -to Fund administrators; and (d) 
supervise/monitor investments and undertake enterprise building 
and entrepreneurial training services. 

4. The SEED Fund 

4.1 Structure 

The SEED Fund is structured according to its uses described 
as follows: 

(a) the Investible Funds these are the funds for 
investments into the growth enterprises in the form ~f equity and 
or unsecured transactional financing; 

(b) the Fund Support Mechanisms --these are the funds to 
establish the financial mechanisms that will be utilized to 
secure investments and provide t~e incentives to mobilize 
investors to participate in the Funa; 

(c) the Program Support -- these are funds to establish and 
maintain the institutional and organization31 capabilities to 
provide the Program Support System. 

·, 

3 
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Accordingly 
follows: 

the structure of the SEED 

·, 

1. INVESTIBLE FUNDS 

1.1 Equity Investments 

1.2 Transactional Financing 

2. FINANCIAL SUPPORT f4ECHANISMS 

2.1 Guaranty Reserve 

2.2 Liquidity Mechanism 

3. PROGRAM SUPPORT SYSTE~ 

3.1 Program Management 

3.2 Enterprise Building 
Services 

4.2 Program Costs 

-----

-----

-----

-----

-----
-----

Fund wil 1 be as 

PER CENT 

75 

50 

15 

10 

5 

5 

15 

5 

10 

100 

The SEED Fund composition is approximated as described above 
on the basis of at least $& Million, which is the targetted 
amount for the pilot launch stage. Subsequently t~e objective is 
to secure a $25 Million SEED Fund to fully operationalize the 
SEED Fund. At this level of operati0n, private sector 
part;cipation may enter. 

The program costs breakdown will then follow the percentage 
distribution of the given Fund structure. Note that components 
2.1 and 2.2 may not be immediately necessary, if there is no 
participating private investible funds, which may we11 be the 
case at the pilot stage of the Fund. As the Fund demonstrates a 
portfolio experience, and ODA funds bolster the Fund's fi~ancial 
support components, private investible funds may come \nto the 
Fund. 

5. Fund Demand and Supply Considerations 

The design of. the SEFD fund and program is based on an 
analysis and experience with the users ( ie the SME entrepreneurs) 
and their interaction with the suppliers of the fund (ie., the 
financial sector and investors). 

.. 
4 
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On the demand side the following conside;ations were noted: 

--The equity base of SME's are relatively small relative to 
the amount of capital infusion they need to achieve growth. Hence 
entry in.the form of common stock will effectively overwhelm and 
take-over the ownersnip and co11trol of the enterprise. 

--SME 
and growth 
dilution of 
common stock 

entrepreneurs personally identify with the struggles 
of their company and as such are averse to the 
their ~ontrol and owner~hip thru the entry into the 
of an) external entity. 

-- SME entr~preneurs would want to have a divestment scheme 
built-in to an investment agreement so that they ha't'a chance to 
regian full ownership and control of their comp~ny. This is the 
best incentive for them to perform and make the investm~nts 
mutually profitable for themselves and th~ Fund/i~vestors. The 
SEED financial instrument pr0vides for a buy-back scheme over a 
period or at the option of the entreprneur. 

--The size of demand for SME growth capital is quite large, 
estimated to be about P3.0 billion or $150 Million in 1986. This 
estimate of the mature, growth segment of the SME sector is b-:tso:>d 
on the statistics on renegotiated loans or "evergreen loans" 0f 
the commercial banking s~ctor. Bankers indicate that these are 
g~nerally the loans of pee-forming compardes who inspite of their 
good performance need to perenially roll-over their loans bec:iuse 
of their inability to acGumulate enough cash, an indication of 
their under-capitalization. This represents at least one-third of 
their portfolios, which they would gladly endorse to another fund 
scurce since their funds are froze11 in and can hav~ better 
e~rnings opportunities. Thus the targetted amount for the 
operation of the SEED Fund of $25 Million, is minimal compare1 to 
th~ requirments. 

' 
--~nterprise growth to a larger scale operation brings in 

new pressures, changes in operations and costs which must be 
coped with if the capital infused is to be utilized effectively. 
This requires entrprise building support services to accompany 
the capital infusion, which is provided for by tnP SEED Pr0gram 
support system .. 

On the Supply side, following are the considerat;ons noted: 

--The investors' investment objective must be reconciled 
with ~he SME entrepreneurs in order to gain entry ie., the 
objective must be to gain a good financial return ;·ather than to 
gain ownership and control. 

--In lieu of tight control instruments which are 
adequate nor fully effective, SEED Fund investments are 
effectively protected by using the SME entrepreneur's 
interest to be the instrument or leverage of control. This 
built-in to the financial instrument for the investment 
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incorporates a system of incentives and penalty. The incentive is 
profit and growth while the penalty is conversion of the 
investments to common stock thus effectively taking over 
ownership and control of the enterprise. 

--The Fund must provide a mechanism for 
investments since. investQrS may not wish to be loc~ed 
long term, and would want a ready market that would 
their investments. The Fund provides for this thru a 
Reserve or Exit Mechanism which buys back private 
placements. 

1 iquifying 
in for a 
buy bai:·I:. 
LiQuidit.y 

investme:it 

--Philippine investors are traditionally conservative and 
ma~ want a guarantee on their return and principal in order t0 
mobilize them to participate. The SEED fund provides a Guarantr 
Reserve which protects thP.ir principal and a fixed dividend rate 
with, provisions for inco~e sharing. 

--The Fund must bP. suff 1ciently large in order to be 
actuarially sound thru diversification of risks, and in order to 
recover the infra-structural costs of setting up the fund and its 
program support system. The targetted amount to have a reasonably 
sized pilot is P100 Million, or $2.5Million. 

--The Fund is a kind of infra-structure and provides a 
common service support which are required to mobilize equity 
investments in small enteprises, and render these investments 
secure and µrofitable. The Fund provides the nucleus and the 
necessary foundation for the formation of a capital market for 
SME' s. AS such these inf r·a-structure and program support costs 
must be supported by grant fu~ds, in order not to impair the 
returns to the investible funds. Otherwise the hurdle rate for 
the portfolio investment~ may become too high as to render the 
Fund unviable or unprofitable to attract private investors. 

6. Financial Instrumentation 

In response to the demand and supply considertions for an 
equity financing facility, The SEED Fund instrument for 
investing in gro~th SME's will b~ in the form of preferred equity 
shares .with the following features: It will have a guaranteed or 
fixed annual dividend rate of 15% (targetted to regain at least 
cost of capital),cumulative. The stocks will have a mandatory 
divestment scheme to serve as an incentive to performance for the 
entrepreneurs and to assure them of the Fund's income orientation 
rather than control. Share will be non-voting, but convertible to 
common if there i.s a default on fixed dividends. When the 
preferred shares are repurchased, they ar9 to be converted to 
common shar9s in order to effect the SEED rrogram objective of 
building up the equity base of the enterprise to achieve growth. 

6 .. 
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The Convertibility provision is the principal instrument of 
control and protection for the SEED Fund investment, as well as 
the self-regulating mechanism that pushes the entrepreneur to 
perform and act in the best interest of the investments. The SEED 
policy is t.o give the entrepreneur full autonomy, full support 
and fu 11 accountability. Fund presence in the company board wi 11 
be purely monitoring and advisory in nature. 

7. Financial Returns 

Financ1al simulation studies on a typical growth company 
financial profile can generate a 35 x rate of return on 
inv.::stment, given that the company has a 15 to 20 per cent net 
incom€: margin, and experiences cs sales growth of 13 per cent. 

The analysis shows that given a 15X neL income margin, the 
the Fund's targetted return of 35~ is achieved at a sales growth 
of 13 per cent. At this point the Fund will require a 52- 48~ 
income sharing in its favor to secure its targetted return, af\d 
t.he entreprent?Ur suffers a drop in his abt>o 1 ute income share from 
a 1 . 16 retur11 on equity to . 65 return on equity. As sales grow b:,· 
50~ from P4m to P6m, the entrepreneur's ruturn on equity goes to 
1.ll and the income sharing to ge11erate "£.he 35% Fund return ie. 
37 ·63% between the Fund and entrepreneur 1·espectively. 

Given a 20X net income margin, the targetted return is also 
achieved at a sales growth of 13 ~but the income sharing for th~ 
efitrepreneur is improved to 40-60 for tha Fund and entrepreneur 
, '~tipec.tively, with the entrepreneur earning a 1.06 X return on 
equity compared to his original 1.16. Given a 25" sales growth. 
the entrepreneur's income reaches a 1.29 % return on equity and 
the Fund will share 35~ of income while the entrepreneur's share 
is 65% , to generate the Fund's targetted rate of return of 35X. 

This shows that the capital investments in growth SME's is 
fiancially profitable mutu~lly for the SEED Fund investor and the 
entrepreneur, provided the growth dot:s occur. 

8. Fund Sourcing and Institutional Set-up 

The fund sourcing which is inter-linked 
institutional set up, will evolve in three stages: 

1. PHASE I--THE PILOT STAGE 

with the 

SEED will be· launched on a pilot basis with the initial 
funding coming from the sponsoring institutions, namely OBP and 
EDF. 

Initially the DBP as the lead financial institution proposes 
to contribute.funds to be drawn from the Bank's Window Ill, 
which is a special funding facility, that provides loans under 
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concessional 
interventions 
will then be 
SEED Program. 

terms to ~upport. innovative development 
in the SME sector and/or· the rural s~ctor. The Fund 
set aside for the sole purpose of implementing the 
The targetted amount is P50 Million. 

In a parallel effort, the EDF as the lead institution fer 
the SEED prcgram support system will likewise seek funrling 
support from the DP.OAP for the purpose of funding the c~ ~­
elements in the SEED Program that reQuire a grant o:- concessiona• 
loan source. This OOA fund sour~e will support the Program 
support system and the financial support mechanisms, which are 
the infra-structure components c. the program. The targetted 
amount is P25 Million. 

The two fund contributions will be put together as a SfED 
Program fund to be managed jointly by DBP and EDF under a SEED 
Program Office. The application or investment of funds sotwced 

·,from DBP may reQuir·e confirmation by the DBP Board, because of 
DBP charter requirements, while those sourced exten1ally 
specifically for the SEED Program will be governed by the SEED 
Program Board. The SEED Program Board may be composed of om~. 
EDF, SEED Program Director, Department of Trade and Industry, and 
Private SHE Sector Representative(s). See Chart IV-B-1. 

In the meantime fund sourcing will be a joint effort, thru 
the SEED Program Office.Each organization will contribute to the 
technical capabilities required with the DBP concentrating on the 
credit evaluation and supervision aspects and EDF on the project 
generation and enterprise building aspects.In the meantime, ~ A 
UNIDO's assistance will be sought in the marketing of the Fund in ~ 
order to secure the principal funding for the SEED Program from v 
ODA sources. 

2.PHASE II -- ODA FUND MOBILIZATION /ESTABLISHMENT OF THE 
SEED FOUNDATION 

Parallel to the pilot launch, efforts will be undertaken to 
source the principal funding of the SEED Program from ODA sources 
with the assistance of UNIDO off ices in different donor country 
sources. Once the funds are received, the institutional plan for 
the program will go into full swing with the formal establish of 
the SEED Foundation as the development institution chartered to 
implement the SEED Program. 

The institutional arranggment proposed here provides for a 
combination of the advantages of both a governmental and a 
private development institution. This is summarized in Chart IV­
B-2, which shows the establishment of the SEED Foundation as an 
NGO, chartered. to lead the implementation and management of t.he 
SEED Program. The Foundation will source its own development 
funds, from donor sources who do not require a governmental 
entity to be the fund administrator, and contribute it into ~he 
SEED Fund. For this tranche of the SEFO Fund, the SEED Foundat1,1,1 
Board is the approving authority of the investments or 
disposition of the funds. 
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At the same time the DBP as co-sponsor of t-he program, 
together with the SEED Foundation, will likewise seek ODA funds 
from donors who do require governmental ownership or control of 
the funds and likewise pool these into another tranche within the 
overall SEED Fund. Investft'.ents of this fund will be approved by 
either the DBP Board or its subdsidiary. 

DBP will take the lead in sourcing the funds from Official 
sources in behalf of the SEED Program. As ODA funds, the national 
government will be the recipient or borrotier of the funds which 
are then on-lent to the DBP for re-investment in SME's under the 
SEED Program. While the national government is the borrower or 
grantee as the case may be, the credit risk remains with OBP 
which means that ln the event of default, the Bank must repay _he 
nat-ional government which in turn is responsible to repay the 
donor source. This financial arrangement has many precedents in 
oep•s operations and is in fact the ar-rangement currently in 
force with OBP's bilateral credits that it is now administerh1g. 
On the other hand the DBP has the option to handle the funds as a 
trust fund or use one of its subsidiaries as its fund 
administrator, in tandem with the SEED Program manager. 

It is important to note that administration of the funds by 
OBP does not preclude the bank frcrn working with a private 
development institution sur.h as the SEED Foundation as the 
Program Manager or as a sub-b:--rrower of the funds. While the 
funds are conduited thru DBP, the SEED Foundation will maintain 
its role as the institutional manager of the SEED Program which 
it will coordinate and undertake co-financing activities with its 
own funds with DBP. 

3. PHASE III --MOBILIZATION OF PRIVATE SECTOR INVESTMENTS 
INTO THE SEED FUND I MUTUALIZATION OF THE SEED FUND 

A pr f nci rut 1 ohjf'r t. f vn n f t.h" r.[J fl f'r ngr-ftm Ir. tn '"""I I I --~ 
private investible funds for the SME sector thru the SEED Fund 
since the investment gap in the sector is beyond the resources ~f 
any institution or program. As SEED gains a portfolio trac~ 
record and the progr~m gains public confidence with tt~ 
participation of international development institutions, the Fund 
can be opened to the public by unitizing the invest~ents in the 
Pe>rtfolio and offering its own financial instruments to 
investors, and using its liquidity fund mechanism as a marl~et 
exchange mechanism. 

Chart 1v.a-2 likewise shows the integration 
third source of fund contribution into the SEED 
private contribution these funds may be lodged with 
under the administration of the SEED Foundation. 

9 

of the this 
Fund. As a 
the tranche 

... 

............... 1111111 ......... 11!111!!9!1111"1111!!11 ....... ~r.·•,'!"Y.'lf:'1f''~·:•:·'.~:··~.~:.: ··:·:'?!!? 



I 
I 
I 
I 
I 
I 
1. 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

--------.,--

9. The SEED Foundation 

The pioneering nature of the SEEO equity financing progr~m 
.calls for a specialized private development institution that will 0

develop a profit oriented investment and fund mobilization 
mechanism while maintaining the primacy of the developm<:?nt 
objective of the SEED Program. The institutional plan calls f01 

the establishment of a SEEO Foundation grafted to the 
capabilities of existing instituti0ns ie., OBP and EDF. Chart 
IV.C.1 indicates the structure and the capabilities that have to 
be built up by the Foundation to cope with the program needs. 

10. The Need for Grant Funds 

The nature of the funds to be sourced for the SEED Program 
is a critical issue because it uffects the viability of the SEED 
Fund. The Program Support Sys~e~ and the financial mechanism s 
need to be supported by Grant fund sources while the investible 
funds can be obtained in the form of long term concessional loans. 
The grant 1s needed to support the infra-structural costs of 
establ-ishing the SEED Program/Fund which are substantial and 
essentially non-revenue generating. Saddling the investible funds 
with these costs will seriously undermine the profitability of 
the Fund and raise its hurd~a rate for investments so high as to 
be unfeasible. 

·, 
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THE SHALL ENTERPRISE EQUITY ~EVfLOPMENT PROGRAM 
TlfE SEED FUND 

I. THE SITUATION ~-DORESSJ:D 

A. R3tionale for the SEED Program 

There have been m::tn)· small and ~r~ium scale industr-)" 
fi•lancing programs, and so the questi~n raised is what is th.r:> 
no?~ for one more. What i~ the difference and contribution of the 
Sm.all Enterprise Equity DP.velop~nt (SEED) Program? 

The difference and strategic value of the SEED program Ii~~ 
in: ( 1 ) SEED addresse~ a er it. i ca 1 gap in t.he SME ( sma 11 and 
~dium enterprise) development program: (2) SEED's strategy of 
s~lective intervention; (3) the type of intervention undertaken; 
(4) the strategic 1m;:>act of the program on the capital market of 
a developing country; (5) the strategic impac~ of the program on 
entrepreneurship within the context of low savings; and (6) the 
SEED program represents a new approach to the development of 
en~erprises in the countryside. 

The 
departure 
financing 
Program. 

following elaborates these significant points of 
from traditional SME (small and medium enterprise) 
programs, and provides the rationale for the SEED 

1. SEED ADDRESSES A CRITICAL GAP IN THE OEVELOPMEHT PROGRAM 
STARTEGY FOR THE SHE SECTOR 

Despite the myriad of SHE assistance programs, the mass 
base of Philippine enterprises has remained small and 
uncompetitive in a world market where quality and suprly 
reliability requires that an enterprise attain a critical 
economic size of operations and capital base. 

