









	
 Home

	 Add Document
	 Sign In
	 Create An Account














[image: PDFKUL.COM]






































	
 Viewer

	
 Transcript













FINANCING SMALL AND MEDIUM ENTERPISES IN ASIA AND THE PACIFIC1



Masato Abe Economic Affairs Officer Private Sector and Development Section Trade and Investment Division United Nations Economic and Social Commission for Asia and the Pacific (ESCAP) Michael Troilo Assistant Professor of International Business School of Finance, Operations and International Business Collins College of Business University of Tulsa Orgil Batsaikhan Graduate Research Assistant School of Finance, Operations and International Business Collins College of Business University of Tulsa



1



The authors appreciate useful inputs provided by Sailendra Narain, Diana Dai, Paradai Adisayathepkul, Linghe Ye, and Julia Huepfl.



PRINCIPAL TOPIC While not every small and medium enterprise (SME) turns into a large enterprise, they all face the same issues in their early days: finding the right type of finance at an affordable cost to start and grow the business. Although the various regions of the world differ significantly in their socio-economic characteristics, the fundamental financing difficulties that SMEs around the globe face are essentially similar (Boocock and Wahab, 2001). The ability of SMEs to develop, grow, sustain, and strengthen themselves is heavily determined by their capacity to access and manage finance. Unfortunately, SMEs, including micro-enterprises and start-ups, in the countries of the Asia-Pacific region consistently cite lack of access to finance as a serious obstacle to their development and the necessity of effective governmental interventions have been suggested (ESCAP, 2009). In this paper we will address some of the key policy issues concerning the financing of SMEs. This paper begins with a brief description of SME definitions and types. It continues with an examination of the current situation of SME financing in the region and the financing needs of SMEs in different growth stages. We discuss various financial instruments available for SMEs, which are categorized into six groups, namely informal financing, internal financing, debt financing, equity financing, and asset-based financing, as well as leasing and government grants/subsidies (cf., Berger and Udell, 2005; Zavatta, 2008). Given the wide variety in both financial instruments and in types of SMEs, how should policymakers address the financing needs of SMEs in the Asia-Pacific region? To answer this question, we undertook an analytical review of existing policy measures, acts, documents, studies, and other secondary materials on SME financing in the region, utilizing the evidence-based/translational research model from the field of medicine.



In this model, evidence of effective practices was gleaned from myriad



sources, including basic research, and disseminated to policymakers, practitioners, and other stakeholders. We also interviewed a group of regional experts over several days to glean their insights and additional data. Based on perceived risk and return involved as well as the level of financial sector sophistication, these financial methods are further
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reviewed in order to propose effective financial structures to SMEs in different development stages and financial needs as well as credit records. We will conclude the paper with policy prescriptions, covering potential market distortion by public interventions. Throughout the paper we emphasize the importance of cash flow for small businesses; even profitable firms will fail if they cannot collect the cash that is due to them.



Within this context, we particularly emphasize working capital management,



obtaining trade credit, and access to debt financing (i.e., term loans and credit guarantees), as these issues impact SMEs’ cash flow most directly (ESCAP, 1998). In addition, we discuss the myriad ways SMEs can obtain additional equity, which is required for further business growth, and offer observations for policymakers about raising capital including the bank-borrower relationship. Definition of SMEs Definitions of what constitutes an SME vary quite widely from country to country and even within single countries, depending on the business sector concerned, such as agriculture, natural resources, manufacturing, services, and retailing (ESCAP, 2009). There is no universal determinant or criterion of an SME. Much depends on the character of the respective host country, and the profile of its own particular corporate sector, from which a relative measure of an SME is then typically made, sometimes on a rather arbitrary basis. The three main parameters that have been generally applied to define SMEs are: 1) 2) 3)



Number of employees; Turnover of business; and Capital investments. Table 1 summarizes the definitions of SMEs among selected Asia-Pacific



countries. Both the number of employees and the size of investment are mainly used for such national definitions, while some countries also set separate definitions among different SME segments, such as manufacturing and services. Developing countries in Asia and the Pacific typically define SMEs, including microenterprises, as commercial entities with less than 100 – 300 employees. Researchers that aim to compare the status of the SME sector across various countries mainly use the number of employees to define
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SMEs to avoid cumbersome calculations of foreign exchange rates among different currencies (AAMO, 2007). Table 1: Definitions of SMEs in Asia and the Pacific and multilateral organizations



Country Australia



Category of enterprises Manufacturing Medium Small Services



Brunei



SME



China



Small Medium



Hong Kong, SME China India Manufacturing Micro Small Medium



Services Micro Small Medium



Indonesia Japan



SME Manufacturing Wholesaling Retailing and services



CRITERIA AND COUNTRY’S OFFICIAL DEFINITION Manufacturing enterprises with fewer than 100 employees 


≤ Rs. 1 Million ≤ Rs. 20 Million ≤ Rs. 50 Million






Measure Employment



Employment Employment and turnover



Employment Manufacturin g enterprises are defined in terms of investment in plant and machinery Service enterprises are defined in terms of investment in equipment Employment Employment and asset
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Malaysia



SME



Small manufacturing Medium manufacturing



Republic of Korea Singapore



Manufacturing Services SME



Taiwan Province of China



Manufacturing, mining, and construction Others



Thailand



Viet Nam



Micro Small (production and service) Medium (production and service) SME



Asian SME Developme nt Bank United SME Nations Developme nt Programme (UNDP) World Bank SME






Employment and share holder fund



Employment Employment or turnover Employment, invested capital, or turnover



Employment and capital



51-200 employees or capital 51-200 million baht ≤300 employees; capital ≤VND 10 billion No definition



Employment and capital None



≤200 employees



Employment



≤300 employees; turnover ≤ US$15 million; assets ≤ US$15 million



Employment, turnover, and asset Sources: ASMED (2011); Zhong and Zhang (2010); Gibson and van der Vaart (2008); DMSSE (2011); OSMEP (2011); SIDBI (2010); SMEA (2011); SPRING (2011a). The definition in each national context facilitates the targeting of policy interventions to a specific group of enterprises, such as the provision of technical
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assistances, fiscal and financial concessions, and other incentives. It also makes the physical identification of SMEs on the micro level possible, encouraging better articulation of the problems and prospects of the sector. It indicates that the more precise the definition is, the more effective the crafting of SME policies.2 Typology of SMEs When government officials craft policies, they should remember that SMEs are heterogeneous and therefore have different needs depending on their stage in the corporate life cycle, the degree of economic development of the country in which they reside, etc. While it is impossible to customize policies for each individual SME, policies should be flexible enough to accommodate broad categories of needs. In addition, SME policies require constant updating as market conditions and the country’s economy change. Table 2 below assists in the effort to consider relevant policies and financing for SMEs. It offers various categories influencing SME foundation, survival, and growth. It may be useful for policymakers to organize SMEs in other ways, but these categories are the most relevant. The table specifically explains the category-based system where several indicators of business could be considered for SME development policies. This system might be used to assist policymaking for taxation, capital requirements, and market orientation/access (cf., IFC, 2007).3 Each SME unit should fall in a particular grid based on the categories explained below, which in turn provides policymakers guidance and flexibility while drafting policies. For example, the profitability of an SME can be influenced by policies. Appropriate measures from policymakers may help the company, which is innovative but is domestic market-oriented, to enter into foreign markets. Table 2: Categories for SME typology Topic Category 1



Category 2



Category 3 (if applicable)



2



This is a generalization, since too nuanced definitions of SMEs would create many small categories and thereby increase the total transaction costs of reaching all of them, thus undermining effective policy. 3 Table 3A.2 in annex 3.2 presents the list of categories for SME taxation.
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Stage of economic development4 Market orientation



Low income $1,005 or less, e.g. Laos Domestic



Middle income $1,006 to $12, 275, e.g. Thailand Gradual global



Pace of innovation



Incremental



Radical



Use of technology



Isolated



Connected



Corporate life stage



Nascent (


Young (2-5 years)



High income $12,276 or more, e.g. Japan Born global



Mature (5+ years)



Source: The authors. The business life cycle and the need for cash Figure 1 explains that the crucial cash flow periods, or cash drains, for SMEs occur from startup to growth as well as at the transition stage. In the first period, it is common for profitable SMEs to fail because, while they have paper profits, they do not have the cash in hand from their customers to pay the bills. In the second period, it is necessary for money losing SMEs to undertake measures to improve profitability, by either increasing sales or reducing costs, which is required to stay in business and to support further growth.