The fundamental probler1; of the Phi 1 iopine SHE sector is 
&till the limited savings or capital base of Fil1pino 
entrepreneurs which substantially pre-determines and d~limits the 
size and capability of the enterprise he ca'l put up. 

They require - capital infusion, hut are unable to access 
additional capital in the form and at th'! time they need it most. 
because of the basic pre-condition for fund availrnent of all SHE 
af's i stance programs, that is -- the ont,-.?Pr'!neur rnust put un 
counterpart equity capital or collaterAl ar.~ets as security. This 
in possible for start-up companien whm".!1n the entrepreneur may 
have some limited savings or asset bane with which to start the 

l 
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~omt•a1•;-. But a;; thP. ~onpany c;~ '.:..::; ancl nP~dc; more c:iln i ta 1. t.hP 
e11terpreneu•- ~xhau~~s hi~ 11r.tit.P.d abi 1 itv t.n nut. up the reouin>d 
counterpart as he t·eac:hef' the the 1 im it. or his savings base. 

By the time th~ Pnt~1-prise has r~solved its initi:ll 
technical and mal"ketinq problems. th~ entrepreneur reaches t.hf? 
limit of his sav im•~' base to r;:tise the counten>:tr t 
~ciuity/security reauir·e111Pnts of SHE fin:-tn":ing sources. Fail inc_, 
1.his he is unable t.0 ~.rtuali.:.e the <1rP,d.h pol~nl.1"1is of th.;­
nnterprise he has ctev·~l··J'Pd. This i~ th<? ~1t~iation ttnt. traps ~ 
hroad mass of small e11trqu-is'!!:; that ctr< .. ·.mable to lff{!ak out "f 
this capital impasse. 

It is at this t im&? · - th~ pc-int. l)f g1 ·='wth, th.at ~uhstant. i.:'l i 

capital infusion (in t.lie :-1pp1 !mriate fc•nn .:.nd ler·ms) i!; need~rf ''' 
1.ransform the ent~rpr i:"' int..n a la1·g~1 ~ca le ent..-•1 pr ;se .·111d 

i-.stablish its positi•.•n in the marb?1 .. This is thn. point cf 
intervention for wlild1 thP. SfF.[t proyr<tm has been d<?~.igned. tn 
hreak the capital imJ."l~~·,:· r«..l'>ted in the ~ntreprenP.lrr 's l imil.'-'rf 
~avings base and enable the matur-e SHE with a growth potential to 
nctualize that growth. 

The problem .-.f sma l lr1~ss ::t~ brought nbout by· 
undercap1talization is a serious sec101~1 problem which wor~s 
against the growth not 0nly of the enterprise. but also of th~ 

whole SME product sectvr. The smallness of the enterprise 
limits its ability to compete effectively specially in the expo~t 
markets where a minimum economic size is required in order to 
produce large volumes and attain product standards. As a result 
sales volume remains at a low level, c~oital and cash generation 
is limited, and there is a perennial roll-over of debt to 
maintain the operations level. Consequently the savings or equity 
base of the enterprise rPmains small. 

This is the vicious cycle of smallness that besieges the 
SHE sector of a developing country: being a poor country implies 
limited savings base for the mass of entrepreneurs, low savings 
begets small enterprise, implies limited access to capital, 
limits growth of the enterprise. limits abilit) to compete and 
generate higher sales levels,perpetuating the smallness of the 
equity and savings base. 

This is a problem that has long b~en unattended. Instead SME 
financing assistance pro9ra11;s have mere 1 y poured in more funds 
into the sector creating n~~ entrants into the sector who 
eventually reach the r.ame dead-end size/operations level due to 
the entrepreneur's limited savings bas~. As a result the number 
of small underca~italized firms ~ontinues to increase, 
overcrowding the product sector·s,competinq for the same limited 
market. Buyers tend to exploit this ~ituation, pitting one 
Rupplier against another, ~Queezinq further profit m~rqin~. 
11miting growth oppor·tunities even morr•. Very few qrarfuatf• t.n 
larger sized i:?nterpri~11s. whi<:h if a~!~i~t.'"?'J to grow l:'lrger r:oulc1 
create additonal mad'\t:~ts t.o h~ r:prv1:~e1j by th~ smnll~r 

2 



I 
I P.nterpr i ses. 

I This issue of over~rowding. exploited by internationnl 
bt1yers to the detriment of the whole SP.Ct.or· has been the subject. 
of-, many complaints by th·~ different inrlust.ry associations, su(:h 

I a-; tha Phi l i pp i ne ChamliP.r of CommrnC?rn=• and Industry. tho 
Philippine Chamher of Hancficraf~ IndustriPs. The answer rloes not 
lie in providing more or t.he same type nf financing under thP. 

I same basic availment conditions. The !:EH• Program orovides th~ 
focussed funding approach design~d to respc•nd to this situati•Jn. 

I 2. SEED STRATEGY OF SELECTIVE INTERVENTION: THE GROWTH SSE 

An important difference of the SEED Program Strategy is that 

I it addresses a specific segment of the small and medium 
enterprise sector -- ie .• the enterprise which are mature and 
ready to expand into a medium or larger scale enterprise. but the 

I 
entrepreneur has reached the limit of his savings base.which 
prevents him from infusirig or i:tccessing additional capital to 
actualize the enterprise·~ growth potential. For purposes of this 

I 
study, this segment is called the "Growth SSE'", ie (small scale 
enterprise). or "Growth ettterpr ise". 

(Note that the ~erm -small scale" her9 is a relative term 

I referring to that which is of a smaller scale and can become 
bigger or larger scale. Hence the use of the term small scale 
here does not rsfer to an enterprise of A particular asset size 

I 
as the term is traditionally used. The growth SSE may in fact be 
a medium scale enterpri~e (under the assP.t size definition of 
medium scale) with the pot.entinl of becoming larger in scale. 

I The Growth SSE is lhe l'>nt.erprise that is operationally 
mature,has solved its start-up pr0blems in production. 
technology, product standards, has gained market acceptability 

I and consequently are faced with prospects or ac~ual opportunities 
for larger sales. It is at a stage of take-off into a larger 
scale of operation, but requires infusion of additional long term 
r.apital to provide the additional inventory levels required by ~ 

I larger volume of production. or it may n~ed additional production 
facilities, plant expansion to service the additional 
volumes. 

I 
I 
I 
I 
I 

It is at this point. of take-off that tile enterprise is ready 
for growth if capital is made available. But because of the long 
period of enterprise debugginq or development, and given the 
limited capital bas~, th9 entrepreneur's savings resources is 
exhausted. He cannot c0me up with additional counterpart 
collaterals or equity as required by SSE financing programs. that 
wil~ trigger the infusion of ext.P.rnal capital. The inability of 
the entrepreneur to resolve this financial impasse finally 
results in the market opportunities being passed up and the firm 
stagnates at a low level of production. 

........ ' •.· 



I 
I Existing SME fin~ncinq programs tend to treat the 

en t.erpr i ses as a homogeneou!'> m<'lss. "11 reQu iring f i nanc i .:l I 

i
ssistance, without di~cr iminnt.ing at \ ... ltat Rt.<\ge of cteveloprr-'-"nt. 
he enterprise may be. lhP dP.si~n of SME financing programR must. 
P. adjusted to the ab1;Prpt'ive c::ipacity nf :m ~nterpri!>e and t.hn 

na t.ure of its f i nanc i a I ~md r)per-<:l ti en!'". nei?.ds which change~ 

,~pending on the stage i:•f d,·Helnpment cf th'? enterprise. 

The government SME r-r·og,-ams t.~nd I.<• have a pepuli!;t. hi-:tr: 

l
f:"i·.·oring the small start.-1111 ~n1°q1riso.~ ;md micro-ent.enirises. :t~ 
,hi? ones needing he lo. Wlii le frnm a soc i.a 1 standpoint this m.:11 
.·t.P.nd flnancial relief. and provides <;wod political mileage, it. 
ic; ·,doubtful that the~f> -:lienLP.le c0uld lead t.o Rubstant..i-.•P 

lindustry growth, and could in f::lct militat~ against sector grr.wt.h •s the same sized mar·ket. is divided further among a 1 arger nuniber 
of SSE's. 

I This is not to discount the worthirlP~~ of economic relief t.n 
poverty groups through so-:::ialized lendi119 nroqrams. The poin1: 

f.
ade is that financial interventions in the SME sector must be 
iversified and deliberaLely selectively to provide direct 

assistance to "growth enterprises" which can be the catalyzers or 
multipliers of income opportunities to other smaller enterprises 

l and worker·s. Selective interve11tion, ie., targetting Growth SSE's 
could lead to penetration into new and larger markets, catalyze 
immediate backward and f0rward linkage!' within the industry, 

l
generate sustained emplovment, and leacl to a higher return on 
investment. 

From a capital progrilmming slandpoint.,capital infusion in 

IGrowth SSE's are optimf'll p0ints of interve11tion. They are optimal 
users of scarce capital r~source, because of the high economic 
benefit to cost ra~ios and the immediate impact they have. In 

l the case of a growth enterprise, additional capit31 is infused on 
an existing base of capital and an effective and ex~~rienced 
producer with a definite market share that is in fact due for 

l
expansion. Hence capital is used more effectively, profitably 
and with immediate results. 

Thus from the point of vi~w of the economic planner, 

l programming scarce capital resourt.:e and investors looking for the 
most profitable investrnents, the ~trategy of selective 
intervention focussed on m~ture P.nterprine~ ready for take-off -­

lwould lead to the highest socio-economic and investment returns. 

I 
3. SEED UNDERTAKES A NO"-TRADITIONAl. roRM OF ItHERVENTION 
EQUITY FINANCING AND TECHNJCAL/MANAGMEMT SERVICE PACKAGE 

The financial impassg faced by Growt.h SSE's, calls for the 

I infusion of equity infu~io11 which the SE[D Program wi 11 undertakt' 
thru an equity financing facility -- ie., the SEED Fund. 

I Given the consP.rvat.is·n of l""n f•md sn11rc.es which compel th~ 
putting up of counterpart e~uity or collaterals ns & nr~·· 

I ·, 
4 

•, . ·,·'!'' .... ' ...... ·,· ... :· ' 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

-condition for fund availin~nt. t.he entr1?-nn:.neur has nowhere -else 
to source funds but from equity sources. There ~re sources of 
unsecured loan financing from informal snurros but. thP. term~ of 
maturity are short term :rnd ~-he cost of f incmcing prohibitive. 
The default of the commm~rcial i:-::.nking system to respond to the 
needs of these_ underumtilized. highly leveraged gr0wt.h 
enterprises, has created a good mar~Pt- npr.ort\Jnity for these 
informal lenders, who reg=lrd t-liPse growth ~SE's as prime cli9nt.s 
because of their busines~ perfor·mance a I though they may not have 
Ule counterpart eQuity or collater·al basP. Gr·owth SSE•s who arP. 
compelled to grab at any 1:apitnl to keer nn going. go to informnl 
l·~nders inspite of the hi9h c:ost of mone~. J\t. present. where th<? 
n:'\nk lending rates are al:. 24~ p~r annum, t.he infor·mal lend-?.r'o­
r "lte r·anges from 36% to 60% ppr annum fot three to six m·:mt.h 
maney. 

Equity financing is the answer tn thP n~~ds of t.hr.> highlv 
l"''leraged capital stn1c:.t:.ure of the gr•:wt.li SSE's, in orcfer· '" 
cf.,"!·1elop the equity has·• of the enter"r-if:e, and increase it.r: 
aL-.sorptive capacity for :ldd1tiona1 c;ipit.~1 infusfrin. Uow·:?V"'I 
transformation into a larger scale operation also require~ 
i11t;ernal changes in the managemnnt, fin'Hlcial ,production system:. 
~md or·ganizational cultun? of Lile growth Pnterprise. This th'=.'n 
,-~quires including a package of technical and management service5 
to guide the transformation of the company as well as to mon1tor­
the use of the capital infused. 

4. SEED STRATEGIC It1PJ\.C r ON THE CJ\PITAL MARKET FOR 
MOBILIZING INVESTIBLE FUNDS FOR lliE SME SECTOR 

The mobilization of equity investments on a large scale for 
SME's presumes the establishment of the appropriate funding 
mechanisms that reconcile the goals and interests of both the 
investors and the entrepreneurial owner recipients of the eouity 
funds. Moreover, it assumes the existence of the institutional 
suoport systems to organize and manage U1e funds. select and 
screen the investment risks, and service and secure the 
investments. 

The 1 aunch i ng of the SEED Program cas an eoui ty financing 
facility ~ill then require the establishment of the necessary 
financial and institutional infrastructure to mobilize the 
inveestment funds needed in growth SSE's. lhe design of the SEED 
Fund mechanism and the im;titutional support system will likewise 
take into consideration the demand (entrepreneur-user) and supply 
(investor) of the funds. The SEED Fund vehicle once established 
will serve as an infrastructure and a market mechanism for others 
funds to be mobilized and support the capital requirments of 
SSE's. The SEED Program will serve not only as a provider of 
capital funds for SSE's hut also as a mobilizer of savings and 
develop the capital marknts for SSE's needs. This is discussed 
in greater detail in section I.B. 
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For the larger scalr ent~rprises. tlvH·e is a stock exch._ .. .,ae 
market mechanism to mcbi 1 i z~ inve~1.mPnt.s in ind•Jstrial a1•d 
commercial est-:tbl ishment.~. and t:.he minin9 and oil compariii;o~ .. 
Uowever there is no such exchanqe for t.he small and medium scale 
enterprises, that can be a source of long term capital. 

There have heen no ~ucce5sful equity fin::t.ncing f.aci 1 ity fr~r 
~;HE's in the Philipp in• s although on~~ ~i·=-Jnficant attempt th::!t:. 
f~ i led was the est ab 1 i ~ ltment.. 1)f venturP cRpi ta 1 (;1::.-r·porat 1onr::. 
This failur·e may ve t.hf result. of a ~irnnl istic application :)f 

Western or developed ci.1u1·try type venture c:;;loital concepts t~, U1~ 
Pquity reQuirem<:!nts of thP SSE'~ in a d<:!v~louing country set.ting. 
The concept of ope rat. i v11 of the Western :;ty le vent.ur-e c::tp i t:.<l 1 
r.orpo1-ation (VCC) is to ~nt.i=H" int.o th~ CP•n'llon stock of a co..,pnnv 
1 t invests in, and maki>s its profits by awJ it. i ng the apprec i at i c•n 
~·~ the value of t.he comµ;•ny sha1·es in th0 ;tack marl~e~. 

·, 

lhe absence of a $lO~k mnrket for SSE's in a devel<>pinu 
country and the aver·sion of the SSE e.1treoreneur to shar-inq 
ownership and control of the ent.erprise to common stod~ investor!; 
has caused the falluri?. c·f vcc·r: in t.h~ Philippines. I\ numbe.- nf 
VCC' s were es tab l i shed in 1980 but. U1ey have a 11 stopped 
operation since ~hen. lhe vcc·s did not undertake long t~rm 
investments but rather concentrated in transact1ional f inanr.:ing. 
Their capital base were likewise too small to diversify their 
investment risks and support the service requirements of their 
project investments. 

5. SEED A NEW APPROACH TO ENTREPRENEURIAL DEVELOPMENT 

While there are always stories of heroic entrepreneurs who 
made their success thru innovation and hard work, the mass of 
entrepreneurs in a developing country are severely handicappe~ by 
their low savings base which bring them to the dead-end point 
where further growth is limited by th~s fundam~ntal constraint. 
Allowing the natural c;(.lurse of the marl-.et mechanism a few may 
eventually hurdle this impasse and in time, at least ten ye,rs 
accumulate enough or get a profit break that enables them to 

grow. 

The SEED Strategy is to ::hnrte>l this transformation period 
from small to large br providing as it were a "nursery" for 
entrepreneurs who have a demonstrated potentil'il fer growth. The 
SEED Program would select the growth SSE with the potential, and 
provide the necessary financial, managerr.ent and teci1nical service 
support during this critical period of transformation to a larger 
scale operation. Aspfring entrepren~ur·s who may be starting 
their company, are giv~·n hooe f ov-orc:nming thfr fundamenta

1 

constr·aint, provided thl'!Y can demonstr·ate their worthiness as a 
company that has a r·ea l qr-owtt1 po lent i ;:l 1 . 

As such the SEED Program r.apre:;ents a new strategv i11 
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I 
I entrepreneur i a 1 deve 1 opment. in that it actua 11 y works with 

entrepreneurs to directly address the operative constraints that 
prevent their success. The Development Rank of the Philippines 

I which has projected i 1.se 1 f as the i n~t i tut i ona 1 champion nf 
Philippine entrepreneurship, is t.hen the appropriate proponent. of 
the SEED Program .. 