While long-term financing, or positive working capital



generation, is necessary for enterprises’ continuous growth and development, short-term, and quick, financing is often critical for SMEs during the cash drains.5 Figure 1: Business growth stages and cash flows



4



Followed the country classification of the World Bank (2012) based on income per capita. In finance, short-term is a period of a year or less while long-term represents a time period beyond one year. 5
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The following figure explains that time gap between receivables and payables, which is difficult for SME to avoid, requires additional funds for operations. This time gap between cash inflows and outflows is the biggest reason for SME failure. Figure 2: Time gap between receivables and payables



Source: The authors. Financing SMEs SME financing refers to a range of mechanisms to provide additional funds for development of SMEs. There are several noteworthy aspects of SME financing. The ability to increase capital relatively quickly in response to SMEs’ growth is a key feature; this is most evident with venture capital in high-tech sectors.



Another salient



characteristic of SME financing is complementarity, as it augments existing traditional
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sources of financing in many contexts. Effective finance is also sustainable in the sense that the funding of successful SMEs begets more capital for future SMEs, thereby creating a virtuous cycle. Various financing methods for SMEs emerged at the end of the twentieth century in developed economies to exploit opportunities that banks considered to be too small or too risky for their loan portfolios. These methods are now finding a role in the AsiaPacific region at the start of this millennium. Figure 3 displays the methods of SME financing, which are categorized based on the sizes of enterprises as well as creditors’ perceptions on risk and return and the level of financial sector’s sophistication in an economy. They are not mutually exclusive; often policymakers use several methods in concert to support SMEs. Discussion of them, starting from traditional sources of SME financing follows the figure. Figure 3: Methods of finance for SMEs



Source: Modified from Szabó (2005). Personal net worth or saving 8



The first step to access capital for an entrepreneur is to fund the venture from one’s own assets. After the entrepreneur has invested, he/she then typically looks to family and friends for loans.



It is important to emphasize to policymakers that



entrepreneurs and small business owners will go to formal financial institutions only as a last resort in most instances. They will finance their businesses from personal net worth first; thus, policies that protect individual wealth, such as tax reform and property rights, indirectly help the financing of SMEs. Working capital Prior to borrowing from the financial sector, SMEs will manage their working capital to generate cash for operations. Working capital represents the excess of current assets over current liabilities, where “current” is a time span of a year or less. For example, SMEs could delay paying vendors while also collecting their receivables more aggressively in order to increase available working capital. They could also attempt to minimize their inventory and/or reduce costs.



Financial institutions, in addition to



providing funds to SMEs, can also provide SMEs consulting services in working capital management. Wang finds that indeed most loans that SMEs obtain focus on their short term working capital needs (2004). Trade credit Trade credit, or buyer’s credit, is an arrangement between businesses to purchase goods or services on account without making immediate payments. The agreement is provided by suppliers to buyers to bill the buyer for payment at a later stage (e.g., due 3090 days after the invoice date. As the second largest funding source for SMEs after banks and private lenders (Campbell, 2009), trade credit holds many advantages for SMEs. One of the most important advantages is that it helps to increase working capital by postponing the amount of monetary expenditure in order to create positive cash flows (figure 5.8) while reducing capital investment requirements (Tradecredit, 2008).



A



further advantage is that it allows businesses to focus on growth and other productive activities with the assurance of sufficient investment and without restrictions on their development and expansion (ibid). ).Trade credit conditions are usually industry-specific; however, it is underpinned by collaboration between businesses to make the use of capital more efficient and effective. Research related to extension of trade credit suggests that a 9



supplier is more likely to extend a credit at a more favourable term when the firm has little choice in choosing a supplier or the relationship between the firm and its supplier is long (McMillan and Woodruff, 1999). Also, if the firm and supplier were matched up through a network contact, the credit cost is also more likely to be less (ibid). Factoring Factoring is a relatively new form of asset-based financing for increasing working capital in Asia and the Pacific and refers to the sale of accounts receivables by a company to a third party (called a factor) for immediate money and finance (Sridhar, 2008). A bank or a specialized financial institution may purchase accounts receivable from an SME with adequate trustworthiness for cash at a discount from the face value, assuming the risk on the ability of the buyer to pay and handling collections on the receivables. This practice, called factoring, may increase SMEs’ short-term cash flows, while reducing administrative costs of accounts receivables (ibid). Factoring is different from bank loans as it is a purchase of a financial assets rather than a loan and involves three parties (i.e., a firm, a buyer/customer, and a factor) (EURO-Phoenix, 2011). As a result, SMEs may find factoring attractive because it relies less on collateral and the underwriting is based on the risk of the receivables (e.g., the buyer) (Klapper, 2006). Factoring may be particularly well suited for those SMEs holding account receivables from large or foreign firms whose credit risk is far lower than the sellers themselves (Sridhar, 2008). However, factoring is an expensive form of financing in comparison to bank loans and so it may not be the ideal choice when other sources of financing are viable. The rate of return should be considered in advance and factoring may be adopted only when the expected return of capital is higher than the cost. Factoring often requires the endorsement of or notification to the buyers in advance; this may signal financial weakness.6 Leasing Leasing is a convenient option provided by some banks, non-banking finance companies (NBFCs) and other financial corporations to assist SMEs in obtaining business 6



Invoice discounting is a similar asset-based instrument as factoring in that the invoice discounter advances an agreed percentage of the invoice value (receivables). The main difference is that invoice discounting allows SMEs to continue to administer their sales ledger rather than transfer this responsibility to the factor, and the service is usually undisclosed to customers (ABFA, 2011).
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equipment for a smaller cash outlay than an outright purchase. The SME can finance up to 100 per cent of the equipment value without collateral, repayments can be adjusted according to its cash flow, and documentation and approval time is relatively short and simple. There are two basic types of leases: capital and operating. A capital lease treats the leased equipment as an asset owned by the lessee (an SME), whereas an operating lease does not. Both types of leases can be useful for increasing the cash flow of the lessee, but only the capital lease confers ownership of the asset to the lessee at the end of the lease period. A leasing arrangement typically involves the following (CIMC, 2011): The lessee (borrower) selects an asset (e.g., equipment, vehicle, or software) that the lessor (the finance company) owns or will buy to rent to the lessee; The finance company is the legal owner of the asset during duration of the lease; The lessee has the control of that asset to use during the lease period; The lessee pays monthly rentals or installments for the use of that asset; The lessor recovers a large part or all of the cost of the asset plus earns interest from the rentals paid by the lessee; and At the end of lease period, the lessee has the option to acquire ownership of the asset (e.g., transfer of title after paying the last rental or bargain option purchase price). Short-term loans Short-term loans are the most common form of bank loans for start-ups and small businesses as commercial lenders are generally less willing to take large risks with new companies. They have a maturity of one year or less and usually are borrowed for a set time with a fixed interest rate (Business Owner’s Toolkit, 2012a). In general, the sources of short-term financing for SMEs include a line of credit, promissory notes, other short term banking instruments (credit cards and overdrafts), and loans from other financial companies. A line of credit sets a maximum amount of funds available from the bank to be used when needed for working capital or other cash needs, which allows the business to borrow funds quickly up to a certain limit with floating interest rates which they pay only on the outstanding balance. A promissory note is a negotiable instrument payable to the bearer in demand. It details the terms of a promise by one party (the borrower, sometimes also called the maker, obligor, payer, or promissor) to pay a sum of money to the other (the lender, or sometimes payee, obligee, promissee) (Self-Counsel Press,
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2009).