I 6. SEED: AN ALTERtJ/1.fIVE MECHANISM FC.R RLIR/\L 
INDUSTRIALIZAll~I 

I The problem of low ~~avinqs and unden~apita"llzed enterprisP.s 
is particularly acute in the countryside towns as evidenced by 

I 
the stagnation of thn~;e towns wh~r~ export oroducts ar-e 
freQuently subcontr·acte•J and suppl i•~d L•:- urban based e><por t 
enterprises. 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

A prominant examnle of ttii.~ is the tt~wn •Jf Paete in Lagun:'l. 
about ninety ld l omet,:.r s from Metr·o--M~n i I ;1. The to\tm SJJec i a 1 i zec; 
in wood carved products :md p<lpier-mache \·fhich has a large exprir t. 
demand either from expar·ters or dir·~·;t. buyers. Virtually everv 
household is an enterp.- ise. Inspite of the great demand f•.'r 
their products, the ent·:-r prises have r err.R i ned sma 11 • the profit 
rnargins are squeezed to the lirnit. :'\~ thi:> entreprenet.,.s vie fnr 
the ouyers. Their pr,,du· ~ t. ion 1.~chnn l 0~1 i r:>·~ and f ac i l it i ~s r enm i. 
crude, as there is n·'t suffi·~ii:>nt 1·.-;pital nc:cumulatir-·11 tq 

acquir·e the specialized <::>111Jipment 11<.?P.de·.1 t'> upgrartP oroducti'l'l 
•Jolumes and quality ~;t::.ndntds to thP lnv~ls required by •.h'? 
E~x:porl mar·kets. A~ a 1es·1l~~ th~ l•:wn ent 0 rp1-ises h<-1·.1e remained .:'\t 
:t low level of prod1Jcl:.icttl and the town ha::; r·emaine1j po,_ ... ,- with 1 1:• 

r:.l1ance to grow. 

i'kowth SSE's parl ivllilrly those in <?··:port manufacturinu h:1·,..,~ 
a. network of material ~uppl iers and cr~rnponent suh-cent.ract.Pr c: 
in the countryside. Thir-; i~ because of the cheap labor and 
material supply provided hy U1P. rural arf'::ts. Development. programc; 
have often targetted the expansion of these SSE's in the 
countryside as the nuc 1 ew~ of rur a 1 industrialization. SSE 
financing programs recognize the continuing need of these SSE's 
for financial assisl.anr.:e. 11<.•wever the 'tbsorptive capacity of 
these SSE's for additional financial assistance is limited by 
their inability to penetrate larger markets. 

Assisting the Growth enterprise would the:n catalyze an 
income and employment multiplier effect in the countryside thru 
its network of suppliers. The SEED Program could go one step 
further by rroviding direct financial assistance to sub­
contractors, provided their markets are ~ecured by the client 
growth SSE's of the SEFD Program. 

In this way, the SEED Program represents a "two st.~o·· 
approach to livelihood development ir1 th~ countryside. The growth 
enterprise functions as a direct deliv~ry mechanism for capital. 
technical and marketing ass;stance to Lhe smaller enterprises in 
the rural areas. 

7 

.. 



I 
I 

DEMAND AND SUPPLY CONSIDERATIONS FOR TUE SEED PROGRAt-1 DESIGN 

I The Situation Addr·essed calls for the establishment 
equity financing facilit.y which will rPspond to the 
requirements of growth ent-enJrises in the SHE sector. 

of an 
capital 

I The design of su.::h a F•;nd and it.c; institutional support 
system, requires an appreciation of th~ following Demand and 

I 
Supply considerations in order to re:1ponr:t effectively to th~ 
requirements and inter"Jst.s of both the Fund users and the Fund 
suppliers. 

I B.1. USERS OF THE FUllP-- [IEUJ\NO cnt-JSlltER1'TIOtJS 

I In designing the Fu11cJ the fol lowing r.onside1·ations have 
bl? inputted from thP poinl. of view of the users of the Fund: 

gr·ow. 

t<.• 

In terms of Fund Design -- this calls for a "user friendly" 
equity investment -- ie one that is after income returns rather 

I than control or ownership of the enterprise. This likewise calls 
for the intervention of a '"development oriented" Fund manager 
such as the SEED Foundation, that will ardently seek to foster 
the growth of the enterprise and limit the commercial appetite of 

I investors to take over a growing enterprise. The involvement of 
a developmental institution will likewise serve to remove the 
threatening posture of external investors and enable the I entrepreneur to cooperate with the SEED Program objectives. 

I 
I 
I 
I 

2. Divestment Provision -- To assure entrepreneurs of SEED's 
disinterest to takeover their businesr., a prov1s1on for 
divestment should be included in the agreement to invest in the 
enterprise. The divestment could be programmed but could be 
acclerated at the option of the entrepren~ur, if he is able to 
repay the capital infused. 

The divestment ter·ms m11st be consicJert?d in establishing the 
rates of return to be oblainewd for the SF.ED Fund investment. The 
entrepreneur must retain sufficient inGC>m':? so as to redeem the 
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share pruchased by tlir:~ rund i nves tm0 n t.. and st i 11 
interesting entreprene•.ir i a 1 1 ~ttn-n f c'r his work. 

maintain -m 

3. Small EQui ty f~1se --- ThP. 1'.:<llll t.'l I structure of the G1111·1U1 
ent~rprise is c..:ha13ct.g1·.i;-,~d as ha,·i11•1 n small et:iuity lia-:;0 • 

relative to its d-eht-. t.hur.. ber.rJmino liiqhly lever·ag~d. Jt i~ 

likel'lise small rel3ti·:~~ to the required capi 11 infusit.•11 l.1_! 

rea 1 i ze its growth rot ~nt~ i a 1 • 

The Fund design hml ic:ation of t.his structtu-e is th::tt.-- 1.!1•" 

. entry of the capita 1 i .,.,.,?sted can not. cnme in the form of c~''"'ll"ll 
'stocks or it will di!•Jte ('r· effectively take-•.)ver· the r::qrnmoin 
stock ownership of •Jm ent.~rµrise. Infusion in the form nf 
preferred shares is th~ considered solution to remove the tlir~·tt 
of equity take-over. 

·, 

4. Type of Funds •l('eded -- The c~pital requirement of Lhr:> 
growth SSE need not be :ill in equity form, but could be a miY.. qf 
efluity and debt financing. Equity infusion will increase th~ 
absorptive capacity for additional d~bt as debt-equity ratios are 
improved, and there is an increase in asset holdings. as 
operations expand anew. These can then be the basis for the 
provision of additonal debt financing. 

In particular Gr~wth SSE's could make use of transaction31 
financing which may be unsecured. \iorking capital requirements to 
service large orders. Financing would be needed to bring up 
inventory levels to suooort higher level of production. 

5. Size of &em~nd: The Growth Enterprise The SEED 
Program will be selective in its intervention in tha~ it will 
invest only in enterprises that are experiencing growth or have a 
strong potential for transformation into a larger scale 
enterprise. 

The term "small" in the acronym SEED is used in~ relative 
sense that is we are referring to an enterprise which may be 
called a small or medium scale ~nterprise in terms of asset size 
but has the potential to transform into a larger scale 
enterprise, if its capital impasse can be resolved. Thus the 
universe of the SEED clientele is t.hP. small and medium scali::! 
enterprise which are enterprises which have assets of P5million 
or $250,000 up to P20Million or $1 Million. 

There is no forrnal or statistical identification of the 
growth segment of ·the sector, but the identity of these grot.' •, 
enterprises are well known to the banking sector, the supplier~ 
of materials particulci;·ly the bonded t.n1ding firms who handle the 
importation of m:tl~rials used in export products. to 
international buying offici .. ; who h::ivP. an extensive networ~ nf 
"performing" e,.;port r-:•JPJJlifH·s; and t.o the industry associathn 
itself. 

9 



I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

One statistic that ccm be used to ~~timate the size of this 
Gr-ow th segment ; s the <ltnount of "nmt.?got i ated 1 oans" ; n the 
portfolio of commercial banks. It h<l~ boeen noted that growth 
enterprises tend to pen:>nially roll-ewer their debts because of 
their continuing rieed for capital which can no longer be met from 
internal sources. This is then refelec:te<t in the oortfolios of 
commercial banks as lo;:\ns that. <'lre cont. i rl't•>us l y renegotiated and 
labelled as th-:! "evergr-een loans". Banker interviewed this could 
easily comprise about. 2i:; per cent of th~ir oortfolios. A 1986 
Wr._-.rld Bank study of the finartcial snctor estimates the 
renegotiated loans to be :\bout P3bi11ion. 

6. Fund Infusion to result in sal~s e>:pansion/ 
reductions 

cost 

The capital ;nfusion must ri.sult i11 -=: 1 1b~tantial exnansion of 
sales to justify the ir1ve·.-t.m1;:nts and HP.11e1 :!t.E' the r-at~ of return~ 
high enough to justify the unsecun~d irw-::st.m'::!nt. This wi 11 b~ 
a principal criterion for the irt\'estme11t. of the SEED Funrt. 
Financial simulations ari~ undC'rtaken in a subsequent section t-<'> 
illustrate this point. 

A substantial por·tinn of Uiis capit:'ll infusic•ri•ni 11 be ·_1c;c.d 

f,.r permanent workin9 ··:ipit~l ~i11<_:".1 "'"•:h of the eQuirrn':?11t, 
,.-.~uirement will aln~ady hr~ in rlace. f·,_rn1sir1n will ent~il f•_111dr. 

f·~r special equipment th:1t; up:_.11 °td!' pr•_ .. fu,: i•.H• stand~rds and, "' 
f-•-• i 11cr-ease production vo hmre; ::tnd fund:~ f t;:'r rn-oduc t. ion soace ,.,! 
Lt·.•·'.•Jmodate the increaso. i11 JJP':>rJ11ction ~cl.iv it ies and inven':P1 ·• 
~:;i1.!rage. The infusion ol int.i::>r~st fr~e long term ca1Jital i"ill 
Ir·"'·~ a11 immediate eff~cl. 011 tf1f~ net i11c1·111~ margin ovP.r ~alf!•;, 
~: 111ce f i nanc i 119 charg~s ~, i 11 !Ji:? kept at Pie Clff rent 1eve1 m 
'"'~':!red, while the sales level will be eY.p;rnded. 

·, 
7. Enterprise Bui 1 ding Service Support 

The transformation U 1 a larger seal~ enterprise brings about 
a whole range of changes in the financial and operating systems, 
the organization, and decision-m~king re~uireme~ts/structures of 
the enterprise. These change~ must be ,;sn t. i c i pated and prepared 
for in terms of enterprise building reforms and frank discussions 
with the entrepreneur, in order to cope with the changes brought 
about by the demands of a larger scale of operations. This can 
not be over-emphasized. 

The transformation into a larger sr.ale enterprise must 
then include enterprise building service~ to ensure the effective 
use of capital. The transformation will necessarily entail 
upgrading personnel, as '"levels of incompel.ence .. are reached by 
the original work force who m.::ty he adl!!Q1.mte for lower scale 
operations, but require It i gher p 1 arming and techn i ca 1 ski 11 s in 
an expanded operation. Sy~ tems w i 11 havr.- t.<~ be upgraded if not 
installed for the first tir11?, in areas whe1·~· rudimentary method~ 
previously sufficed. Th~ areas of fin~ncial planning, cost 
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r ·.•ntroh~. inventor-y planlling, prodw;t j .. 11 ulanning 
f.ritical areas that will 1m1uire UJ.JgrarJin<J. 

tit~ 

The SSE ~ntrepr@neur himself must realize that 
transformation into a larger scale operation will require a whole 
new organizational cultur~ affecting not only his work force but 
also himself as he rt?.lat~s t:.o an ~xternal instituti-:>nal 
investor.Particularly in the area of decision-making on m3jor 
eY.pend i tu res and f i nanr:: i :l l disc i p I i ne, the entreprent:'ur must t•e 
ready to accept the tran->format ion int0 !'\ mor·e formal corporate 
form, since he must apprr,r;iate the obl ig!lt.ions and implications 
of having an external in·~titutional inve~tor. Specfically this 
m-.?ans learning to work as :-t team with a cr·r oorate Board which may 
include representation from the Fund; profpssionalization of the 
management team; more formal f i nanci a 1 p I <innh1g. reporting and 
disposition of funds. 

To be successful, the fund design m•Jst. provide for th~ 
financing of these enterprise building cost:s which must. 
accompany every equity investment. This c-ost compont?nt must bo 
sourced from grant source·; or roncE>s~hlflal leans in order not to 
impinge on the returns of the in •..ast i bl"'? funds, which will hav~ ~ 
detrimental effect on the .r~L1ffns t.,, investors and thereti\' 
Llelimit entry of investor:; into the Fund. 

B.2 INVESTORS IN THF FUND -- SUPPLY t.::ONSIOERJl.TIOt1$ 

In designing thf'> F1111d, th~ folln;..dn•., 1:r:msicero:tti0ns mu"-' 
1 i'<ewise be inputted froi;i the point of v ifiot nf the suppliers nf 
er investors in the Fund. 

1. Investor object i '·es: Returns not (•wnll?rsh i p -··-· The ent~ r 
of the investor into th~ !iEEO Fund must be premised on pursuiiv:J :l 

Q•>0d f i nanc i a 1 return n1ther than on securing contro 1 ')r 
owner·ship of a growth rn1terorise. These objectives must h~ 
acceptable to the investor in order to be compatible with the SSE 
enbrepreneur's objecthi!s in accepting external eQ•Jity 
n~rticipation. This is a sensitive poi•lt, non-consideration of 
wt1ich has led to the failure of venture capital corporations in 
the past. 

Equity infusion must. not w>se a t.hr~='t or disinc'!ntive tr.> 

the entreprenuer's drive for profit and identity, which is the 
basic engine of growth of the enterprise and the best insurance 
for the investor's return of capital. The balancing of the 
control requirements of an investor and the autonomy objectives 
of the entrepreneur are factored into the financial instrument 
used by the SEED Fund, (discussed below). 
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2. Using t.he l"t1trepreneur's S'C'1f Interest as the Cont.rol 
Mechanism to Protect the Investor's Iuterest. ---

The Philippine f inanr.i al sector is known for its e'.":tr eme 
conservatism. - which C\CCounts for its unyielrilng requirement for 
collateral security for all its loan!;:. and strict mechanism nf 
financial control wtum they qet irw•lhr~d in investments. H~nr.e 
business performanc•' al0il~, no matt.gr how good has not ti{?'?n 

sufficient just if ic:at.ior. for· a lo;m exposun~. lhe w:we •lf 
financial defaults 1-.hat t.h~ country has just emerged from. ha~ 
only served to stn=mc,Jt.h~n this <.: 1_111sr>rvatism. It is wit.hin thi:; 
environment that the SEED financinQ <t11proach of investin~ rm th'? 
basis of bus i nes~ tr·acl~ record a"'J growth pot~nt i a 1 • w i l11tn1t. 
guarantees or secur it. i es. i c; usher-E·d. Tit is is a r C\d i ca 1 denar •.tlt"e 

from the traditional hasis for l~nt~itM or· investment. 

The next i!"'-;t_t•' j.-_ t.h13 c:ont:.rol m~chani~rn to p1·nt.p• ! .. ·" 

invest~nt!; and !"'"!'l-'t•P I.he usacJU r:•f ~hP fun<.I~. lh'? tr :id1t.inll'll 
pr:tctice in thi~ r-~qarrl is n~~,,-,...Sl"'t;l:'ltion in the:> Board ;lllr:f 

a!;signment of a Cl'mpt.rol lt?.r- who wi 11 ;1ct. as a ,_,,--siy!mtor:1 t.o al 1 
rJisburesements. The t:>.V.Pi:>r ience \-tit.h 1-hi!S mechanism has not. '"~~n 
favorable. It. "is nhc::er-.'9" th:'ll. I.Iii:; frE?<Jll~·nt.ly lead-;. t•) 
inf?ffective deci~it"1-1n::\I- ing an•J bla•l'ing of each •_:>th~r- wh"•; the:> 
enterprise 9f?t~ in•_.0 trn11ble. Tlti~ it> understandable Gi•1··~. 
assigned represf?ntat 1-.;·es ~re not ful 1- time to thP company :rnrf may 
not be as cornrnitt~·d -Jo; th(' entreµr£>1l"'"· resultirn~ in a11 ah!;~•tte~ 
key decision-mak 0 r. In fact, in a po~ition of comptrcl l~rsh?o, 
the assigned repre:;entative may acl11ally result in a v1r·tua1 
take-over as chief ~xecutive of th~ company. 