Credits through credit cards, which are often used by SME owners, are a



convenient means of making payments and tracking expenses but have higher interest rates than other forms of short-term borrowing. Overdraft financing is provided when businesses make payments from their business current account exceeding the available cash balance (Touch Financial, 2000), which may require some collateral. Short-term financing is easier to arrange, has lower costs, and is more flexible than long-term financing (see next section). However, short-term financing is more vulnerable to interest-rate swings, requires more frequent refinancing, and requires earlier payment. As a rule, SMEs should use short-term financing to provide additional working capital, to finance short-lived assets for quick cash generation, or to serve as interim financing on long-term projects. In addition, one source may be more suitable than the others because of differences in their interest rate and collateral requirements; SMEs may consider using one or more short-term sources in a given circumstance. Long-term loans Long-term commercial loans usually refer to those repaid beyond one year to three years (Business Owner’s Toolkit, 2012b). This type of loan enables businesses to invest and expand their business with less risk of financial uncertainty and increases working capital while reducing the amount of installments. Longer-term commercial loans are used for a variety of purposes such as purchases of major equipment and plant facilities, business expansion, or acquisition costs. Lenders require significant collateral because the risk increases with the term length. It is more difficult for SMEs to obtain long-term loans due to the lack of adequate assets to use as collateral and the insufficient supply of such long-term loans, particularly in developing countries (IFC, 2009). The obvious consequence of long-term loan shortage is that SMEs are unable to plan on a long-term basis, thereby constraining growth plans and long-term investment decisions (Obamuyi, 2007). One solution involves government intervention, through mechanisms like credit guarantees (see next section) or direct long-term loans. Another example is two-step loans, which are often designed to support development in specific sectors in developing countries. It takes its name from the process whereby funds are first provided by the public sector to a local financial institution and are then disbursed to multiple end
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beneficiaries (APIC, 2011). In general, the maturity of this type of loan is quite long and the interest rate is lower than the market rate (Okuda, 1993). Credit guarantee In order to reduce lending risks and encourage banks to lend liberally to SMEs, various governments, in cooperation with international financial institutions, have established loan credit guarantee schemes (CGS) as one of the most effective ways of providing assistance to the SME sector. These CGS serve as long-term mechanisms for SME support by virtue of cushioning banks from the risks incurred by lending to SMEs. These schemes help entrepreneurs to secure credit with collaterals though from banks or with less collaterals (only a few countries such as India has introduced guarantee scheme covering SME loans without collateral). Another key objective of the schemes is to provide an opportunity for banks to learn more about SMEs – their problems and operations – and to help improve handling of their SME loan portfolios. Through this relationship, financial institutions can gradually learn how to lend independently to SMEs. Apart from the benefits already mentioned, one of the major arguments in favor of these guarantee schemes is that these funds can reach important levels of leverage (five times or more in developed countries) (Levitsky, 1997). However, often in practice, the credit guarantee is a soft loan7and most schemes had guarantees of between 60 and 80 per cent of the loan amount (ibid). To ensure the success of a credit guarantee scheme, a strong cooperative relationship between guarantors and lenders is usually required (ibid). Micro finance Microfinance, as described by the Consultative Group to Assist the Poor, comprises of a wide range of financial services geared towards the poor (CGAP, 2011) as well as micro and small businesses and start-ups enterprises. Microfinance is provided by various types of organizations including not-for-profit organizations, self-help groups, state-owned banks, and commercial institutions. Microloans, savings, and micro insurance are examples of products, which aim to provide access to formal finance and financial inclusion of SMEs. By applying innovative solutions, such as a shared liability



7



Soft loans are provided by the public sector at lower than market interest rates.
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model and collateral-free lending, numerous MFIs are able to reach loan repayment rates close to 99 per cent (MIX, 2010). As of 2010, the Microfinance Information Exchange reported 15.8 million active borrowers and 5.8 million depositors in select developing countries in East Asia, SouthEast Asia, and the Pacific8 with an average loan balance of 306.5 USD per borrower (MIX, 2010). In contrast, the average loan balance in South Asia9 is only 144 USD per borrower but there are 53.7 million borrowers and 26 million depositors. Overall, the microfinance sector in Asia and the Pacific showed impressive growth rates over the last years and an increase of borrowers by more than 100 per cent from 2005 to 2010 is a testament to this trend (ibid). More recently, the debate whether it is ethically justifiable to profit from the poor (Grameen Foundation, 2010) and the serious problem of market saturation and over-indebtedness have led to a more stringent scrutiny of microfinance (Kappel et al., 2010). Among the notable large-scale microfinance projects in the region, the Microfinance Initiative for Asia (MIFA) stands out. Under MIFA, the KfW Development Bank of Germany and the International Finance Corporation (IFC) agreed in 2007 to invest one billion USD over the course of three to five years. Using debt and equity investments, structured finance, and consulting services to Asian microfinance institutions (MFI), MIFA is targeting two main objectives: the creation and enhancement of the institutional capacity for sustainable microfinance delivery and the strengthening the linkages between domestic and international capital markets. Equity finance Equity finance, raising funds for enterprise activities by selling stock to individual or institutional investors who receive ownership interests in the enterprise, is also gaining acceptance by the SME sector with the development and opening up of the capital markets in many Asia-Pacific countries. Equity finance consists of seed capital, angel finance, venture capital, and initial public offerings (IPOs). Besides being a benefit on its own, raising public equity can also have significant benefits in providing better access to the debt markets. Research suggests that listed SMEs generally enjoy better access to Those countries include Cambodia, China, Lao People’s Democratic Republic, Malaysia, Papua New Guinea, Philippines, Samoa, Thailand, Timor Leste, Tonga, and Viet Nam. 9 South Asia comprises of Afghanistan, Bangladesh, Bhutan, India, Nepal, Pakistan, and Sri Lanka. 8
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long-term debt and are more likely to be able to borrow without collateral (Chittenden et al., 1996). Seed capital For entrepreneurs, seed capital, the financing of direct equity capital for start-ups, is needed to establish their business, and it can come from various forms of equity and debt such as equity loans and soft loans.10 The main underlying characteristic of this initial financing is that the capital provider does not seek high rates of return and may be satisfied with modest returns on investment. This is usually the case with public agencies with the mandate to provide seed capital for business start-ups (UNCTAD, 2001a). There are dangers for moral hazard if policymakers extend soft loans as well as exposed risks taken by public agencies. As such the providers of seed capital have evolved into partnerships between governmental agencies and banks: with the former acting as a mediator, and the latter, with expectation of repayment, as sources of lending capital. Banks usually allocate amount of seed capital through funds designated for SME development; however, these funds usually do not provide enough variety of financing packages, nor the full capital, needed by the SMEs (ibid). The public sector’s assistance is often needed to fill this gap. For example, the State Bank of India (SBI) provides interest-free seed capital of up to Rs. one million to entrepreneurs under a scheme targeted to encourage SME development in India. The scheme offers the matching seed capital for entrepreneurs to secure traditional banking loans for their business, and has a five-year moratorium on repayment of that initial seed capital (Tiwari, 2010). Angel finance Angel investors are described as high-net-worth individuals with extensive entrepreneurial experience, who provide seed capital for early-stage ventures in return for convertible debt or an equity stake (Freear et al., 1994; Avantage Ventures, 2011). Angel investors differ from venture capitalists in both payoff times and personal risk.



The



latter seek bigger investments at a later stage of SME development and do not necessarily invest their own money (Thunderbird Angel Network 2010). Among other things, the field of angel finance is frequently characterized as being financially very risky, in which



However, seed capital typically comes from entrepreneurs’ savings and/or informal loans from their associates. 10
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only 10-20 per cent of the investments bring a return. Prospective recipients of angel investment note that the angel investor seeks entrepreneurial leadership and growth potential; a solid business plan is essential (SPRING Singapore, 2011b). Over the last decade, numerous local and regional business angel networks were founded in Asia and the Pacific to professionalize angel investing. The Business Angel Network South East Asia (BANSEA) is among the more established and prominent networks of angel investors in the region. Based in Singapore, BANSEA was founded in 2001 and has about 50 members. With their vision to “to foster a vibrant start-up ecosystem in which angel investors fund entrepreneurs who eventually become angels themselves,” the members have invested about S$ 18 million in almost 80 start-up enterprises (BANSEA, 2012).



The early stage companies which manage to pitch



successfully to investors receive funds in the range from S$ 100,000 to S$ 1 million (ibid). Beyond the financial incentive, SMEs should not overlook the great benefit of having the angel investor as a mentor by their side as well as the access to their investor’s network. While not every SME will meet the investment criteria of business angel networks or individual angel investors, such as scalable business model and high growth potential, angel finance represents an increasingly important source of finance for a selected number of Asia-Pacific SMEs. Venture capital Venture capital is a form of investment finance designed to provide equity or quasi-equity funding to private SMEs, where the primary return to investors is from capital gains rather than dividend income. These investors are actively involved in the operations and management of the SMEs, to ensure the success of their venture investments with their experience with previous start-ups and general business expertise – as such, venture capital is a long-term risk finance operation (Ross et al., 2008; UNCTAD, 2001a). Some countries like India have set up sector-specific venture funds for the ICT industry and biotechnology sector (SIDBI, 2011). The amount of venture capital utilized in China has skyrocketed over the past five years (Zero2IPO, 2010). Investors are attracted to venture capital investments due to the potentially large gains from future sales of shares of the company, and are willing to accept the higher risks involved, compared with traditional banks (UNCTAD, 2001b). They do not require 16



collateral from the company. Operating costs are lower, and returns are comparatively higher. But on the whole, it is a high-risk instrument to assist SME ventures. . It is not uncommon that in a portfolio of 20 companies only one will return anything to the venture capitalist11 – the hope is that the one is a big payoff. A venture capital fund would typically invest in an SME within a high-growth sector that seeks to expand its operations. Alternatively, venture capital can also partake in buyouts of more established companies. Compared with seed capital, venture capital refers to the later rounds of finance needed to achieve company stability and ensure their strong growth potential (UNCTAD, 2001a). The time involvement of a venture capitalist is usually between two and four years, after which the venture capitalist will typically either sell the shares of the company on a stock exchange (e.g., an IPO), or sell the whole stake in the company to a more established competitor. The advantages for venture capitalists, with respect to SMEs, are as follows (UNCTAD, 2001a): Venture capitalists are willing to accept higher risks than traditional banks in exchange for potentially large gains from the future sale of shares of the company; Venture capitalists do not require collateral from borrowers; Operating costs are lower due to the absence of high interest rate payments; Venture capital is a long-term or at least medium-term capital commitment in contrast to short-term loans from banks; and The managerial know-how provided by venture capitalists can in some cases be more valuable to the start-ups or SMEs than the actual financing. However, there are also some disadvantages: Because of the high-risk nature of venture capital, the timeframe for returns, and the lack of adequate skills and corporate information, finding initial investors may be difficult, particularly in Asia-Pacific developing countries; and The need for highly liquid capital markets is not as pressing, compared to open-ended funds or mutual funds, since venture capital funds have a long-term involvement in their target companies. Nevertheless, an exit mechanism is necessary for venture capitalists to In the authors’ interviews with venture capitalists, the typical outcomes they described for a 20-firm portfolio is that five will lose money, fourteen will either break even or produce modest profits, and only one will be “successful,” i.e., yield the type of return they seek. 11
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benefit from capital gains. This is difficult in almost all developing countries in Asia and the Pacific, except those with fairly developed capital markets. Other mechanisms such as guaranteed buy-backs are not realistic for SMEs. METHODS Given the dizzying array of financial instruments and firm heterogeneity, how should policymakers address the financing needs of SMEs in the Asia-Pacific region? To answer this question, we considered various countries’ policy frameworks, institutional arrangements, public-private sector cooperation mechanisms, and technical support on the financing of SMEs. We performed an analytical review of existing policy measures, acts, documents, studies, and other secondary materials on SME financing mainly in Asia and the Pacific although relevant materials were also taken from other regions particularly for commonly accepted theoretical backgrounds (Glaser and Strauss, 1967). The United Nations secretariat and the Government of Japan established and funded a research team. Following the first draft of the paper, two regional expert group meetings were held separately (2.5 days in total) to review the manuscript and obtain additional data (ibid). The attendees included SME development agencies, commercial banks, SME/EXIM banks, credit guarantee agencies, international development agencies, international financial institutions, business associations, industry experts, and academics from the region (32 people in total); their feedback, also through follow-up communications, was incorporated to the extent possible.



We documented specific



policy implications and guidelines based on various countries’ strategies, their practices, and their applicability in the context of financing of SMEs in Asia and the Pacific apart from the experience and expertise of the contributors, researchers, and authors of this paper. Our research methodology follows the evidence-based/translational research model, which was initiated in the field of medicine. The high potential gains in the form of better diagnoses, treatment options, and outcomes for patients, spurred the development of the concept of evidence-based medicine (EBM) in the early 1990s. In defining EBM, Pfeffer and Sutton (2006, 63) reference Dr. David Sackett, one of the pioneers in the development of EBM, who defines it as: ...the conscientious, explicit and judicious use of current best evidence in 18



making decisions about the care of the individual patient. It means integrating individual clinical expertise with the best available external clinical evidence from systematic research Central to the practice of EBM is the development of a research skill set related to finding and evaluating relevant research. These skills include the ability to search the literature, identify research, and then screen and evaluate that research to find the “best” evidence for the problem at hand12. Following the introduction of EBM, it quickly became clear that the existence of evidence does not automatically lead to that evidence being used in an expeditious manner to improve health. Facing the need to develop and move research findings efficiently and effectively to the patient, the National Institutes of Health (NIH) developed the concept of translational research. According to Woolf (2008, 211): …translational research refers to translating research into practice; i.e., ensuring that new treatments and research knowledge actually reach the patients or populations for whom they are intended and are implemented correctly. This definition captures the essence of translational research as a mechanism to ensure that best evidence efficiently finds its way to the patients who can benefit from it. In our case, we are transferring the most effective practices we can find from a myriad of sources to the constituencies who may profit from them. Policymakers are our focus, but small business owners and academics researching entrepreneurship and economic development may also benefit. RESULTS AND IMPLICATIONS Sources of funds While commercial banking plays a key role in formal SME financing, informal financing such as own funds and loans from relatives and associates, as well as internal financing, such as retained earnings and trade credit, dominate the financial sources of SMEs. For example, in ASEAN countries 75 to 90 per cent of SMEs rely on informal financing and internal financing (RAM Consultancy Services, 2005).



In China



entrepreneurs’ personal savings provide 50-80 per cent of start-up capital, while approximately 20 per cent and 15 per cent of capital come from bank loans and borrowings form friends, relatives, and individuals, respectively (Hussain et al., 2006). 12



This paragraph and the following are from Wofford and Troilo (2012)
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This section provides some quantitative evidence of major financial sources for SME development. For this purpose, two countries from Asia and the Pacific (i.e., Japan and Malaysia) are taken as examples. The sources of start-up financing in Japan, including the amounts involved, are presented in Figure 4. Informal financing (e.g., own funds; loans from relatives and friends) is the major financial sources to support the capital needs of entrepreneurs although their amounts are relatively small. Public support also provides the substantial amounts of funds to start-up businesses in Japan, reflecting its well developed public assistance to entrepreneurs. While commercial loans with the banking sector play a smaller role, they provide relatively large amounts of funds to start-ups. It is noteworthy that venture capitals offer by far the largest amounts of funds among financial sources although their coverage is still limited. Figure 4: Sources of start-up funds in Japan, percentage and amount



Source: JSBRI (2011). Table 3 illustrates financing sources for Malaysia SMEs in different life cycle. Almost 68 per cent of SMEs in the sample make use of self-financing during their startup period but this figure falls down quickly with the growth of the firms. Venture capital shares a similar trend to self-financing even though the percentage is much lower. In comparison, long-term loans become more and more accessible to established and



20



matured SMEs, and bank loans are the most important source for them. Other financial sources such as government schemes and non-bank institutional financing are equally distributed to SMEs in each stage of development with a number around 10 per cent. Table 3: Financial sources for Malaysia SMEs, 2004, percentage Phase of life cycle / financing sources



Start-up



Established



Matured



Self financing



68.0



21.0



25.0



Government schemes Venture capitals



7.8



13.0



9.0



10.8



8.5



4.5



Short-term loans 20.8 28.6 23.1 from banks Medium-term loans 10.4 32.6 21.8 from banks Long-term loans 7.4 23.7 37.2 from banks Non-bank financial 8.7 7.1 10.9 institutions Source: Rozali et al. (2006) Note: Short term loan is granted for less than one year; medium term loan is for one to three years; and long term loan is for more than three years. Financial institutions for SMEs and their challenges In the Asia-Pacific region, depending on the economic status of the country, the financial sector contains various financial institutions.13 Some of the main institutional providers of SME financing consist of the following (Fliiby, 2009; World Bank, 2005): a) Development financial institutions (DFIs) for long-term loans; b) Commercial banks extending both long–term loans and short-term finance for daily operations; c) Specialized financial institutions (usually licensed for limited operations, activities, or services to differentiate them from full-service commercial banks) such as export and import banks that provide trade finance and export credit, as well as rural banks, microfinance banks, and non-bank finance companies; d) Government programmes or agencies for rural finance, microfinance, or SME finance; e) Membership-based cooperative financial institutions; and 13



For those financial institutions and their characteristics, see RBA (2010) at http://www.rba.gov.au/finstability/fin-inst/index.html#funds.
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f) Postal savings banks or institutions; and g) Public and private credit guarantee institutions. Some of the Asia-Pacific countries have opted to set up apex banks for SMEs, generally known as SME banks, exclusively to cater to the needs of the SME sector. Non-banking/non-profit financial institutions and microfinance institutions have also cropped up to serve select sectors and categories of small borrowers.