This r·uns ag;lin~t th~ m::ir·ket N" i·:-?nt~d phi loscphy of the ~EEO 
Program whose thesis is that the e11•.repreneur is in the best 
position to decide and should be sulely accountable for his 
business decisions. The SEED Fund design protects its investments 
thru a system of incentive and disincentive to the entrepreneur 
worked into the terms of inveRtments of the Fund in the 
enterprise. The incentive for performance is divestment of the 
Fund or regained full autonomy by the entrepreneur and the 
penalty for non-performanc'?. is conversion to common shares of the 
Fund's investments thui:; effectin':J a ta~e-over of the company. 
This serves as a self-regulating m~chanism to ensure that the 
entrepreneur wor~s to the best inter~st of the company and 
himself which is liriked by design to the Fund's interest. 

It is important that SEED m~intains his autonomy in 
decision-making since the consequence of financial non-
performance will cause him to lose his controlling interest in 
the company. It i!; important to rnaintain the workings of the 
market mechanism and utilize the entre-preneur's self-interest as 
the regulating force tr., make the irl'lestment work. The balance 
between C•>ntrol and supt!!rvision "."' one hand and the support and 
monitoring system, must!.:~ r•Jled by this guideline. 
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I 3. Investor's ne~d fer E:w:it Hechanic:;-n. -- In th9 absenr:~ of 

a stock exchange for 1nvestnte.nf.!'; in ~rn:ll 1 and medh1m !;.t::"lh'" 

E
nterprises. the SEED r:urnf must. provid~ fnr a mechanism to en~tn-P 
nvestors a ready market for t.h~ 1 i ou i dal i '>n or recov~ry of th~ i r­
nvestments. These asm1 ies particul:lrlv to private irwestihl~ 

funds which may not want to hf:? h1c~"'d i11 • ..,ith the for-t.une5 of 
••n!'i 1 ~ sea~ e enterprise: 1 lip ~:::. t~~ 1 i ~ hrne>n t .-,f . an ex i t. m~c:h~n i <;rn _ t ..--. 

••~rv1ce 1nvestments 111 ~:sf:~ ,.1111 hn U1•., f1rst ~·•ch flna11c:1:'ll 
infrastructure in U11- Phi 1 ipu'ine:• t_h:.t could cau~CJ I.I•"' 

l
robilization of invoestibJ,. fund~ 'into 111~ -:;mall and m~dium !>C<lle 
· ndustry. 

4. The SEED Inv1?sf ible r-und ff'u:;t. h~ ~ufficient.h· lar-c;te> 

lh~ Fund must attain :"! minimum econprni-: size in order- tri h~~ 
':tuar i a 11 y sound. enah 1 <r-- t.he divers if i-:::i I.ion of i nve"> t-ment. r-i ~I-!': 

in_ its portfolio, a~ w~l 1 ns to ·-(>~0ver the rwer-t1eart ,.,. 

l ·ntrasturctural costs "."l~ irl'J'e:.t.ing iri 55F's. The ~~n~rienc:~ pf 
he first venture capital corpor·ation~ ~re noted in this reqarr1. 

t1hich were capital iZP.d with five mi 11 ion for investments.. A 

f
umber of such VCC's were e~tabli~hed by the Philippin~ 
overnment together ,.,ifh privat:.e bnn!t~. rt was subsequ~·nt-h· 

"!?al i zed that the fund w::.~ ton c:ma 11 I,. ah-;nr b the r i ::;Jo: of one ~n 
two investments getting ~our. ~uch that t.he VCC's limited t.heir 

I nvestments to small sllor t term transactii:mal financing, avoiding 
ong term investments altogP.tlr"'.?r-. 

' 

5. The Need for a Fund -·- While there may be investors 
i 11 i ng to invest in gr·owth St-tF. • s there is a need to es tab 1 i sh a 

financial service facility that perfC'rms the following: 

I Ca) Serve as a c·mduit. thru whi,..h investrr.ents in :=MF: 
enterprises can be mc:tde witJ1q11t 1-eouir-irv-1 the investor to be 
rlVOlved with each enterpriGe that hh: fu•1ds ar& invested in. 

(b) pool together f•.rnds to ar.hievn an economic or critic~l 

l ize portfolio of investm9nt.s in St..fE's t.hat. will be diversify the 
isks, and be profitable; 

(c) Provide the c·:_immon ~ervi-:es r·~quired by the pool of 
8.mds . and the individual inv0~tments and achieve economies of 
9-;ale in performing this Function. 

l 
(d) In the absen<:~ 1Jf a ~:t; i Lal rn:.trl-:r;ot or a stock exchange 

r St..fE • s, the Fund w i 11 serv'? .::.s a ~uhs t_ i tute marJ<et mechanism 
organize and servict? '-"~ di:im~nd ancf ~.uriply of investible funds I' to the SHE sec lor. 

6. Investiblc Fund~ r?eQuir~ ;rn Trifr:l· structure - Jnvc~tm~11tr: 

.. 

growth SSE's have c,,1ts in l.r:>.-m•; nf enterr:1t·is".' hui 11ir1q 
rvices, project dc>v'?fl)p111t"?11t., P-1:1l11;it.1···ri. arid monit0r inq r;Pst~ . 

. 1ese may be ca 1 led th1? progr <1m !:11J1p. •r 1 , "5tr.. Anothi:?r· group r:•f 

I 
I 
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infra-structure costs are th~ financial mechanisms within the 
Fund itself to servic~ particular conc~rn• of the investors. such 
as an exit or liquidity ~chanism to en~hle the investor to fin<1 
n ready market or a me<:hani~m for 1 iq•ai fving his investment.s in 
the Fund. Or it m.:\} be :"l quar;mt.PP reserve to mot.ivat.P 
a financial sector kno~n for· it~ c:o11!=~r-.·~t.i!=;m t.o participate in 
t.he Fund because th~r ~- i !"; a guaran t.e(' ~cheme to cover· the 
pr inc ipa l of his i nv'?sf ~nt. 

Such infra-str 11~.t urP. cn:.t!: havr •-~· h .... budg~ted as .a vi ta l 
n~rt of the delivery rnP.chani~m for im;<:>~t.irv~ in SSE"s. Thes~ :u~ 
~ i ther pure costs or noni in~ l r,,_ve•llle ~~nP.n\ t. i ng. but this must. t>P 
front-ended ot.herwise the high ret11n1s exp~cted from t.f,,,_ 
;nvest1ble funds will nc·t:. be realized. 

Again the misttl!:e in the irii• ;,1 voeriture car>ital 
corporations (VCC"s) set-u~ '"a~ :. f;ii lor"' tu take into account. 
t.he need for these dP.livery '"'.:tllearl~ arl'I providirig an ad~Qu:lt~ 
budget for these costs. Th~s at.tit.urle i~ likewise ~vident fr···n' 
discussions with ODA fund prr1qr:-•mme1·~. wlto argue t.h:it. since t.h.n 
SEED Fund is expected to gerv~rate hi cih r ~turns on i nvest.ment.s. it 
should not be entitled lo gr· ant fund~. This fa i 1 s to apprec i ~ta 
the heavy front end C·""Pi ta1 •:osts !>f th~ infra-structure t.h~t 
must first be laid rtn·m. Th~ h'!!avv r:;~pit.~1 C<'St~ Clf su<.h <"n 
infra-structure wi 11 r><tl int.'1 f h"" rPt.11n,•: of the im;0~tiblP. r""'• 
w>rt.ion and pr·oduce a low •ntur11 ~11.-11 li1al the vi~hilit_v ."\11'1 
'ncentive to investor•;•~· p:lr·t:icinaf.r· i~ Inst., :'lnd t.h~ whol1=• r1m'I 
">llapses. In fact in the ahs,.nct:> of ~' .,nt. funds t.o f inan<c· I.lie 
'niti::ll infra-struct11r"· cost.~. th~ f•uvl m:'l:..- heco~ marginal h· 
,,iable and render it ineffPctive t,p nir.>bilize investor·~ tr· 
r·articipate in huildir·Q up :-i c:~nit.al '"'Uket for !=>t1r:·~- lhi.-; 
;nfra-c;trut:ture once 11<_1vid0 d ··Ii 1l mnlil~ ,::ovgn rmall-=-r- •111· 

···~om11nic sized lots or inv·~·~tiltle fund•: to par·ti•~ll):\te 111 11i~· 
.nv~~•trnerits of a Fund l>11ilt ~·11 this infr-:l·structure. 

'.·' ... •,•.• ., '=· •,· ..... :::···:.: ..... •::· 
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ti. THE SMALL ENTERPRI SF EQUJT l OEVELOPl'ffrtl PROGRJ\t-1 

ft. DIMC:NSJONS OF THE: f'R(•llLEM 

SEED is a '1eve I opment pr·ogram d£•s it.med to respond to thP. 
multi-faceted pro·1lem of stagnation of an ever-increasing number 
of under-capitali!ed. uneconomic sized ~mall scale enterpri~ec; 
unable to grow ir.•..1 i'I l."1rger scale opf'ral.ion inspite of grO\..,t.h 
potentials. This is due to th~ SHE's inability to break out of a 
capita 1 impasse t.l 1a t i ~ f undi'lmen t<l 11 y rooted in the 
entrepreneur• s l i mi t.'!?d saving::: or capita 1 base. and the 
conser..,atism of a firmnr:ial ~"'~tor •Jnwil 1 ing to provide unsecun:!d 
investments in small :-tnd ~di um scale ant.nqirises. 

It is a comple:v int~r·-related 
i ntegr·ated approac-h to the !<; i tuat ion. 
prob1em are as follow~: 

pr"blem. requiring 
The dimensions of 

an 
th~ 

1 . Gap in the SMF s~ctor a 1 OP.ve 1 oprna11t Pro·~ram - - Im;p i tf?. 'lf 
the many SHE assist:mc<? prcgr ams. a 1ar qe segrnent of the sector 
is stagnating at a low JP.vet of production. unable to acc~ss 
additional capital nee·ted to grow t·~ a comp'?.titive scale. 
overcrowding in llmited m:=tr~~ets. ~'1•1eezing further orofit 
margins, preventing the qrowt.h of ent:"!1pr i~~s and the sector a~ a 
whole. 

2. The Problem of t•ndor -•:aJ>ital i.!:it ion and Low Savings Ba::o:?­
The root of the problem ic; the 10~-1 !'::l'lings base of t:h~ 
P.ntrepreneurs which pr·e-•i"?ter·mines ttu~ 1 imits of the size of t.hP. 
enterprise he -::an oper·at~ and the counterpart capital he can put 
up needed as a pre-condition for fund :wa i lment. 

3. Stagnation of nlJf·al lndustrins ·-- The problem of lr1"· 
savings and under-capit"l1ized enterpris~--: is more acute in· '"ht? 
r.ountryside where wtl•.>le town~ that. provide sub-contr;H:t. 
capability to urban bas~d e~norters, ~tagnate because of thPir 
li1111ted ability to tap t:apital to attain production levels anrl 
standards required. 

4. The Absence cf '.'\n Eauity Fina11ci119 Source for SME's 
While it is clear that P.Quity fina11ci119 is the aopropriat,1> 
r·esponse to the SME ~ec t.or anrl rura1 ir1d11stries needs. then~ i!; 
nd program or mark~t m·?c:harli~m to org~nize investible funds. 
and or(Jvide an irweslmfmt mode or fin:tn<;ial instrument that is 
acceptable to both the SME entr·epreneur· a11d the investors. 

5. Instit.utional a11d Firmm::ial Infr·n-structure UO!!eded for 
an EQuity Financing Facility···-- Mobiliz'=lt.ion of investments for 
the SHE sector reQuires, 'i!Stabl ishment or a minimum economic size 
Fund in order to be actuarially feasible and profitable, with the 
necessary techn i ca 1 and f i nanc i a 1 sup pr> rt systems , and the front­
end funds to finance the facility's support systems, and 
demonstrate to a trad it irma 11 y conservative f i nanc i a 1 sector, the 
viability and profitability of this pioneering financing approach 
to the SME sector. 



I 
I 6. Transformation ~f Enterprise to Larger Scale Operations 

Brings in Radical Changes Expansion to a larger scale 
operation introduces new demands on the op1?.ratin9 systems, level 
of organizational competence and cultur~. t.hat must be supported I along with the. infusion of ~~pital to ensure effective 
utilization and transfor~atio11 to a higher level of operation. 

I 
8. PURPOSE OF THE SEED PROGRAM 

I The SEED Program is an equity financing program whict 
~ddress~s specifically small scale enterorises which have the 
i.•otential for growth and tr·arisformaticn into a larger ~cale 

I enterprise but are constrained tly the limited equity and savings 
t.:.se of the entrepreneur and t.he conser v.1t ism of a f i r.aPc i 31 
~i?.ctor that does not provide long t.•.!rm capital withcut 

I c.ounterpart secur. it i es and equ i t y. 

As premised on the Situtttion addrn~~<:?d, the purpose of th~ 
SEED Progam are likewise rnulti-dimensiona1 as enumerated belcw: 

I ~ 1. To selectively ir1~ervene in the SHE sector, focussing on 
e~terprises which are m~ture and have a growth potential, and 

I providing them the necessary long term capital and technical 
services in order to graduate them to a larger scale enterpri~e 
that can produce and compete effectively 'in the export market. 

I 2 To establish an equity financing facility to address 
directly the issue of under-capitalization and low savings base 
of SME entrepreneurs.The facility will provide· for their long 

I term capital needs under terms and conditions mutually acceptable 
to the business interests and attitudes of entrepreneurs and 
investors in a developing country context. 

I 3. To operationalize a new countryside development 
by financing Growth enterorises and utilizing them as a 
mechanism to provide capital, technical, and additional I to their suppliers/sub-contractors in the rural areas. 

approach 
delivery 
markets 

4. To operationalize a new approEach to entrepreneurial 

I developmen·t by establishing a nursery for entrepreneurs with a 
growth potential and providing the necessary capital and 
technical assistance they need, with a view to shorten the 

I gestation period for their transformation into a larger scale 
operation. 

5. To mobilize. investible funds for the SME sector by I providing a Fund vehicle that can pool, manage 1nvestible funds 
and supervise its invastment·::, and provide the portfolio 
track record to demonstra1~e the profit.ability of investing on the 

I basis of an enterprise's ~Jrowth potential (rather than securities 
it can offer) and thus overcome the traditional conservatism of 
the financial sector. 

I 16 
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C. COMPONENTS OF THE SEED PROGRAM 

The SEED Program needs two basic components in order to 
accomplish its mission. These are as follows: (a) The SEED Fund 
and (b) The SEED Progr·ar11 Support System. 

1. THE SEED FUND-··- The SEED Program will establish a SEED 
Fund which will serve as the vehicle to receive developmental 
funds from Official D~velopment Assistance (ODA) sources and 
organi.ze investible funds from governmental and private sources 
to support the objectiv~s of the Program. 

It is noted that one of the principal reasons why investors 
or fund donors are aver-;e to undertaking eQuity financing is the 
direct involvement in the ~ntP.rprise's capital structure and 
supervisory implication of &uch an in"estment. There may be 
policy constraints for grJVernmental or donor institutions to b"! 
involved in the equity structure of numerous small scale 

·enterprises. The SEED Fund vehicle resolves this difficulty in 
that the investment or concessional loan is made to the Fund and 
its portfolio rathPr than on individual projects. The Fund 
enables the pooling <:>f funds and thus makin~ it feasible for 
small lots of inves1it•lie funds to P3.rtir;ipate. The pooled fun.­
are then managed and its irwo:>st1nents ar·':! s1Jpervised by a c0m~1) 1 ·1 
program support sy~t,e-n, thuc:: spread i n9 t,h~ overhead burden <."f 
managing the funds and thP project. ;nvestments. Actuar 1ally, 
uroject returns an· irc>re stable and sound, as risks an:? 
diversified thru a larg~r portfolio of investments. 

., 2. The SEED Program Support. System -- This consists of the 
institut~onal set up. the organizational capabilities and net.work 
of lin~ages to: (al source or market invest.ors participation 
in the Fund; (b) to managP. the Fund; (c) identify, evaluate, 
approve and supervi~e investments of the Fund in growth 
enterpri~es; and (d) undertake enterprise building and 
entrepreneurial services for the Fund supported enterprises. 

· The SEED program support system will be undertaken by a SEED 
Foundation, a non-stock, non-government development organization 
(ie., an NGO) which will be the specialized inatitutton to carry 
out the SEED Program mission. The SEED Foundation will manage 
the Fund and serve as the preserver of the development philosophy 
and framework of the SEED Program. The SEED Foundation will 
provide the professional management corps to develop, evaluate 
and manage investments in growth SSE's. The approval authority of 
the investments will dopend on the terms and conditions governing 
the fund contributionn to the SEED Fund. Thia will be discussed 
in the section on institutional arrangements governing 
participation in the SEED Fund/Program. 

17 
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111. lHE SEED FUND 

A. THE FUND STRUCTURE 

The SEED Fund is stn1ctured according to its uses described 
as follows: 

(a) the Investible Funds these are the funds for 
investments into the growth enterprises in the form of equity and 
or unsecured transactional financing; 

(b) the Fund Support Mechanisms --these are the funds to 
establish the financial mechanisms that will be utilized to 
secure investments and provide the incentives to mobilize 
investors to participate in the Fund; 

(c) the Program Supprwt -- these are funds to establish and 
maintain the institutional and organizational capabilities to 
provide the Program Suppo1·t System. 