International



financial institutions, such as the World Bank and Asian Development Bank, also devote resources to specialized financial institutions for lending to SMEs. Some DFIs have also become more active in providing short-term loans and micro-lending in recent years. While financial institutions supporting the development of SMEs in the AsiaPacific region have become increasingly active in the past few years, the banking sector remains the most important source of external financing for SMEs (Park, et al., 2008). Banks offer diversified loans with different terms and various supplementary financing instruments such as export credit and discounting. Commercial banks in some countries also provide special loans targeted at priority sectors and key segments of the population as identified by the government, including SMEs. SME development funds through commercial banks are not typically successful. bank loans to SMEs as a percent of total lending have fallen over the past decade (Hall, 2009). Table 4 contains data based on a global survey of 91 banks in 45 countries, conducted in 2008. It indicates that SMEs are strongly discriminated against by banks during loan issuance (also see Figure 4). The survey result supports a commonly shared idea that the smaller the size the higher the risk.



It partially rationalizes banks’



discriminatory behaviors toward SMEs. Table 4: Different bank loan features of enterprises by size, 2008 Share of total loans (per cent) Mean for Mean for developed developing countries countries Small enterprise Medium enterprise Large enterprise



Loan fees (per cent of size of loan) Mean for Mean for developed developing countries countries



Share of non-performing loans (per cent of total loans) Mean for Mean for developed developing countries countries



12.0



2.5



0.4



1.2



11.0



7.0



10.1



13.7



0.4



1.0



8.4



5.5



27.9



32.8



0.2



0.8



2.5



4.1
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Source: Developed from Beck et al. (2008). From the banks’ perspective, the scarcity of loanable funds, especially in developing countries, means there is less incentive to seek out the profitable SMEs when larger and more qualified clients are available. Formal financial institutions often face higher transaction costs when dealing with the rather fragmented SME sector because the credit monitoring process requires an extensive branch network with more staff. The poor accounting system of many SMEs and insufficient collateral due to limited fixed investment also create obstacles to meeting the terms and conditions for borrowing from banks (ESCAP, 1998). Lack of risk management skills related to SME lending has contributed to significant non-performing loan problems in the past, which demonstrated an inconsistency between commercial banks and SMEs, and discouraged banks from further lending to SMEs. In addition to the general case shown in the last two columns of Table 4, the AsiaPacific region has also seen the rising percentage of non-performing SME loans in the last few years. In China, the China Banking Regulatory Commission reported that nonperforming loans (NPLs) to SMEs hit 22.1 per cent in China by the end of July in 2008, about two times of the average 14.7 per cent of China (XEN, 2008). The State Bank of India, the country’s largest lender, also reported that NPLs were rising, particularly in the SME sector (Choudhury and Rodrigues, 2010). The State Bank of Pakistan reported that NPLs in the SME sector increased by Rs 5.1 billion to Rs 96 billion by the end of 2010 (Daily Times, 2011). The need for financial institutions to provide more suitable products and services for SMEs, develop comprehensive risk management skills, and improve information transparency has been recognized. A number of financial institutions have moved to offer non-financial assistance to SMEs for their capacity-building to enhance their profitability.



For example, the SME Bank of Pakistan offers a range of business



development services in the areas of marketing, accounting, product design, and business planning (SME Bank Pakistan, undated). The SME Bank in Malaysia (also known as the Bank Perusahaan Kecil & Sederhana Malaysia Berhad) specifically targets SMEs and provides comprehensive advisory services to complement products offered by



23



commercial banks.



Some examples of these services are in-depth entrepreneurship



training programmes for graduates, vendors, mentors, and women (Bank Perusahaan Kecil & Sederhana Malaysia Berhad, 2012). Indonesia Eximbank, an export financing institution in Indonesia, also developed technical assistance that includes quality improvement of products, product processing, packaging, and marketing. They assist stakeholders with capacity building in the form of training and guidance in connection with export and trade financing activities. Korean Development Bank, a state-owned DFI in the Republic of Korea, facilitates the management normalization of troubled corporations through corporate restructuring and consulting services that covers public, development, and overseas projects (KDB Bank, 2010). Besides formal financial institutions, informal financing networks also appear to play a significant role in SME financing. A study conducted in Viet Nam reveals that as much as 35 per cent of financing for SMEs may be coming from informal networks (Rand, 2007). Moreover, research suggests that informal lenders tend to emphasize different factors when approving a loan compared to formal institutions. The former is more likely to focus on the current performance of the applicant, particularly its accounts receivable, while the latter is more likely to look into the credit history and past performance (Tanaka and Molnar, 2008). SMEs’ view of major constraints Despite various financial schemes and informative mechanisms, access to ‘timely and adequate’ credit and establishing a good relationship with bankers are two major nagging problems for SMEs. According to a 2009 Asian Development Bank survey of SMEs in 13 countries, obtaining capital is the top constraint for firm formation and growth (ADB, 2009). There are several reasons why this may be so. Recent market developments and trends show that in the name of single window assistance, many banks including DFIs have entered the arena of term lending, including short-term loans to SMEs. Despite this progress, there is a wide time lag between the approval of SME loans and the disbursement of funds. Since a portion of these loans pay operating expenses, SMEs barely survive while they wait.



This scenario again



underscores the importance of cash flow.
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Although most of the governments in the Asia-Pacific region have formulated well-structured policies and placed well-developed institutional financing agencies on the ground to meet the needs of SMEs, there is a disconnect in the actual implementation of these policies. Referring to the above situation, bank management may not appreciate the dire need SMEs have for cash. Banks may be willing to help but their SME clients get lost in the shuffle as bank management caters to larger, wealthier customers. Unfortunately, the SME-banker relationship may then become adversarial, further defeating the best intentions of policymakers. Part of the intransigence often lies with the owner of the SME, who may not be able to communicate effectively with the banker or present their needs in a way that would give incentives for the bank to cooperate. Entrepreneurs also face various constraints to source financing: (i) Specific problems relating to short term loans: - Delays in sanction and inadequate limit sanction; - Inordinate gap between commissioning of the project and availability of working capital; - Complex and lengthy documentation; - Improper mix of fund-based and non-fund based facilities; - High cost of credit; and - Insistence on high margin and collaterals. (ii) Specific problems relating to long-term loans: -



Delay in appraisal of projects and sanction; Rigid and complex procedures/documentation; High cost of credit; Delays in disbursements; Unwillingness to exercise delegation of powers by functionaries; Insistence on higher margin money; Insistence on more than 100 per cent collaterals; and Non-availability of working capital sanction letter from commercial banks.