Accordingly the s1.ructure of the SEED Fund wi 11 be as 
follows: 

PER CENT 

1. INVESTIBLE FUNDS 75 

1.1 Equity Investments ----- 60 

1.2 Transactional Financing ----- 15 

2. F~NANCIAL SUPPORT MECHANISMS 10 

2. 1 Guaranty Reserve ----- 5 

2.2 Liquidity Mechanism ----- 5 

3. PROGRAM SUPPORT f>YSTEM 15 

3. 1 Program t~anagement ----- 5 

•• 3.2 Enterprise Building ----- 10 
Services 

100 

The SEED Fund composition is approximated as described above 
on the basis of at least $5 Million, which 1a the targetted 
amount for the pilot launch stage. Subsequently the objective is 
to secure a $25 Mi 11 ion SEED Fund to fu 11 y ope rat i '""a 11 ze the 
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I 
I SEED Fund. At this level of operation. private sector 

participation may enter. tlote that components 2.1 and 2.2 may not 
be immediately necessary. if there is no narticipating private 

I investible funds, which nmy well be the case at the pilot stage 
of the Fund. As the Fund demonstrates a uortfolio experience. 
and ODA funds bo 1 ster thf'• Fund's financial sup~.ort components. I private investible funds may come into the Fund. 

I B. THE FUND COMPONENTS 

1. INVESTIBLE FUNDS: Equit.y Cari·;.al and Transactional Loans 

I The investible fund~- wi 11 service th-:? capital requirements 
of the selected growth SME's. The capital reQuirements ar~ 

I 
anticipated to be both shor·t and long terll'. and unsecured except 
p:\rt i a 11 y by the project :1ssets expend~r.I r or. Hence the SEED Fund 
investments are ir:i the fonn of equity caoital to account for t.h"O' 
l•)llg term capital needs a11if tr:tn<;actio•1al financing for the short. 

I 
t_nrm requirements. Tbe r-ritry 0f f>Ouit.,: · ->pital will raise t.b 0 

u'!i 1 ing on the absorpti-.·r~ caD:t•:it.y of th::- ~nterprise for lo:Jn 
financing. Hence once t:lie ~;EEO ~quity fund~ are infused into U'f' 

I 
P'lt.erprise, these capita' resnlu-ces m:::tt· f!.1rthP.r be augmented by 
c!·:'.:'t financing from the cu1lmercial banV.in·4 s-:?ctor. 

I 2. 
IMSTRUMENTATIOH OF SEEii EOUIT'f ItJVESit-1UHS 

The investment el\t! y mod .. ~ into th~ growth enterprise's 

I 
I 
I 
I 
I 
I 
I 
I 
I 

·, 
~3oital structure is a sensitive issue and there is need to 
!"<~·cone i le both the i nve!: tor's :tnd the entrepreneur· s business 
interests and concerns n? 1 ated t:.o the investment. The f i nanc i a 1 
instrument to cover the i11vestment into the enterprise must give 
du9 cC1nsideration to the "demand (user-entrepreneur) .. and "supply 
(Fund investor)" consider·ations as discussed in Set:tion l.B and 
l.C, otherwise the investment scheme will not work. The financial 
instrument designed by SEED brings both the investor and the 
entrepreneur into a "win-win" ~ituation rather than · a zero-sum 
game. 

The financial instrurnent to be used by the SEED Fund for its 
equity· investments will be in the form of Preferred stocks, with 
the following features: 

(a) a guaranteed annual dividend return. 

(b) in addition to a guaranteec 
preferred shares wi.11 share with common 
percentage of profit participation. 

dividend 
shares a 

rate, the 
negotiated 

(c) The stocks will have a divestment scheme spread over a 
period of five to ten years hut redeemable at any point in time 
that the entrepreneur can ret.urn the capital inveat.ed by the SEED 
Fund. 

19 
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(d) the preferred stocks will be non-voting. although the 
SEED FunJ may have representation in the Board. 

(e) the preferred ~tocks is convertible to col'MIC"n shares, 
in the event of default on the guarante"?d dividend rate. 

(f) upon redemption of the Fund 0wnPd preferred shares by 
the entrepreneur owners. the prefer:-ed sh~res wi 11 be convertoe-d 
into convnon stock. 

I The purpose for these features are as follows: 

I 
I 
I 
I 
I 

(a) The equity instrument is a pref~rred share in order not 
to di lute the ownership and control of tf1e ~Jwner. Manv of tt1es1:> 
SME's have a small equity capital baRP rel3tive to th~ capital 
rt"quirement of the companv to h~ infused hy t.he SEED F•md. He=-m~ 
irfusion in the form of common st.ocl:~. will di lute if net 
effectively take-·over t.he ownership and cnntrol of the company. 
As pointed out earlier, dilution is a ~~nsitive cultural c1· 
bet~avioral issue that in tile past has caus1;d entrepreneurs to shy 
;-Jh:l'.f from venture cauit"ll offP.rs if onl·: to presf'rve t.hei1 
1mnership and control prer)gativ~s. 

. Entry in the form of preferred shares likewise avoids the . . 
t.11~1rny 1ssues of valuation of common st.ock par values 3nd 
g.~odwill in order to place the value of the capital being infused 
uy the SEED Fund. 

(b) The guaranteed dividend rate in pffect guarantees ~he 

I investor at least a minimum rate of r~t.urn on his investments 
approximating market prime interest rates. Currently this may be 
set to about 15 per cent. At the same time, the guaranteed 

I dividend rates, gives the entrepreneur a performance target for 
which he is accountable to the investor, fa11ing which the 
preferred shares are converted to common causin~ the take-over of 

I 
his enterprise by the Fund. It is actually a minimum demand on 
the entrepreneur since, the fixed dividend rate is even lower 
than the interest charges he normally pays for debt capital 
(backed up by securities) that he is using. It is only proper I that he at least pays the prevailing cost of capital. 

This imposes a se 1f-regu1 at i ng mechan ·. sm that wi 11 ensure 

I that the entrepreneur will exert his best effort to make ~he 
company earn and utilize th~ invested funds to the best interest 
of the company so that it can generate the guaranteed dividends 

I 
of the Fund and divest the investments of the Fund. Hence besides 
providing a guaranteec.f income return, the guarantee becomes an 
instrument of control for the investor without· having to be 
present day to day in the enterprise's activities. 

I . ,, 
enables 

I 
I 

he prof it participating r~~tur~ of the preferred shares 
the investor thru the Sf.ED Fund, to gain investment 

20 
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r •?t.urns that are higher than nor·mal intnr est rates. and th1_1!" 
j•Jstif)' the risks that he is t::tkin9 in i-t1i·~ unsecured investm•~nt. 
It. is thru this p:-ofit na11~icirrnticn th-"'lt !h0 Fund/investor wi 11 
t•~llize its objectives or gen~r<tt.in9 U1~ lovPl of returns ~h;"lt. 
'•'"''ture capital make~. lhru this fe;;ttJt e. the Fund hopes to 
tfqmonstrate to invest.·:>r!; that investing in growth SME's is :'l 

pr ·jf i t.:tb 1 e proposition """ cause them to invest. in Sl'4E' s thru t.h 0 

~~r::;o Fund. 

In Sect ion I II. O. f n::mc i a 1 s imu 1 at i·:·ns are und~rtaken tn 
<-Hl-\lyze the levels of 1rivestm~nt returni=: feasible in grr)wtlr 
c:•;mpanies. The results ::how r·ates of return ranging from 30 t•) 
r.n per cent return on capital infused. The~e rates of ret•Jrn ar~ 
f ·~-:ts i bl e· because these :we growth companies where the capita 1 
infusion is exp~cted to qencr3tc sales eY~ansion, while keeoin~ 
financing charges constan1 which is usu~lly quite high. 

(d) The divestment provision givP.s the entrepreneur the 
necessary assura~ce that the SEED Fund investment is interested 
only in generating returns and not ownership or control of his 
enterprise. At the same time, this gives the entrepreneur an 
added incentive to work hard to enable the company to generate 
enough income so he can gain back his original "freedom" and 
remove the threat of take-·over. 

(el The non-votinQ feature of the shares is tied to the 
philosophy of the SEED Futtd that the entn:·oreneur-owner should be 
given full autonomy, full support and full accountability for his 
decisions. This philosophy is particularly critical since there 
is a take-over prov 1 ~,on in the i rwestment agreement. 
Representation in the Boanf is only an instrument for monitoring 
since the Fund representative is there to help not to intervene. 

(f) The preferred shares are convertible to common, in the 
event the enterprise is unable to pay at least the annual fixed 
dividend rates. This is the primary instrument of control of the 
Fund/investor over the entrepreneur and in effect serves as the 
surrogate for hard collaterals. The dire consequences of losing 
ownership and/or control of the ~Jmpany that the entrepreneur has 
worked to build up is the best incentive to push the entrepreneur 
to perform and do his best to pay off the investment and 
eventually remove even the threat of take-over. 

(g) Conversior1 of t.he preferred shares into common is the 
mechanism for building up the equity base of the under­
capital ized enterprise. This is to ensure that the SEED Program 
accomplishes its objecti\~ of "equity dev~lonment", &nd remove 
the constraint of under-capitalization that prevents the growth 
of the enterprise. In this way, when the SEED Fund investment is 
redeemed by the entrepreneur, the carJital stays with .the 
enterorise and leaves the capital built-up by the SEED Fund with 
t111~ enterprise. 

·, 
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~. SEED rJIJAIJCIJ\L surrrnn IU:CHAIHSMS 

Aside from the m<lin inv~c:tiblP. r•nl't. there is "' ni:-~rj '" 
c..ir·ovid~ for financi<'\I conu~onent.c; within Uw SEED runr:t to !;~r·vir:o 
i:.r·itic~I needs/concern~ ·•f in-.•r:>:;tnr-~ ;,,,.,tho F1111d .. A~ ::t ri:-~11!t 

of th~ "suppl~· co11sid.r:it ·1t~ic•11~·· nf '"" f·11,·J tSectir'n I.Cl. '"'" 
p·u t.ictJlar fund COlllPOll"''': ,,,,,,.,, t.'l b•"> :1dj"'"' •I lt' tit•.• i•P!P'".d it,1,. 
i111tdS ill •.H·der t.o 11t·•(lili~--. (JI i· • .-:\~.<' i11 .-.. ~···1!'" l11 tit' Sl=r-0 f•111·I 

c :il t.hE> Guaranty R•"='·-='' .-'": :111d I Id t.:,.. I. iq111d1 l.:t <..lt E "= 1 
: :"·:· han i ~;m. 

~- GUARANTY RESERVE 

Th~ function of !1n q1n1·::u1t.v t "· PJ ':•'! is f.. "' ''• ·. 

'•11ser•.r:itive privnt.n i11·Jn<;t.01s "lll i11·;•.11:i11· ·~ ~ch.omp LP p~1 t:i,l I-.· 
•·r ·,fully guarantee return •.·f '-'•" pritP;i1·::il "f t.h~ir i!i.-~~U.1<>·~1· .. 
\·!i·1ile this fund comporwn:, i~ ""'· n~u!~~'Hy t.•.~ suppo1 t ri.;v.o~·lpmn•d 
r• inds c:ontr i but.ed to th•> ·~FFD r1111d !'> i nr.:-~ I I 1PS"' ar,."? r '?;:l•.1·: l n t. 1: , .. 

tire r·inks, this Fund c•.•mr.·•nc:>nt i~ <'\dd<:?d 111 order tP ov~rcnm~ 1.1••· 
t r:=td it if.,na l conserv<i ti ~m "f Phil i pp i 11·- in' i:>S tors :md t:.heu•t· .­
"'-'IJ i 1 i ;:e p1-ivate inv~~st ii•'" f111H.I·-; Lo S'll'P"' t, the SME !3~·::tor·. 

It is evident tha:. t.hi;- capit.al 1..:>rt•.1i1·E>ments of the St-fF' 
s~·:tor can not be all pro·:ided bv governmental or ODA funds, an~I 
~o one of the principal objectiv"?s of the SEED Program is to g~t 
the private sector to contribut'? their savings and channel this 
t.o the needs of growth ent,erprises in the SME sector. Since there 
is an inertia of conservatism to be overcome, there is a need to 
gqt pr-ivate investors ''' try out the SEED Fund investment 
of fer i ngs and gain a t1 ::tel r er:•ir d ~,, l'>.-i:per· i "?nee factor. which may 
ri?quire a guaranty pr·ovision for them to venture out. 

Since actuarially, investment fai lurP. in growth companies is 
a low probability, the provision of a guaranty mE:!chanism, serves 
as leverage to bring in acldition~l inveAtible funds in multiples 
of the inverse of the default factor. This is a particularly good 
way of extending the benef 1ts of grant or r,:mces~.ional loan funds 
contributed to the SEED Fund. 

It is to be noted that use of the guaranty fund to support 
investments must generat-:' a gua,.antee fee, in order to maintain 
t.he fund and generate ar.:fdq.ional reser·.,.n f11nds. Inve:;t.ors asltinq 
for a guarantee of ret1Jr11 on thi;!ir ,_.ri11·:::ip:tls will be levied a 
guarantee fee. 

b. LIQUIDITY FUND OR F.XIT MECHANJ~;r.1 

One of the ch.'3ract.er isti~s of pr· iv"l1.~ 1nvest.ib1e funds 1~ 
lhat it is reluctant t'' h=• locl<f'd into 1n iih·estment unable 1,n 

l1qu1fit:>d, narticularly \·111"?11 ~llP.rn::tLi'.··-> 11•"f''Js or· <>Pt>~•rt1111it.iw·. 
1.·,, cur. There i:3 th"!refnre ;\ ll'?""cl t:.n pt·'"· irlf' :tll n:v:it m~r.h:-t11i,..:•1 

"'"~ch enables itl',restors tr.i f iwl :1 rc.rndy 111:11 h?t, or bu:.·er· for tlinir 

22 

• 
.1$4 ;tO. @:a: ·'· · l«;I"'. . ... . 