As shown in Figure 5, the growth abilities of small firms tend to be more vulnerable to financing constraints than those of large firms. When facing the same financing problems, the reduction of growth is more severe if the size of enterprise is small. In general, financing obstacles result in an average decline of 10 per cent in growth for small firms compared with six per cent for their larger counterparts. The figure also indicates that for bank requirements and conditions for financing, along with 25



access to different financing modes, small firms still report a larger decrease in growth than larger firms in each situation. Figure 5: Effect of Financing Constraints on Growth



Note: This graph shows the effect of different financing obstacles on firm growth for small and large firms, measured at the average constraint for the two size groups. Source: ADB (2009). Major issues for policy interventions While there exist a number of schemes to address SME financing gaps, they are contingent upon: i) an attitudinal environment that welcomes innovation and entrepreneurship, ii) formal legal institutions that protect property rights, and iii) institutional financing procedures that are consumer-friendly. Policymakers therefore need to ensure that the existing overall business climate is conducive for people to engage in entrepreneurial activities with adequate and timely financial assistance. To achieve this, we offer the following topics for consideration in light of best practices: Maximizing working capital In a number of developing countries in Asia and the Pacific, the sophistication of their financial sector still remains low and capital and equity markets have yet to be developed adequately; thus, formal, institutional financing is difficult for SMEs to access. For those countries (e.g., least developed countries), one of the most effective policy options in the short run would be to maximize working capital of SMEs through the effective utilization of both informal financing and internal financing. Informal financial instruments include entrepreneurs’ own savings and assets and borrowing from their parents, relatives, and friends, are particularly important for new 26



and small businesses at their seed and start-up phases. Trade credit or buyer’s credit, another informal financial instrument, has been a major financial source of SMEs in developed countries and could be prominently used by SMEs in the Asia-Pacific developing countries to increase their cash flows. Internal financing refers to the generation of funds through an enterprise’s retained earnings, which requires a profitable business model. Such internal fund raising could be achieved by various measures, such as increasing sales, reducing operational costs, minimizing inventory and physical assets, forecasting cash flows properly, and reducing external debt financing. Neither



informal



financing



nor



internal



financing



requires



external



creditors/investors’ involvements to raise funds for SMEs and so the existence of well developed capital and equity markets is not necessary. Such financial instruments could provide large flexibility to SMEs’ working capital management mainly by reducing the needs of external financing (e.g., bank loans). Policymakers can encourage SMEs to use those financial instruments in order to maximize their working capital by: 1) cultivating entrepreneurship culture; 2) developing a pro-business regulatory framework and tax system; 3) protecting property rights; and 4) improving managerial skills of entrepreneurs and SME owners. Within this context, policymakers may wish to collaborate to provide services and training through an existing web of business associations/networks, such as local chambers of commerce and industry. Narrowing the gap in SME financing Some agencies have pointed out that in developing countries there has been a growing financial gap between commercial debt financing and microfinance (IFC, 2010; JFC, 2011). They argue that micro and small enterprises, including start-ups, have been in a disadvantaged position to access institutional debt financing. While the traditional term loans have focused on financing large firms or SMEs with relatively healthy performance and sufficient financial records, microfinance targets the poor, low-income groups, and informal sector with small size of loans as well as high interest rates. Between those target groups by commercial banks and micro finance institutions, small (and micro) enterprises are growing.



They have difficulty in raising funds from



commercial banks because they have inadequate collateral and financial record while 27



they are not satisfied with microfinance loans due to its small size and high interest rate. Figure 6 illustrates the financial gap in SME financing. Figure 6: Financial gap in SME financing



Source: Modified from JFC (2011). To narrow the gap, policymakers may consider some options. First, microfinance as it has been growing rapidly in the region may expand its operations to target small businesses, providing a large loan with a discounted interest rate. Second, commercial banks may wish to extend their financial services to those small players perhaps in cooperation with public credit guarantee agencies, where public support is required. Third, governments could launch and further develop various financial assistances to them. Develop and balance both debt and equity markets Although the roles of debt and equity markets are clear theoretically, in practice these two financial systems differ widely across countries in Asia and the Pacific. In general, countries with bank-centred debt financing systems tend to be less conducive to entrepreneurial activity than stock market-centred systems. However, a bank-centred system may be a preferable option for countries with poor information infrastructures. On the other hand, stock markets take more time to develop but tend to encourage more entrepreneurial, high-growth ventures (based upon the experience of developed countries).



The majority of the innovations by SMEs have been successfully



commercialized through stock markets, especially in the United Kingdom and the United States of America. In contrast, other developed countries rely more heavily on their banks – with Germany and Japan as prime examples (Benston, 1994). Within AsiaPacific, some of the major stock markets in China; Hong Kong, China; Singapore;
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Taiwan Province of China; Indonesia; India; Republic of Korea; and Sri Lanka are wellestablished, while other developing economies are working hard to strengthen their stock markets. Policymakers in most Asia-Pacific countries should focus on SME access to debt primarily through their banking sector, but with an eye towards establishing the regulations essential to a functional stock market, e.g., financial reporting requirements and statutes protecting minority shareholders. Reduce information asymmetry Inadequate or insufficient information is one of the main obstacles hampering finance to SMEs.



With information asymmetry, banks cannot be sure of the



creditworthiness of SMEs, and potential equity investors may forego the equity offerings of SMEs unless otherwise policymakers do implement expensive safeguards. It is costly and inefficient for individual lenders or investors to collect the information. SMEs, however, usually lack the financial and administrative skills to provide this information, or may even lack the basic knowledge about what kind of information should be prepared. Policy intervention can be essential to address this issue. The possibility for SMEs to obtain financial support from institutional lenders and equity investors should be increased to provide enough incentives for SMEs to produce credible accounts and operate transparently (OECD, 2006). Policymakers not only need to educate SMEs about related regulations, standards, and practices but they must also strive to streamline them. There is a careful balancing act policymakers must consider between the needs of creditors/investors to feel secure and informed, and the ability of SMEs to meet these needs. Governmental organizations and SME agencies also need to initiate or pursue a dialogue with financial industries at the national level about methods for achieving better understanding, e.g., possible codes of conduct or specific information tools. Regulating policies are needed to promote transparent lending terms and conditions of financial institutions.



Training and information programmes based on different information



requirements of various financial institutions and investors can also be implemented to assist SMEs in dealing with financing issues.



29



The credit history of SMEs is also an important piece of financial information. The credit rating scheme discussed earlier can provide effective indicators for the credit history of SMEs. An information-sharing mechanism among institutional lenders and investors such as databases containing SME credit information and borrowing history could be adopted by policymakers to increase information sharing and transparency. Such measures may automatically reduce the default risk of SMEs because they need to maintain good credit records to further access financial resources. Facilitate equity funding Many governments have programmes for the direct injection of equity (or seed/start-up capital) into SME ventures; however, the operational results of such programmes are not encouraging. Direct government programmes generally lack both the appropriate incentive structures and the expertise to administer the programme in a professional manner (OECD, 2009). A better alternative is for policymakers to work alongside private sources of equity, like the Business Angel Network South East Asia (BANSEA),14 to meet SME needs, while building the institutional capacity of equity markets with pro-business securities regulation. Transparency and shareholder protection allow higher-end types of financing, such as venture capital, to flourish while being comprehensible enough to invite SME participation, albeit often with professional legal counsel. Within this context, the public sector is expected to serve as a conduit to build trust between SMEs and private capitals. For example, the Business Development Bank of Canada (BDC), a state owned specialized development bank, is focused on leveraging private sector funding by running various equity and non-equity programmes (ibid). The most notable feature of BDC is its cooperation with the venture capital industry in Canada in addition to providing direct equity investment to SMEs. Apt examples involve capital injection to private equity funds targeting certain objectives (e.g., high-tech, life science, and start-ups), supporting angel groups to professionalize their industry and helping venture capitals to develop global networks and connect with potential stakeholders (BDC, 2011). Combine financial services and business development services (BDS) 14



For the details of the BANSEA see the earlier section on angel finance in this paper.
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Banks tend to charge SMEs higher interest rates and demand collateral relative to the asset base as a risk management technique (Beck et al., 2008). As mentioned, this is a response to the lack of transparency regarding the creditworthiness of SMEs. Beyond credit rating schemes, policymakers should encourage SMEs to seek business development service (BDS) providers, including various business associations such as chambers of commerce and federations of industries, and to work with banks to resolve both financial and operational issues. A suitable combination of financial and nonfinancial services for SME is the most needed support.