.J..... .:. ..... ·.I I .! •. !.iii .•.•, 

-~;. 

~~~.~~~--~~~~ 



I 

1., ... estm~nl~ in th 0 '::EIP '11110. lhi~ i!'! 1.11•• r1·i11c1p:1f l•11vti":i ,.f 

tho Li'lUiriity runrJ. \··hi-" wi 11 PIO'JirJ•· ,, t.:1J:.e-out ·~~:fiPm<? fr•I 

I 
111vP.stor·s wanting out. in .. •ll~\dn1·.-::it.ir.1t1 .. r :• ~~r:rifl•" r ....... _ '" '"" 
:1h~enc'?. of a st(>ek m.u I'-'' r .. r t.110 ~;t-U: ·~~··- ! ··r. in p:lrt ic11l:l1 f•" 
th~ SEEO p1·efer-r-erf ~t•_i· 1. !nldiP·t::. in q1···w:1. ~t-1E'!S. thi~ liq•iir:til / 
rrtt'~:hanism will servP a·:;.~ ~ub~tit.utl'! n•'lrl-·.··•. 

I As the SEED Fund ':Jri:-.w-:. :md g:t in~ m<~r·e <l?-"IJE>r 1 enc~ .:'lllr1 
diversifies its holdings. Uri? Liquidity Mc.~chanism can b~c:ome mc.H<:> 

I 
C()mplex arid be9in to fun•:t.io11 ;t<; :t r1?g 1.ll<'!1 m;\r·ket for· SEED Funr1 
lio 1 dings. The e:v:per i ~rv.~e •:J'l i n<:>rl hco>r e ca11 h•ad to the evo 1 ut i rm (1f 

the SEED Fund into a mut1nl f1.1111t fnr qn•w•.h St-1E's. 

I 
c SEED Pf?OGR.L\M COSl S Mii' PF fl_IPlf<; 

I 
1. PROGRAM COSTS 

I ThP pr·incipal cost-; ;•f srro :ne tlir· '•!" fin:1nci:'\l m?.ch<tni~mr.: 
!l<; described abcvP.. mut u .... Pl~VH:lnt !>llJlf'~H I. c:vst.em f.:>nsi~tina r1f 

the Proqram overhead an•J i·_!l,,,. •::'•~n-;11 l tnnc. r1111i1 for t.he Fnt.erpr i ~n 

I Ru i l ding Service~. Wh i I e I h,:>r..~-' ::\I ~ cq~; ts. ~ ... r:or:>pt i 0r th~ Progr am 
ll'::tll3gement overhead. tb~ ·~l~·m~nt.5 "f tit" r'r•,ar·:tm/cun=-1 ::\,.,,. 1·or:>v-;>11•1r. 
tl•~nerat.ing as wP.11. ltPtl","' \·1hil"" r11w's ·""''"" .anrili"•J or m:td-<> 

I 
:~I located for the gwu :lll' v n?~~,.,.- .1P <lll'I t.lr'· l iq11irJit.y m·~cl1<l1~i~=t•. 
itiese ::tmounts are not '?"t">n:f~,,. u11t_.il '·""~'- i--: an <'!c!.11~1 dP.f1ult 
•.in principal or exit or i11 '"'s•_mr>nt. rPsp•'r:' i·,·"."1·1. In th~ m~antirt•"" 
it ~enerales additio11:1l 1e·.,.,1111r~·=- thrr:u·1l1 its fPe!"- and frn1•I 

I ''"':er· acting function wt. i d1 mo~ i I i ;:~s ad·~ i ! i on::i 1 fund i nves tm.::?11 I --: 
i'!tO the SEEO Fund. 

I 
I 
I 
I 
I 
I 
I 
I 

Jn the same W<I'.·'· !"1111dr: <tr<=:' I·' I·<? "lll0rRl("! fr,r· t.l··--

"''tnrpr· ise bui ldinci , -~•fli'"'''"'"' .-,f th0 rll'I'' · The!;e ;unn·mts :')• ,, 
:>!located to suppor·t. m;;i11'·; tl1n ':.P•.hni•.:ll , ... ,.,-ice~ (•f •:m1s11lt:l11!· 
11li·) will impr·ove t.he (.ll)U.l"!li<ms or I.he co>•lf0rp1·ise <1nd quido ii': 

t_..-ansformation into a qf"'•\11-.h c,11,,p."'\ny. lh""'~ .clre services whfr!i 
Use enterprise recipient ""uld t·nvi:> t1:-iid f· r on it,!: 0wn accc•m'. 
""_..,,, in th~ absence of th" ;-.ri=n Pr···ur·."'\rn ~m W'r t. s..-st.t:>m. '"~ ·::11. Ii 
;·,.,<J i:?:i<pP.nrJituro.s f•·r· iirn'.'"' ~~cr·.·iro•c:: ~lir·•lld tu"' p~rl.i:llh· 
r "· .nvcr·i:'d t.hru fee~ ch;l1··:i·'rl t.o I :in nnt.~,, 1>1 i ~o for t t·,f:•r.r? ~"''vi --.... -c . 

.-.. norni,-.r; can b~ achiev'?'1 In· c•.11dur t~11y w·r L~~lions er :;'"?rni11:tr·" f,_., 
Ur·:•. ent.reprenPurs anrl <>!"f ;;_prs nf t.IH~! SFF.11 :\Sf: i::;t~d r.c:m11.:=tniP>. , ..•• 

•:,r·ious aspects of e11t~rp1 i~e h1ildinq. 

t-tonce of the totr-tl f"11nding of t.h~ srrn Proqrelrn. nni:>r;i•.i11'J 
<•:·~ts would range from fi-_'P. ("·\ t.11 t.f'n c1n1 l~~r cent <:On"ir..•,irl'J 
ri11inly of the c:o~tg of m:.11:iginc1 anr! :lrf111i11i:.t.~1·inq thP rroar;m .. 
lliis would include e.Y.µ"11rl:t1.wns fnr pf!i···· r~nt.<ils, f11r111t•HP., 
pquipment, and t.he 1 il.11. Thi'". pP.r·r.r.·11•·.aqn dPr::rease ~~ t.hi:> 0rFP 
r-und grows higger. lite tial<l11Cf! pf t-.f1P r·11nd would all be fm 

revenue generating u!>e~. 

Con~idering the sil.P. of thr> SMF r;cct.01· -- accounting for 



• 
I pt?1· cent of industrial P~~:·.:<tbi :~hl""'-'~ll~: cPt•">ir1"'rina fr.11 ther· 

:tmount of P 3 billion 1~11··qnti·;f~d lP"n-= 111 1~~6 \.,hid1 ~nrv'i'~ 
:\II indicator Of the am,_•!lll' •·f ,,Uif..al l'"l'lil·Pm~nts or th<?. gr•n.,fh 

I 
SME's, t.he SEED Progam is 1.:lrgnfting" Pt•11• f-tillion tol~l pr(ljl'>•·.1 
cnst or $5 Million te i11t.iat.':' the SEFP f•md durin9 1.h~ oilt•t 
l<v.mch stage, and '1bottl. 1-~"i Millinn t•• rJ" t.hP commerci<ll laun•:h 
of the Fund. Accordinql> thP O:::f:fO Fund cnr.t.~ will follow th~ 

I ~-tn1ct1ffe discussed ::tht.•·!P. 11.c>nr•.,. fnr :i 1-"' flillion (pil·.''· ~t.'1•1r>l. 
and a $25 Hill ion (Pp•."'l:li tnq !:l:tO") r1111d. I.I\•"> Progr"'"' l!'<;L;. ;11" 
., .. ,;~imatt:>d as follow::: 

I 
I 

' F ([) f'Pi_ Oj"_;n.l\ .. t f • 1-; 1 ·~ 
( l_I': 1- H i I I i 011 I 

I 1. lNVES TIBLE FUUDS 1· ~. ; ~· 

I 

I 
I 
I 
I 
I 
I 
I 
I 

EQuity Investm~nts 

Transact i ona 1 Fi nan".': i :1·1 

F !NANCI AL SUPPORT f4ECUAIH SM 

Guaranty Reserve 

Liquidity Mechanism 

3. PROGRAM SUPPORT SYSTEM 

Program Management 

Enterprise Building 
Services 

TOTAL PROGRAM COSTS 

~-0 

.75 

.5 

.25 

.25 

. 15 

.25 

.50 

$5.0 H 

• 

nr i=r.o\ T Jr ·r; 
S 1 .l\'.::;F 

15.n 

3. 7~ 

2.5 

1.25 

1.25 

3.75 

t • 25 

2.0 

$25. 0 .. 1 
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fhe f in:tncial 1 •t~ ,.,, 1 ·. n t f..-, ... , I I• ~ • "1ol l <:: (n m-aint.:'lir; II··· 

· 11 i ti a~ cap it.al -=rH.ln\11:1•~11 · --·net r:: ll· :'.\ I l1n r. ,, I tffOW i 11 t_ \·;·· • \"I~ y·-;: 

I :l ) Fund nf' t.llf I 1•-: ' I .. m i I •: Jiwnr. I ii', . .,. r· llld5 :ltVi 

·:upo1·t t1i:>Cha11ic:::ni5. r.-J 1 "Ulll'.I p1 1 ·je>1 .I•: !I•" ~llllll:tl l.lr>d 

·•tlJI I\~ fr·om the;,.(' run•i ->m('•)llO!ll.t:: 

ruui ty Invest.m<;'nl-; 

r r ansar. t. i ona l r i t!-111· '110 
'II I · · -:r. pe1· ". •;:>ll i_. 

Guaranty Reserve 3 tu 5 per c~nt. 

Liquidity Mechanism 5 to 10 per cent. 

r 1n:'ltl': i, I 
r :t '-'"' ·-: - , 1 

Ch) Additional Fund Cont• iflut.icn~ f1 om investor-s whr) ma\' t•n 
attretcted to particip~t.r in thn Funci l•ncau~o of th~ 1-et.11rn!": "" 
;rwestmt:!nt.c; offer~d h.,,- 11.,.. ~i:r:,-. r: 1 mr1 :1~ , whnle { i~.. ha~~rl "" 
i t.s to ta 1 oort. f o 1 ; o) :tnd t ltn 1.i11 ·H .-p1 t PP ltH I I i qui ti i t. \' f f'>Cl t-.1u-p~: ,,f 

1.11~ irwP~hnent offnrin•J. 

I\ 11 Ure returnc::: ""·ll('I .,t.~'1 hv I.I•-"' r.r-EO 
11~0wi~d bar;k in order ,,._ P~l•"'lld thP. h 0 11·-.fits 
"1111m'lm~nt to more ente1 n• is~s in t.he ~t-tr r.•'r.tnr-. 

F11nrl 
of t.h~ 

'"' i 1 I I!"'.· 

init.i:tl 

The rates of rnt11r 11 r1•1Pt.e:1 h~r ,, ~· (' ba~ed llll \'lh;:it t~. 
bo.1 ievP.d to be reason:thl•"' fe•::i t at.~s bi:>!~r·d 011 prff.t:i i 1 inQ m<trl "'' 
pr ices for similar fina1Li"'ll <::i?rvic~f··'""'- :11~l adjustment~ on th~ 
1 isk factor since t.hesP nn:! llflS'"'Cllri;od in\·.-.-~f.fl'l~nts. lhi~ guide I i11~ 
'."'pplies to the trans<-t1 t .• i·•11:'ll finm11:i•11:J. 'J•tr'lntee. and liuuidit,. 
nr e~it. fee. The return •_•:i eq<!ity irw'?c::-t.mnnt.:; is prl'>mised on th~ 
•.vpir.al financial st1·rc;tur,... ~ntj p:u~rn'?t,~rs fnr 311d St1f: 
{'nt.ennise, and nin-pul...., c.tn th~ imro:v.l nf 3 sal-=s growth 1··11 
r •? t.urns to the en tr ~JH"'"'n~· 1 r anr1 th-.:- r-und. 
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0. PROJECT INVESTMENT RETURNS 

To estimate P•oject investment returns. a series of 
financial siMUlations were undertaken. utilizing alternative 
financial structures of a growth SME enterprise. The financial 
runs and charts o{ the results are reported in Annex A. Following 
are the financial parameters utilized: 

The analysis is ba~ed on a financial profile of a typical 
growth SHE with parameters as follows: 

Assets 3.0 M; Eauity -- .SM; Loans -- 1.5 M; 

Sales 4.0 M; Net. Income Margin -- varying 15X and 20~ 

Amount of investments of SF.ED infused into enterprise- 1.0 M: 

Preferred dividend rate - quaranteed f iJCed rate of 15 X plus 
varying income part1cipat.ion rate w1t~1 common stocks varying 
frona 10,20,30,and 50~.; 

Sales as a re~ull c•f infu~ion -- m:vJ:! to vary from 4.0 to 
6.5 M in increment~- of .5.M, or 12.5·~ to 62.5 X growth. 

The two sets of sir.1•Jlation s~ek.3 tn establish the level ,_..,f 
')rowth in sales that mw.t. be ::tt:t.ained bef~re the returns on t1·.a 
:·F.EO Fund ;nvestments acJ,ieve tlie targ~tt'?d !"ate of return of ~-l 

least 36 per cent. 

Parameter 1 is ba=:;erl en a 11et inr.tYn-:· .-nar·gin to sales rati,.r: 
,_.f 15 per cent. Th'E! di'.' h•~nds <.>11 JJrefer·rpd shares is made to var :.­
t.hru its income partic:'"'ation rate at~ 1(•, 20, 30, and 50 w:r 
'~f:?nt for runs 1. 1 to 1. 4 r espec. t. i ve 1 y. 

Parameter 1 run 1. :· (see Chart) sh•Y-' t11at sales must 
h:t almost 50 pere cent from 4.0 to 6.0M, before the SEED 
yfelds an investment retur·n of 39 per cent for the Fund. At 
r.ame time, it is only at that level that the entrepreneur is 
to attain a rate of return of eQua 1 in abso·1ute terms to 
income prior to the fund entry, ie about 564.000 or about 
JJercent on his original C!Quity hase. 

grc·~ 

fund 
the 

able 
his 
113 

In short, while capital infusion results in bigger sales and 
net income, absolute returns to the entrepreneur suffers until he 
is able to gain an incremental sales equivalent to two times the 
investment infusion. Of course while his incomf' rate suffers, he 
gains in terms of being owner of a larger scale operation which 
will ultimately return to him. 

Given a higher net income margin of 20 per cent (parameter 
2), a rate of return of 37 per cent is achieved with a sales 
growth of only 10 per cent, assuming a similar preferred dividend 
rate of 15 per cent fixC'd and 30 per cent income sharing after 
prior claims. Simulation rund 2.3. 
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This serves 3S a guide in m1t.~1nr-ise selei:tion: t.h::tt 
t.he program should targ~t firms with :tt le:•st 20 per cent 11€-t 
income margin and that it should tar·~(~t a 15 percent f i:-:ed 
dividend rate plus a profit sh~re of abo11~ 30 per cent in order 
to generate at least a 37 s return on SEED •s capital infusion. 

This also serves as nn indication •>f t~h.,,- feasibi lit.y and t.hf:! 
r.1•.1Lua 1 profi tabi 1 i ty of tht=:> SEED i nvn :t.ment for both t.11•:­
.::•ntrrepreneur and the SEU' Fu11d/invest.<.1~. ";i111tilati011s 2.1-~.·1 nrn 
interesting in that it. sho\.,".; :-1n ln•:r 0 "15ing ret.ur·ns to th" 
'·ntrepreneur given a•ty i ncr ~asP in ~=11 •" -~. Hence at a 20 p::.t 
11nrgin, capital infufiicn will lead t.c a ...,;n--win siLl•ation f.:,r 
~.-_,t_h the entrepreneur and t.he ~!:-Ell Fund it1JPSt.or. All the Cl·a1 t.-: 
indicate increasing 1·e1 urns fur both U10 entrepreneur and thr­
r '-'"d investment as a r-e~u l t of th~ sa l ~f; increase m::11fi:- pos~ it: I•"" 
I-~· the fund infusion. This means th.,t. •.Ji'."~n the right fina1'<.: i;l I 
•. r··eteria and that pr-ovid•·d the investment. 1-e~ults in an increa·~e 
in sales, the SEED r·u11rt investlll'!nt int.o the enter·prise wi 11 
n.trtual ly improve the r~?t.lrr-ns to the Fund nnd the enterprise. 

This proves that. the SErO Fund ittJP!;t-·ent is 
;nvestrnent proposition in thal g1ven t.he riqht 
parameters. the· investment r·esults in a favorable 
return for both. 

a viable 
selection 
financial 

A second set of simulation undertaken is the break-even 
analysis. A rate ~f return of 35X is targetted for the Fund. 
Given the enterprise's earning performance of 15X and 20~ net 
income margin alternatively, the simulation run examines at what 
level of sales ~s the targetted rate rat~ of retun achieved for 
t.,e SEED Fund and what haopens to the sharing of income, between 
the entrepreneur •• 

The analysis shows that given a 15~ net inocme margin, the 
the Fund's targetted return of 35~ is achieved at a sales growth 
of 13 per cent. At this point the Fund will require a 52- 48X 
income sharing in its favor to secure its targetted return, and 
the entrepreneur suffers :t drop in his absolute income share from 
a 1.16 return on eQuity try .65 return on equity. As sales grow by 
50~ from P4m to P6m, the entrepreneur's return on equity goes to 
1.21 and the income sharing to generate the 3SX Fund return is 
37-63X between the Fund and entreoreneur· H!spectively. 

Given a 20~ net incorrie mm·g1n, the ta1·9etted return is also 
achieved at a sales growth of 13 '.\but the income sharing for the 
entrepreneur is improved to 40-60 for t.hE> Fund and entrepreneur 
respectively, with the entrepreneur earning a 1.06 X return on 
equity compared to his origianl 1.16. Given a 25 x sales growth, 
the entrepreneur's incom•:! reaches a 1.~9 '; rPturn on equity and 
Lhe Fund will share 35~ of income while tne entrepreneur's shar·e 
iG 65X , to generate the Fund's targettPd rate of return of 35~. 

This indicates th~· vi:1hili1.y rnuf prof•t.1hility of the rund, 
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provided that. the inVAS1n~nt i!::. infu5P'1 in growth 1::om1>anio.~. in 
t.hat the investment dc,.~s ! esu It in an i nr r ··!a~'? in i ncom£>. 

•v. IMPLEMENTATION PLAU 

The fol lo~in9 im1:ilr:nient=ttion scen'lt io is based •.ln a ~P.r' 0 "'." 
,,r discussions with b:.y instit:1tions w .... P will play a s\gnfic;:mt 
n.>le in the realization~ f th~ Prograrn. Pit.her as spon!;,)rs. t.~qn, 

::l.3yers or approving authorities in pr-3gr.'tmming of develo11mf'nt. 
r-1ihding. 

The Implementati•"n Plan covers two basic a·mects: U1-;• 
runding· and the man.::tg~·ment of the program. Neces!>arily the 
'.flStitutional set-up to under·tak'=' thes~ t."'o aspects are int'~' -
i inked. and have tQ b• · de!": i ~med ac.-:m ding 1 y. The fo 11 owing 
(;onsiderations have to br- considered in formulating the strateg)' 
for the Fund Sourcing Plan and the Pro9ra111 Management. 

A. STRATEGIC CONSIDERATIONS 

1 • SEED PROGRAM spcit-ISORS- -

The strategy of implementation tal~es off from the status of 
the program insofar as the institutional suoport that the SEED 
Program has obtained at this ooint. as \1-:!ll as the concerns 
expressed. 

It wi 11 tJg noted thilt the SEED Progr.:\m has undergone some 
evaluation process in the past and has been favorably endorsed by 
the key governmental age11cies involved in t.he programming of ODA 
funds ig., the National Economic Development Authority (NEDA) and 
the Department of Trade end Indust.ry CDTI). As a result NECA had 
endorsed the Program first to the Canadian International 
Development Agency (CIPA) and the United Nations lndustria· 
Development Organization (UNliX'). The bid for CIDA funding was 
not favorably received bE-cau~e of the agency's policy not to get 
involved in equity investments. This preliminary response 
indicated that while tl•ere was a general recognition for the 
innovative con~ribution~ of the Progra~ and a crticial need for 
the Program in the SHE ~ector, there was a need to clarify the 
program design and the n~ture of the Fund. It was also felt that 
there was a need for ;;n international development agency t< 
participate in the appr;-1 isal of the Pro~H"-lm and subsequently in 
soliciting funding support fro~ ODA snurc~s. 

It was at this point that the UNIOO took interest in the 
~EEO Program and haq provided the technical assistance to 
:1ppraise the Program in prep.:.ration for marketing the SEEO rund 
to local and internatic·n<'l furvJing and sponsoring entities. 

·, 
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I It is for this purp•)~·· 1.h~•- :.lli!• ~t.•·d·-· fi:;<: be~n rir..,.p;\red. 1~1 

u, .. course of which t.hP insr.it.ul.iurnl ·1·1:ingemE>11f.~ for U1·-­
ir.1nl~meutation cf t.he !".!Tr• r''"t'."""' """~ ,.,,,.n defi11<?d arid th-· 

I 
... ,;.port of lead instit.ut.i .. n·; !>C?••ffrd. 111·' l••·v 0 lr>pmPnt. P:\!11~ <1f u,.-. 
J'Ji ;J l pp ineS • the r>r PIQ j .. ,. (If tv'~lflfltE'rtl cjn\·~ Jop~nt hanJ-;j ri-:t 
,,..,Li tut ion of the Phi I ip1'ir1cs h:u; ~nrnnd ''' ondertnl\e the 1-?.:-\-t 
in -.promoting the "fin:..n1-i11q "' ttm ·:FrJ• f'rogr-;orn \·:il.h t.h-· 

I ., .. isl.anr:e !•f UNlllO. lftt' F• n110111ic· l>•· ... ·~·l·•nm•·• t. fr>uncf~l.ic11. ~1nn ,,r 
:1, .. oldnst private d('vel~'f"''•"l•L iri-;t.it.ut.i··11 ::1·: li~"'11d·::P "l'flf'"d I.·· 
1 ,·"' UtP lead in dc::.>vel-:m·110 fli(' ,,. i\•."ll·.., i1 !;l.it.uti<.'~• 111~1. wi 11 I •·•·•··~ge IJ1e SEED Fund amt p• ···•irl 0 r.h~ J" ._,.,r:n. •;111>Port sy~t~m. 
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.. ,. HARKET BY OOJNG 

The p~ oneer i ng natu,-,e 1 •f th'? SEED "''''·' i 1 v f i r.anc i ng :tppr·oadl. 
,, .. ,,;.ire!;". an equally =l''"'Ps!·:.ivn dev•!loprn"'nt lead~r-~hip a1irl 
'·"'""'i tment to chall'tpion I.It i <- inn•)•:at ic:-n in •h·.1r l opment. f inane inq 
, .. , the SHE sector~ Ther··:- i!": :.i n-:-•!d ff:.•r· a n~1tible le:id~r of t:tw 
f i11.mcial sector to ta~" :· le<ld in sr:-r:-m:•u i•l'J SEED in orr1er t:o 
•IP11'!U1strate the effecti .. •ei "!:S nr th~ si:t n :mproach and o'lercon1<> 
u ... traditional conservat.i: "'of tlie Phi ti111·i11•• fin::mciat sector. 

It is realized that~ new p1ogram <·:m·:•1r1t can be discussed 
mul analyzed a priori endl('·!=:sly without pn•ving anythihg. What is 
ffo:tlly needed is sufficfr·11t. omvic:tion to invest some funds lo 
try out the program. Thr DBP leadership h:is strived at this 
o:onc lusion and at the time of preparation of this study, is 
ur~J1arin9 to present to it~ Bo~rd, a phm t.•> :.il1oc;ite a tar9et. 
:11nnunt of P50 Million or ~bout $2.5 Millicm in or(f~!"" to laur1ch 
th') SEED Program on " pi kt ha~ is. OBP h:1~ .,d•)pted the stratE>gy 
f)f marketing p.articir>ati(n• iri tho SEEr. r1md to pro!;pecttve ODA 
donors and private institutionai fnvt?slc•r!>, •~y demon~t..ratihg it1; 