In this direction, financial



institutions should consider developing capacities to provide information on markets and training facilities; evaluate joint venture proposals; assist in the development of business expansion plans; guide financial and taxation matters; and advocate the cause of SMEs at appropriate forums. Such an approach would obviate many difficulties in the SME sector. Over time, BDS providers can also add value to bank lending and SME development due to their proximity to the clients and their direct knowledge of the enterprises’ financial status and past performance. BDS providers are often better placed than



financial



institutions



in



identifying



potential



clients,



ascertaining



their



creditworthiness, imparting professional financial and accounting techniques, and other services germane to lending and repayment of debt. This complementary nature between BDS providers and financial services helps to minimize both the risk and transaction cost to creditors and investors, and makes access to credit and equity less costly and cumbersome for SMEs. Strengthening the bank-SME relationship Despite the efforts of policymakers to enable SMEs to access bank loans, there is still much room for improvement. As mentioned earlier, banks may not appreciate the SMEs’ dire need for quick capital, while SME owners may not understand bank policies for mitigating risk. While policymakers may craft effective strategies, their efforts may be frustrated when applied in practice. Intermediaries may lack either the incentives or the competence to build and sustain bank-SME relations. Communication and education are important, both for SMEs and for banks, about expectations. What is crucial is the consistency of these efforts. There needs to be an 31



ongoing programme of communication and education that policymakers implement. Such a programme must be both convenient and relevant to both SMEs and banks in order to be credible. For example, a research programme has been conducted in Sweden since 1999 to foster better relationships between the credit sector and SMEs through interactions and information exchange between the two groups: one consisting of banking representatives, SMEs, auditors, and tax authorities, and the other of academic representatives (EC, 2007). Another example involves the SME Centre for Asia in the Philippines, which provides a training framework for financial institutions dealing with the SME sector with seminars, exhibits, and a venue for banks to build linkages with SME entrepreneurs (SME Centre for Asia, 2011). We offer the following recommendations to design a capacity building training programme: 1. Research, identify, and review existing training materials/modules; 2. Adapt materials and prepare draft training packages/modules; 3. Field test draft packages by running a few pilot programmes; 4. Evaluate and refine programme contents based upon the field test; 5. Run training-for-trainers programmes; 6. Collaborate with select trainers from developing countries in their first programme; and 7. Disseminate training packages/modules and obtain feedback on its utility for further refinements. Research indicates that loan officers play a critical role in the SME-bank relationship, who retain the so-called soft information (difficult to quantify and communicate such as the SME’s owner’s character) (Berger and Udell, 2002). If the loan officer is to leave, the relationship can be severely impacted. To deal with this agency issue, institutions lending to SMEs should be encouraged to have flatter organizational structures and be, preferably, of a smaller size (ibid). We also summarize the key issues and suggestions for strengthening bank-SME relationships in the following table: Table 5: Issues and suggestions for strengthening bank-SME relationships Issue Insufficiency of credit



Bank Fear of non-payment should be addressed via proper assessment of risk and moral support from relevant



SME Careful planning for credit needs based on a concrete workable business plan.
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government agencies. Update credit databases to include SMEs. Joint appraisal with commercial banks/DFIs and BDS providers.



Delays in credit sanctions



Collateral requirement is too high Information requirements are too high or not available



Compliance with loan agreement, including audits



All data requirements for credit appraisal should be communicated to SMEs in one instalment. The appraisal process should be explained in the initial interview. The appraisal should continue even if a credit officer goes on leave but one person should ultimately be accountable for each SME application. A single-window approach should be followed for appraisal. The appraisal process should be a focus for continuous improvement, including the models used for risk measurement. Get second opinion on need for collateral, perhaps from a BDS provider. Consider future cash flow as the primary security for SMEs. Checklist of information on requirements to be prepared for SMEs with due care. Use of computers for data storage and analysis. Standardize the data requirements for loan applications across different institutions. Arrange audits to minimize inconvenience to borrowers. Explain timing and procedures for loan compliance.



Supporting documents for verification should be kept ready. Be open to banks to discuss all financial problems. Prepare thoroughly for presentation, interview, etc. Produce all data requirements and documents in one instalment. Keep financial records current and accurate. Extend cooperation to the bank to comply with the head office guidelines.



Work with the bank and BDS providers to reduce risks. Offer some collateral if feasible. Keep financial and operating records current and accurate. Use computers where feasible. Appreciate data needs of the bank.



Cooperate with the bank since post-sanction formalities are also for their benefit. Regular submissions of statements and returns.



Introduce a four-tier national financial system Today’s global economy exhibits unparalleled dynamism and experiences rapid changes. These changes affect SMEs more than larger firms owing to the fact that they have fewer resources to cope with the volatility. In addition to the traditional forms of term loans and working capital, they require new forms and instruments to remain competitive. In this environment, national economies must hasten to keep pace and realign their own financial system accordingly; otherwise the country will start lagging behind.
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Within this context, we propose a four-tier national financial system illustrated as follows: First tier: an apex bank (or agency) for SMEs at the top that oversees policy prescriptions, credit guarantee schemes, new financing schemes and programmes, business development services and training, and the flow of credit (and equity) to the sector. Above all, the apex bank should augment financial resources for all the concerned players and give them institutional support from time to time; Second tier: national financial institutions, commercial banks, specialized DFIs, such as export-import banks, credit guarantee agencies, credit information providers (e.g., credit registries), venture capitalist associations/networks, and support institutions, such as national BDS provider associations/networks and national chambers of commerce and industry, should play the role of credit providers or facilitators to the organized sector of SMEs. In addition, corporate bond markets (and stock markets as an extreme case) also fall in this category for open market borrowings (and share offering); Third tier: subnational development financial institutions, regional banks, BDS providers, and local chambers of commerce and industry have a manageable specified region or a command area for serving the specific sector; Fourth tier: at the base of the pyramid, micro-financing institutions (MFIs) cover the unorganized microenterprises and self-help groups through the provision of micro credit. MFIs have been placed at the base of the system because it has to cover the biggest segment and largest number of enterprises and individual entrepreneurs in the field. The MFI system is experienced and best suited to keep close contact with clients and to ensure full recovery of loans. They are also equipped to give non-financial support to entrepreneurs. Figure 7: Four-tier financial system for SMEs
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Source: AAMO (2007). The suggestions made above establish the significance and importance of restructuring the institutional network of the financial sector into a simplified framework for clear division of labour so that its reach and institutional coordination are further improved. Besides having the apex bank for SMEs, the MFI’s role in this framework also assumes greater importance. They should be given national recognition and legal status in the country’s financial system so that they are able to serve an increasing number of microenterprises. Other policy responses: what works and what doesn’t? The policy reviews in this paper provide guidance on how policymakers can approach issues of access to finance for SMEs.



Some of the key



observations are set out below:  Both public sector and financial institutions must understand the corporate life circle and associated cash requirements of SMEs; place emphasis on the policies that assist in financing SMEs during their cash drains; and take measures to ease funding constraints due to the time gap between receivables and payables by employing various financing instruments;  Governments should provide a knowledge-sharing and communication platform for different stakeholders (e.g., government, SME agency, financial institutions, and SMEs) to increase mutual understanding and to share experiences;  Governments need not operate its programmes for financial assistance to the SME sector directly but they should also work as facilitators. In particular, 35



   







  



  