con\'iction and the worl:ahi 1 ity nf the si:rn financing approach 
thru an actual investma11t. 'lf funds and ciaining a portfolio 
~xp~ri ence. 

3. NEED ~OR GRANT FUNOS 
.. , " ; 

The nature of the funds t<l bP. souri:nd ro1· the 3(El> Program 
is a cri_tical issue beca11sP it nffects thn -.,iahflity ot the SEEC> 
Fund. The Program Support. S:r~tem and th" financial t-t~chantsm$ 
n'?P•f to be supported by Grriflt fu11J :;uurcf!~;, \·1hiJe the lnvesttble 
F•J•H1s can be obtain~d in thE> fc:">rm of lonq t~rm coricessiona1 
I 1>ill1S. 

I The SEED bid for graflt funds i:; ~omPtimet misunderstood 
h1v~:-iuse it is argued tha ~ the SEEO Fund r:eems to be high 1 y 
,,,..,fjtabJe and that gr;mt f•mrls n,.e g~neraJ l~ not progt·ammed for I ' "vmfue generat t ng progr 3m·;. 

Threo points must bi:- c: .. n~id···r·nJ: ow~. 111'1 initial ~ndowmPnt, 
the SEED Fund ts a kind of i11rr·a·str••• t•11t:? which P.~t-1blisfi~~ I'·" 

I 
.") 
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It.he vehicle, the foundation for investi:>le funds to 
capital market llKichanism ror the SME sector. 

develop a 

I 
I 

Two, the earnings of all OOA sourc~d funds utilized for the 
SEED Program wi l_l al 1 tie plowed back to the Funri in order to 
extenci the benefits of th"? initial endowment to the SHE sector. 

Three. it must b,~ rea ~ i zed t.ha t. ti•·~ SEED Fund requires 
~ubstantial infra-struct•aral c.:,,sts in terms of the program 

I 
support system and the f i nanc i a 1 mechan i ~ms that have to be in 
place before returns are generated. If thP.-;e cost are t.o be borne 
by the investible fund:> as well, this mna11s reducing the returns 

I generating portion of the Fund by 25 % which wi 11 bring down 
.::tverage Fund returns. This will bring up the hurdle rate for the 
~verage return of the Fund oortfolio t.o such a high level that it I may no longer be f-:a~il•le to achieve. 

Failing this, tl1e ::_;EEO r-u11d will r:'.-. hr:- able to aclti.;:.·· 
r-:-turns that will motivc:Jte inv<>stors t.o Participate in the Sri:!' 

I rund. The moment the Sf:EO Fund lt>se~- it~ market viability •_•r 
L•:-ofitability, the sust.ai11abil ity of an e·1:dt:y financing facili~ y 
i-~ lost and will fail in iL3 <:>h_jective 1.c• •:r~ate a l'."aJ•it<ll m:ul-,-.• 

I 
;,.r the SHE sector. ti··-·nce it is t:·~·;p.,!~ial that U1° infr:! 
·;T_.ructure requirements if thn SEED Fu11d ··ec:eive grant fund1r··i 
'_ 1.ppor t from ODA SOlJrCPS. 

I 
I 
I 
I 

-. 

4. SEED FUND SOURCE 

The SEED Fund strateqy for sourcing must be reconciled 
t.!ie characteristics (1f ~ach fu'1d sourc.e. in order to tap 
effectively. The SEED Fund wil1 seek the following sources: 

with 
thP.m 

a) Program Sponsoring Institutions-- Given the pioneering 
nature of the SEED fv~ding approach, the most effective way to 
launch the Program is for a credible financial institution to 
champion it by investing an initial fund to demonstrate its 
viability to fund contributors. The DBP has initiated the process 
of undertaking the sponosorship of the SEED Program by 

I 
considering the i nvest.ment of an i nit i a 1 fund. The fund could 
then be leveraged with other smaller funds to gather enough 
institutional base support. The initial fund willbe limited but 
should be of sufficient size to be a viable pilot. 

I b) Funds for Non-govP,rnment Organizations -- The Philippine 
development scene is now visited by the presence of international 

I funding to support the initiatives taken by private institutions 
in the field of developmP.nt particularly in the rural areas and 
small scale industry ·devnloprner1t. It has been recognized that 

I 
private institutions (NGO's or· PVO's) single-mindedly committed 
to a development mission have demonstrated their effectiveness in 
development work if properly organized and supported. Their 
private character has endowed t.he;n with superior operational I flexbnity over similarly r.hartered government organizations 
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flexbility over similarly chartered government organizations 
which must abide with governmenta1 administrative and financial 
regulations that have seriously hampered their responsiveness to 
the development needs at the field level. 

In view of this effectivity, the Philippine government has 
officially recognized the role of NGO's in development work and 
has commissioned and financed them as delivery mechanisms for 
development assistance to small scale industries and rural 
development in particular. Accordingly national government funds 
and international funding support both from foreign counterpart 
NGO's and/or Official Development Assistance (ODA) sources have 
coursed some limited funds to be channelled to NGO's. 

While these amounts may be limited, the initial SEED Fund 
could tap these funds to finance the grant elements needed to 
launch the SEED fund. In this connection, the Economic 
Development Foundation which is eminently qualified as far as its 
track record and sponsor of the institution building requirements 
of the SEED Program, has initiated the process of tapping the 
Dutch Rural Development Assistance Program (DRDAP) to finance the 
initial program support and institution building requirements of 
the SEED Program. 

c) Official Development Assistance (ODA Funds) The 
principal source of development funding that can provide the 
funding needed by SEED in the scale required, will still be the 
ODA or government to go~~rnment assistance sources. However it 
must be noted that in g~neral ODA funds will require that the 
recipient institution or owner of the fund will be a governmental 
entity. In this connection DBP will take the lead in sourcing the 
funds from Official sources in behalf of the SEED Program. As ODA 
funds, the national government will be the recipient or borrower 
of the funds which are then on-lent to the DBP for re-investment 
in SME's under the SEED Program. While the national government is 
the borrower or grantee as the case may be, the credit risk 
remains with DBP which means that in the event of default, the 
Bank· must repay the national government which in turn is 
responsible to repay the donor source. This financial arrangement 
has many precedents in DBP's operat;ons and is in fact the 
arrangement currently in force with DBP's bilateral credits that 
it is now administering. On the other hand the DBP has the option 
to handle the funds as a trust fund or use one of ;ts 
subsidiaries as its fund administrator, in tandem with the SEED 
Program manager. 

It is important to note that administration of the funds by 
DBP does not preclude the bank from wcrking with a private 
development institution such as the SEED Foundation as the 
Program Managor or as a sub-borrower of the funds. While the 
funds are conduited thru DBP, the SEED Foundation will maintain 
its role as the institut;onal manager of the SEED Program which 
it will coordinate and undertake co-financing activities with its 
own funds with DBP. 
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d) Private Sector Investible Funds -- The ultimate objective 
of the SEED Fund is to tap the private sector sources both 
foreign and local, to respond to the capital needs of growth 
enterprises in the SHE sector. In short this means developing the 
SEED Fund as an access mechanism to the capital market. The 
market is the final resource base which can respond to the volume 
of capital resources reQuired by the SHE sector. 

However, t~pping this resource base means developing a fund 
mechanism and presenting an investment offering that will pass 
the test of the market. The SEED Fund hopes to develop this by 
first laying down the infra-str~:ctuf'e of this market mechanism, 
in terms of a program support system, financial mechanisms, and 
institution building. After gaining at least a year of portfolio 
experience using institutional and ODA sourced funds, the SEED 
Fund could unitize its investments and make an investment 
offering to private investors. 

5. NEED FOR A PRIVATE DEVELOPMENT INSTITUTION 

The choice between selecting a private or governmental 
character of the SEED Foundation, the Program manager poses an 
issue. A governmental institution has an advantage in tapping 
larger amounts of funding from ODA donor sources, because of 
their preference for a governmental entity to be the recipient of 
thf funds. Utimately this is rooted in the ability of the entity 
to elicit Philippine government guarantee for the debt, in case 
it is a concessional loan. 

Because of these factors, a private institution is limited 
in its ability to access international development assistance 
except for those coming from NGO fund sources or are coursed thru 
some governmental administering body such as the DRDAP Program 
cited. To limit the SEED's access to ODA funds because of its 
institutional character would reduce the capability of the SEED 
Program to be a serious response to the savings constraint of the 
SME sector. The Program may be launched, but will not mobilize 
savings/capital in the scale needed, nor establish the financial 
infrastructure so critically needed by the SME sector. · 

On the other hand, the private sector character of SEED 
Foundation is necessary to the effectiveness and operational 
flexibility reQuired by the SEED program. Government financial 
and adrninistrat:ve controls would make it very difficult to 
respond in a timely and cost effective manner to, the business 
exigencies faced by the SHE enterprise. In contrast private 
entities such as the NGO's, have full administrative and 
financial flexibility to respond to day to day market conditions. 
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a well-known fact of government administrative 
experience, which accounts for the official policy to make use of 
NGO's as the delivery mechanism for providing development 
assistance. Hence from an inst;tutional and program operatior.s 
standpoint. the private character of S~ED is a must to achieve 
its mission. 

Th;s is 

B. THE FUND SOURCING PLAN / INSTITUTIONAL SET-UP 

the 
plan 
for 
goes 

Given the strategic considerations regarding the funding and 
management of the SEED Program, the following fund sourcing 
is proposed, together with the institutional arrangements 

the fund management and disposi~ion. The Fund establishment 
thru a process of evolution, going thru three stages: 

1. PHASE 1--THE PILOT STAG~ 

SEED will be launched on a pilot basi~ with the initia1 
funding coming from the sponsoring institutions, namely DBP and 
EDF. 

Initially the OBP as the lead financial institution propose~ 
to contri~ute funds to be drawn from the Bank's Window Ill, 
which is a special funding facility, that provides loans under 
concessional terms t.o support innovative development 
interventions in the SHE sector and/or the rural sector. The Fund 
will then be set aside for the sole purpose of implementing the 
SEED Program. The targetted amoount is P50 Million. 

In a parallel effort, the EDF as the lead institution for 
the SEfO program support system will likewise seek funding 
support from the DROAP for the purpose of funding the cost 
elements in the SEED Program that require a grant or concessional 
loan source. This ODA fund source will support the Program 
support system and the financial support mechanisms, which are 
the infra-structure components of the program. The targetted 
amount is P25 Million. 

The two fund contributions will be put together as a SEED 
Program fund to be managed jointly by DBP and EDF under a SEED 
Program Office. The application or investment of funds sourced 
from DBP may require confirmation by the DBP Board, because of 

· DBP charter requirements, while those sourced externally 
specifically for the SEED Program will be governed by the SEED 
Program Board. The SEED Program Board will be composed of DdP, 
EDF, SEED Program Director, Department of Trade and Industry, and 
Private SME Sector ~epresentative(s). See Chart IV-B-1. 

In the meantime fund sourcing will be a joint effort, thru 
the SEED Program Office.Each organization will contribute to the 
technical capabilities required with the 9BP concentrating on the 
credit evaluation and supervision aspects and EDF on the project 
generation and enterprise building aspects. 
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This is an interim arrangement institutional set-up which 
will be adjusted when the principal funding for SEED is obtained. 
In the meantime, UNIDO will assist in the marketing of the Fu~~ 
in order to secure the principal funding for the SEED Program 
from ODA sources. Once the principal OOJ\ fund sourcing has been 
secured, the SEED Foundation will be est='lblished to signal the 
full operationalization of the SEED Fund/Program, with DBP and 
EDF as founding members. 

·, 

2.PHASE II -- ODA FUND MOBILIZATION /ESTABLISHt·1ENT OF THE 
SEED FOUNDATION 

Parallel to the pilot launch, efforts will be undertaken to 
source the principal funding of the SEED Program from ODA sources 
with the assistance of UNIDO offices in different donor country 
sources. Once the funds are received, the institutional plan for 
the program will go into full swing with the formal establish of 
the SEED Foundation as the development institution chartered to 
implement the SEED Program. 

The institutional arrangement proposed here provides for a 
combination of t~e advantages of both a governmental and a 
private development institution. This is summarized in Chart IV­
B-2, which shows the establishment of the SEED Foundation as an 
NGO, chartered to lead the implementation and management of the 
SEED Program. The Foundation will source its own development 
funds, from donor sources who do not require a governmental 
entity to be tt.e fund administrator, and contribute it into the 
SEED Fund. For this tranche of the SEED Fund, the SEED Foundation 
Board is the approving authority of the investments or 
disposition of the funds. 

At the same time the DBP as co-sponsor of the program, 
together with the SEED Foundation, will likewise seek ODA funds 
from donors who do require governmental ownership or control of 
the funds and likewise pool these into another tranche within the 
overall SEED Fund. Investments of this fund will be approved by 
the DBP Board or its subsidiary. 

The ut;lization of the two tranches of the SEED Fund will be 
coordinated through the presence of DBP, FDF, and SEED in the 
policy, inv~stment approving board of the two fund tranches, as 
seen in the chart. The use 0f the two tranches will b9 
coordinated, with the SEED Foundation funds concentrating on the 
program sup~ort elements and the DBP sourced funds on the 
investible and fin~ncial elements of the fund. However, the SEEn 
Foundation will maintain its role of program manager and support 
system for SEED, wherever the funds are lodged. 

The team-up between DBP, EDF, and SF.ED Foundation is now an 
often repeated combination in the Philippines for the develoomer1t 
work req~ired on the SME sector. Particularly in the field of 
livelihood ge,,eration or rural development, government agencies 
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have noted their limitations in operations and have relied on 
NGO's as their delivery mechanism for financial and technical 
assistance. Thus the involvement of SEED as a private sector 
development oriented institution is in keeping with the official 
government policy as stated in its National Development Program, 
to utilize NGO's (non-government organizations) or PVO's (private 
vo1untary organizations) as its delivery mechanism for 
development assistance to small scale enterprises particularly in 
the rural areas. It is noted that as a result NGO's have now been 
authorized to receive ODA funds ( thru governmental fund 
administrators) for its development activities/programs, a policy 
liberalization that allows the SEED Foundation to source ODA 
funds for the Program, the Fund and the institution. 

3. PHASE III --MOBILIZATION OF PRIVATE SECTOR INVESTMENTS 
INTO THE SEED FUND I MUTUALIZATION OF THE SEED FUND 

A principal objective of the SEED Program is to mobilize 
private investible funds for the SME sector thru the SEED Fund 
since the investment gap in the sector is beyond the resources of 
any institution or program. As SEED gains a portfolio track 
record and the program gains public c~nfidence with the 
participation of international development institutions, the Fund 
can be opened to the public bv unitizing the investments in the 
Portfolio and offering its own financial instruments to 
investors, and using its liquidity fund mechanism as a market 
exchange mechanism. 

This stage of development will be reached only when the SEED 
Fund has passed the test of the market in terms of being able t.o 
make an investment offering that will yield at least 35 per ce.'.' 
given the present levels of interest rates on secured and 
unsecured loans. The SEED Fund reserve for the exit mechanism 
must at this time be large enough to handle the volume of entries 
and exits from SEED Fund. 

Chart IV.B-2 likewise shows the integration 
third source of fund contribution into the SEED 
pdvate contribution these funds niay be lodged with 
under the administration of the SEED Foundation. 

·, 
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C. PROGRAM SUPPORT SYSTEM I INSTITUTIOf~AL STRUCTURE 

1. THE SEED FOUNDATION 

The 
the SEED 
following: 

need to set up a specialized institution to 
Program and manage the Fund is evident 

imp 1 em~m ~ 
f rcm the 

The SEED Program is a unique combination of a develr·plll~nt 
program utilizing a market oriented mechanism which harnesses the 
profit objective of entrepreneurs and investors to achiev'? th~ 
development goals for the SHE sector. The program calls for· a 
fine balancing of connercial and developmental objectives and 
m~ans to these goals. 

I 

It is evident from the 1980 experience with venture capital 
corporations which were lodged with private commercial banks, 
that banking _ institutions can not provide the kind of 
orga,1izational orientation, temperament, and capabnity that 
would be required ta manage an equity financing program. There is 
a need for a fine blend of entrepreneurial and developmental 
perspective in the organization tasked to manage SEED. Being the 
first equity financing program of this nature, the SEED 
institutional plan calls for the establishment of a SEED 
Foundation, grafted to the capabilities of existing institutions 
with the capabilities needed for the SEED Program, ie.DBP and EDF. 

The SEED Foundation is the private development institution 
that will be formed to undertake the development of the SEED 
Fund, manage the program and the funds of the SEED Program. The 
Foundation is a private non-stock, non-prof it corporation 
chartered to fulfill the mission of the SEED Program. 

The founding members of the Foundation will come from the 
sponsors of the SEED Program to include the DBP as the lead 
institution for the funding of the program, and the Economic 
Development Foundation as the lead for the program management and 
institution building. 

Role of the Development Bank of the Philippines -- The DBP 
is ~aking up the challenge of launching the SEED financing 
approach to the SME sector in accordance with its mission and 
cornm;tment to entrepreneurial development and the implementation 
of new approaches to development financing part;cularly in the 
rural areas. DBP has been espousing the cause of Philippine 
entrepreneurship as evidenced by its sponsorship of a DBP 
entrepreneur's forum under the DBP Venture Club. The Bank has 
projected itself publicly as championing the cause of Filipir~ 
entrepreneurs, by featuring stories of Filipino entrepeneurs, 
their values, their heroism not only for the cause of their 
families but also for their community and the country. SEED 
presents itself as a pro-active approach to entrepreneurial 
development by providing a nursery for promising entrepreneurs 
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which will provide the critical financial and technical support 
during its take-off stage in order to shorten the gestation 
period for growth. 

It is noted as well that the OBP has recently opened up two 
new financing windows (Window III and IV) which the Bank has used 
to implement its innovations and new initiatives in development 
financing particularly in the rural areas. It is from these funds 
that the OBP plans to draw the initial fund base for the SEED 
Fund, for the pilot launch of the program. This contribution is 
critical to the mobilization of further contributions to the SEED 
Fund. Considering the pioneering nature of the SEED funding 
approach, and the traditional conservatism of the Philippine 
financial sector, there is a critical need for an established 
financial institution such as DBP to lead t~is initiative and 
demonstrate its effectiveness as a development. mechanism for the 
SME sector and its profitability to prospective investors. 

In sum the role of DBP is to provide the seed capital for 
the SEED Fund-in order to demonstrate the effectiveness of the 
SEED funding approach and thereby market the SEED Funj to other 
prospective contributors/inves~ors. 

Role of the Econondc Development Foundation --- The Economic 
Development Foundation, an established non-government 
organization involved in development consultancy, in association 
with Development Initiatives as the consultant who authored t'1n 

SEED Fund mechanism, has provid&d th.a SEED Program blueprint. Tt1.­
P 1 an is to continue this initiative and momentum by, tastd ng EDF 
as a founding sponsor of the SEED Foundation to provide th~ 
organizational capability to provide build up the technical and 
management services to support the program and its investments. 

The EDF has nurtured the develcpement of similar NGO's, 
using the Foundation as a staging area for the nucleus 
organization until it has gained suffident financial base and 
spun-off as a separate Foundation. A prominent example in this 
~egard is the Philppine Business for Social Progress (PBSP), now 
the biggest private sector initiated NGO involved in various 
poverty alleviation programs thru livelihood gener6tion 
schemes. PBSP started as a Program office within EDF with its 
sepearate Program Board and subsequently spun off when it had 
sufficient funds and organizational strenght. 

A similar staging process is envisioned for SEED except that 
DBP and EDF will co-sponsor the interim Program Office of SEED 
which will be supervised by the SEED Program Board, while it is 
still at its Ph~se I Pilot stage. Once the principal funding is 
obtained, the SEED Foundation will be formed, with its own 
distinct Board, but whose membership will continue to have the 
originating sponsors of the Foundation. 

Role of Founding Members -- The preservation of the SEED 
development approach and perspectives is critical to the success 
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of the program. There is a need to insuiate this development 
institution from the political events and leadership changes that 
may affect PBP which would affect the original philosophy and 
approach of the SEED Program. It was noted that even in the 
course of the formulation of the program design, there were 
substantial points of departure from the traditional approaches 
/policies of financial institutions to critical features of the 
SEED Program. Thus there were lengthy discussions on the policy 
control or voting power of the SEED Program in the assisted 
enterprise. The SEED philosophy is premised on fostering 
responsible entrepreneurship with full autonomy, accountability 
and support which is a contrast to the control oriented approach 
of a conservative financial sector. 

The task of preserving the SEED philosophy will be secured 
thru the appointment of Founding Members in the SEED Foundation, 
who as originators of the SE~O Program will have a secured tenure 
of at least five years during which they may not be replaced by 
other persons except for cause. These founding members will be 
ncminated by DBP and EDF. 

The Institutional Form of SEED Foundation-- The privat~ 
and developmental character of the institution is necessary ~n 
insulate the SEED Program from the politics and avoid tfl' 
administrative inflexbilities of a governmental organization. On 
the other hand its developmental nature serves as the balancinq 
agent/factor to recondle the developrrental objectives of th"! 
program and the commercial objectives of the investors in the 
Fund. 

The Foundation's private character is likewise necessary tn 
be a recipient of development assistance meant to be channelled 
thru non--government organizations (NGO's) as delivery mechanism~ 
ior development programs. The National Development Plan prepared 
by the Natiional Economic Development Authority and the national 
livelihood generation programs of the government have given NGO's 
a prominent role in delivering financial and technical assistance 
to small scale enteprises particularly in the rural areas. 
Recognizing the signficant role that such institutions can play, 
development funds have been channelled to these institutions. It 
1s likewise noted that NGO's have been allowed to perform a 
lending function by the Securities and Exchange Commission, a 
function for which corporate entities must obtain a special 
license for, as a concession to the developmental character of 
these NGO's. 
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2. PROGRAM SUPPORT SYSTEM 

The Program support requirments of SEED calls for the 
building up of the capabilities listed below. These capabilities 
need not all be. housed or financed by the SEED Foundation. The 
strategy is to utilize the capabilities of existing organizations 
and developing synergies with them thru a network of SEED Program 
co-operators. 

The organization of SEED will be structured along the 
following capabilities: 

a. Project Development and Syndication 

The SEED Program's success hinges on its ability to select 
correctly the growth enterprises in accor·dance with its strateg)" 
of selective intervention. The tasks of this unit are as follows 

(1) to fprmulate the necessary criteria for selection of 
SEED equity recipients~ 

(2) ~o select the recipient enterprise with the assistanr.e 
of appropriate endorsing entities who vouch for the integrit> 
track record, and growth potential of the enterprise. 

(3) to serve as the program's promoter, briefing prospecti..-e 
participants on the terms, relationships, mechanisms, And 
impljcations of SEED equity involvement on the entrepreneur and 
enterprise operations. 

(4) to negotiate with the entrepreneur, the terms of SEED'~ 
investment in his enterprise and formulate a mutually acceptable 
and profitable financial package. 

i Selection of these growth enterprises can be facilitated 
with the assistance of: 

(1) Industry associations and chambers -- It is noted that 
these bodies have undertaken a function of officially endorsing 
and at times providing guarantees for fellow member enterorises 
which they endorse for financial assistance to various lending 
programs. This is a service which the SEED can utilize in 
selecting its clientele. It will be noted that in the course of 
formulating this program study, the Philippine Chamber of 
Commerce and Industry has expressed its readiness to participate 
in the SEED program as project endorser and guarantor in some 
cases. 

The associations/chambers will be an important group to work 
with in identifying enterprises which can have a large 
mulitiplier effect in rural industries. These entities have 
regional and provincial chapters who have a roster of countryside 
enterprises who function as sub-contractors to urban based export 
manufacturers. SEED funded enterprises can then be linked to 
these sub-contractors who will then liJ<ewise benefit from the 
aseistance given to ~le growth companies in terms of expanded 
markets and sub-contractor 1inancing. 
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(2) Banks -- Th~ rerforming e-nt:er·pi-ises who are in nf:'~d 
equity build-up are well-known to the banks as those who though 
not in default perenial ly roll-over thF?.ir debts. As discussed 
earlier these are the -evergreen loans .. por·tion of the convner·cial 
hanks' portfolio, which they would b9 more than willing to 
~ndorse to SEED because SEED's entry w0uld release their frozen 
Funds, and enable them to shift their operations tn 
transaction related services where their revenue rates are larg~r 
with no liquidity dra!n . 

• 

(3) International Buyers/ Bonded Trading Importers 
This is another sector who work closely with export manufacturer 
sales and production. International buyers have a roster of 
reliable suppliers who are capable of servcing their export 
market principals. Frequently they work with them in terms of 
design and product development and financing them in some cases. 

Bonded trading importers are suppliers of imported raw 
materials which are used by export manufacturers as inputs for 
their export products. These traders also work closely with the 
exporters and ~ave a first hand knowledge of who are the 
performing and growing export manufacturers by the volume and 
frequency of their import requirements. 

Both these groups can be a reliable source of information as 
to which enterprises are really on a fast track and can be 
effective users of SEED equity funds. 

(4) NGO's and Rural Livelihood Programs There is 
currently a network of NGO's working on livelihood programs in 
the countryside developing small enterprises to generate 
livelihood opportunities. Their principal limitation is the reach 
of their financial and market assistance to these enterprises. 
As a result many of these enterprises reach the dead-end size or 
scale of operation resulting in stagnation. The need is for them 
t=o have access to capital and/c1- markets which wi 11 enable them 
to break out of their ~icious cycle of smallness. In particular, 
the Philippine Business for Social Progress (PBSP) which has a 
network of such rural livelihood programs has express its 
interest to work together with SEED which can then selectively 
pick up the growth enterprises in these localities who can act as 
catalyzers or multipliers of growth in the rural areas. The SEED 
Program fills in a critical gap in the current livelihood 
programs in the rural areas, picking up th~ mature and potential 
growth multipliers which can not be assist~d by these livelihood 
programs because of their design and resource limitations. 

·, 
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b. Project Evaluation and Financial Engineering 

This unit will undertake: 

(1) the credit and business evaluation of the SEED Client 
enterprise. The evaluation should take into consideration the 
willingness and temperament of the entrepreneur to work with the 
ter111S of relationship with the SEED Fund. 

(2) Finalize the financial package that will be structured 
to reconcile the interests of the entrepreneur, the requirements 
of the Fund design, and the f i nanc i a 1 and business rea 1 ·it i es 
faced by the enterprise. 

Project evaluation can be undertaken with the assistance of 
the industry associations which will be working with the SEED 
Progr~m. Evaluation should be based on the business track record 
and growth potential of the enterprise, backed up hy contracted 
forward sales if possible. 

The terms of the financial packag~ arranged between the 
enterprise and SEED should result in a win-win situation for both 
to ensure the cooperation of the entrepreneur with the SEED 
involvement. The financial package will determine the mix of 
financial assistance in terms of loans and equity infusion, and 
the terms of income sharing between the entrepreneur and SEED and 
the divestment period allowed. 

c.Project Supervision and Enterprise Building Services 

This department will take care of the following functions: 

(1) Monitor and protect the SEED Fund investment in thP. 
enterprise. 

(2) Install the necessary operating,planning, and financial 
control systems that will enable the enterprise to cope 
effectively with the expanded operations and effectively utilize 
the capital infused by the SEED Fund. 

(3) Provide the entrepreneur the necessary support services 
in order to assist him to cope with the demands of tr£~sformation 
on all aspects of the organization. 

(4) Conduct technical training, consultancy services, and 
enterprise building services to help the entrepreneur actualize 
the transformation into a larger scale corporate entity. 

(5) Maintain a pool of professional and entrepreneurs who 
can assist enterprises solve technical and management problems. 

The department while tasked to protect the SEED investments, 
should be service oriented that is to provide the entrepreneur 
with the maximum in technical, management, and marketing 
services, in accordance with the SEED approach. Since the 
entrepreneur is given full autonomy, SEED supervision is 
concerned with preventive maintenance thru monitoring, systems 
installations, enterprise building services. 
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d. Fund Management and Sourcing 

A fourth unit in the SEED org:mizational structure will :· .. 1ke 
care of the SEED Fund related functions, as follows: 

(1) Manage the utilization of the funds, ensuring optimal 
investment placements, diversifying the risks of the portfolit'J. 

(2) Monitor investment returns, availments of guarantee and 
exit reserves, tc ensure the viability of the Fund. 

(3) Undertake a continuing marl<~ting campaign to iPvit:-~ rw.:.ire 
investors and institutional fund participants/ donors t0 the SEED 
Fund. 

·, (4) Develop and pa<;kage fund cooperat;on scllemes with oth~r· 

.. 

fund sources to leverage SEED fund resources and gain more 
participants to the Fund. 

(5) Evolve the SEED Fund into a mutualiz~d fund which can 
issue its own notes and develop a capital market for SHE capital 
requirements. 

This is a small top-level staff that will aggressively 
market Fund participation to institutional investors both locally 
and internationally. As the unit in contact wi.~ the capital 
markets and ODA Fund sources, the staff must· be entrepreneurial 
in its approach, designing and modifying fund schemes to be 
responsive to the capital market requirements. Its ultimate 
objective is to evolve SEED into a capital market for the growth 
enterprises of the SME sector. 
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