  



policymakers should avoid introducing direct lending and credits at subsidized rates. Such programmes can go through the process of financial intermediation; Commercial banks have been found to incur large losses on account of public subsidized interest rates and non-payment by the borrowers; Loan waivers by governments eventually distort the credit culture; Market failures should not be tackled with government finance. Governments should intervene and work with/through commercial forces to correct the distortions; Policymakers must bestow adequate attention to the protection of creditors’ rights by introducing a suitable set of laws that protect lenders from nonpayment. Without creditors’ rights, the market for credit can be expected to remain underdeveloped; Governments should promote collateral and a third-party guarantee-free, or reduced, lending system, suitably backed by setting up credit guarantee schemes and/or cash flow based financing, to encourage lenders to assist SMEs; Governments should concentrate policies on promoting availability of risk capital to innovative, high-growth SMEs, mainly at early stages of the financing of the firm; Public sector funds could still be used to leverage private sector financing in order to reduce the financing gap; Policymakers should recognize the need for proximity between the lenders and borrowers, particularly for small-scale loans. Regional and local equity initiatives (e.g., subnational funds) are appropriate for such types of lending; Governments should take emergency measures and facilitate extra credits to help SMEs through economic downturns; take measures to help SMEs build up long-term survival capacity and enhance long-term competitiveness; Governments must carefully design all the intervention policies to avoid market distortion; Policymakers should provide information and consultation services for SMEs to obtain funds (focusing on available sources of financing, understanding and meeting different criteria for different sources, and dealing with legal and contract issues); Governments should provide training on accounting and financial management skills while raising SMEs’ awareness of the importance of cash flow management; enhance their ability to obtain funds; help them use different financing sources efficiently; Governments facilitate financial institutions to design products and services suitable for SMEs; Governments should facilitate FDI into the SME sector; and Governments should encourage, in association with private sector associations, chambers of commerce, BDS providers, small businesses to
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maintain and report reliable information. This will help to reassure financial institutions that lend to SMEs. Governments should approach regions of lagged economic development with more attention as research suggests SMEs in less developed regions have higher financing needs compared to their peers in developed regions (Wang, 2004). As SMEs are crucial to economic development, this presents the typical chicken or egg paradox. The lack in regional development is likely to hold back SME success. However, without SME success, regional development is unlikely to take off. Governments should intervene more directly in such regions. In the late 1980s and early 1990s, the World Bank implemented a program to provide subsidized loans to SMEs in several developing countries. Evaluation of such a program in Sri Lanka finds that the program was indeed successful in spurring investments by participating SMEs and relaxing their credit constraints (Aivazian and Santor, 2008). As part of its overall campaign to support SMEs, the Japanese government introduced a program to subsidize R&D expenditures of SMEs in the hightech sector. Research finds that the program was successful in that the public R&D effort ended up complementing private R&D instead of substituting for it (Koga, 2005).



We also provide a brief summary of general policy measures for SME financing below: Table 6: Matrix of policy measures facilitating access to finance by SMEs Policy measure Type Intervention SME act



Legal



Property rights



Legal



SME development regulations



Regulatory



Financial sector reforms



Regulatory



Central banking directives



Regulatory



SME development policies



Regulatory



Fiscal incentives



Indirect government support



International cooperation for fund support and FDIs Capital market and stock exchange development Information and credit scoring



Indirect government support Regulatory Financial intermediation



Legislate a national act for development of SME sector. Proper property registration facilitates loans with collaterals. Suitable regulations creates enabling environment for SMEs. Financial sector reforms facilitate timely and adequate finance to SMEs. Central Bank directs banks and financial institutions to support SME sector as priority sector. A set of comprehensive development policies and programmes including financial support and exit policies for SMEs. Fiscal and taxation policies increasing working capitals and encouraging SME investments. Encourage international funds and TNCs for lines of credit and FDIs. Encourage SMEs for market borrowings and equity support. National network for credit and credit scoring of SMEs.
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Financial intermediation development



Financial intermediation



Financial services package



Financial intermediation



Export support and credit provision



Financial intermediation & indirect government support



Implement higher accounting standards



Regulatory



Minimal allocation requirements for lending institutions



Regulatory



Specialized financial institutions for assisting SMEs such as SME banks, EXIM banks, venture funds, MFIs, etc. Enabling government policies encourages the financial system to offer a full range of financial services including debt, equity, innovative finance to SMEs and offer BDS. Research finds that access to foreign markets is a significant determinant of an SME success (Becchetti and Trovato, 2002). Although an SME can access a loan from a bank through its relationship with the institution, the rates are usually higher or the loan is simply more difficult to obtain (Hyytinen and Vaananen, 2006). However, research suggests that if the SME has comprehensive financial statements, the rates can often be lower (Baas and Schrooten, 2006). These research findings imply that improving the accounting standards among SMEs may help them access sources of finance and/or decrease their cost of capital. Such a program was implemented in South Korea. But there is no conclusive evidence to attest to its effectiveness (Nugent and Yhee, 2002).



Source: The authors. Summary Financial capital is a critical input for businesses in general and SMEs in particular. Without adequate and timely finance there can be no start-up, much less expansion, or long-term sustainability.



We noted at the outset that there is much



heterogeneity among SMEs in terms of their market orientation, use of technology, and the stage of economic development of their nation; the definition of an SME varies considerably from country to country. Despite these differences, all SMEs face similar problems regarding financing. Our methodology follows the evidence-based/translational research paradigm from medicine. We interviewed a number of experts in the Asia-Pacific region and conducted an exhaustive review of policies to find what is effective for SME financing. Our purpose is to communicate useful findings to policymakers and other stakeholders. We emphasize the need for cash. SMEs can show legitimate profits on its books but will ultimately fold if it is not collecting the cash from customers. While this may
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seem obvious, collecting cash is a tedious process that new business owners often fail to consider in their planning. They assume that as long as they offer a product consumers want the cash will simply appear, when the reality is that extensive follow-up may be required to get the cash from the sale. The rule of thumb for policymakers is to favour policies that provide quick cash to SMEs as opposed to policies that offer deferred benefits. We linked this need for cash to the life stages of the firm. Entrepreneurs may obtain the funds necessary for start-up from their own savings or loans from family and friends, but the crucial period occurs soon after operations begin. There is a gap between when suppliers must be paid and receivables are collected; this gap is the foundation of working capital management (see Figure 2). Policymakers at the local level need to educate new business owners about the necessity of working capital management; it should be included in business and entrepreneurship curricula. We then discussed the various financing options available to SMEs. In addition to informal and internal financing, such as personal savings, working capital, and trade credit, the traditional way is the banking system for debt financing. When new business owners cannot find the capital to expand within their own networks, they turn to banks. We elaborated upon the usually tense relationship between banks and SMEs; often both parties are insensitive to the needs of others.



Here there is ample room for the



involvement of policymakers, primarily as facilitators. Banks need credit guarantees and other forms of risk mitigation. The most effective policies make credit information available for markets to use.



Direct intervention (e.g., government loans, blanket



guarantees) generally suffers from moral hazard and high administrative costs and is therefore less effective. On occasion such direct intervention can be necessary, and some governments (e.g. India, Japan, and Pakistan) have intervened successfully with credit guarantees. Additional financial measures include leasing, factoring, corporate bonds, and seed capital, as well as equity financing such as angel finance, venture capital, and initial public offering (IPO). These methods are common in advanced economies and are gaining traction in the Asia-Pacific region. Suffice to say, they require the highest level of investor protection policies and rule of law as well as sophisticated capital and equity 39



markets. As a matter of systemic improvement, policymakers should strive to balance the use of debt and the use of equity for supplying capital to their nation’s businesses. Overreliance on the banking sector is a hallmark of the Asia-Pacific region; future development should see more of a mix. Beyond the balance of debt and equity, we proposed other major areas of policy intervention. SMEs can increase working capital by improving their managerial capacity and utilizing financial techniques like trade credit, thus reducing their needs to borrow money from external sources. Reducing information asymmetry is key; often SMEs do not know what financing options are available or how to access them.



Financial



institutions for their part have difficulty gauging the creditworthiness of SMEs. Policymakers need to bridge these knowledge gaps.



It is not sufficient to provide



financing, as lack of managerial knowhow can lead to wasting the loan money that is provided. Policymakers should package financial capital with business development services (BDS). The relationship between banks and SMEs is so critical that we delved into it further with Table 5, Issues and suggestions for strengthening bank-SME relationships. We noted that there is a role for both commercial banks and development financial institutions (DFIs) in supporting SMEs; policymakers should not favour one at the expense of the other. Robust competition in the financial sector will help SMEs and the overall economy.



We suggest that the national financial system should follow the



AAMO (2007) four-tier model depicted in Figure 7, with an apex SME bank supported by various levels of DFIs and banks and a foundation of micro-finance. We then concluded the paper with a review of policy responses; what works and what doesn’t. We offer in Table 6 a matrix of policy measures facilitating access to finance by SMEs. We again emphasize that government officials should adapt these general recommendations to the unique circumstances of their respective countries. REFERENCES “NPLs of SME sector rise to Rs 96 billion by end December”, Daily Times, 16 March 2011, available at http://www.dailytimes.com.pk/default.asp?page=2011%5C03%5C16%5Cstory_16-32011_pg5_2
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