CHAFTER IT

SELECTIVE REVIEW OF THE LITERATURE

2.1 Credit Guarantee Schemes In Other Courntries In The World

The gconomic activities of the poor are too important &
force to be ignored. In rural areas, in addition to the legion of
subsistence and small farmers, there 1s a growing percentage  of
individuals whose primary souwrce of i1ncome is  trading, cotbttage
industries and a wide range of services, gernerally categorized as
off-farm activities : the fFigure ranges from 19 teo 23 percent 1in
countries like India, Sierra leone and Colombia, from 28 to 38
percent in Indonesia, Fakisetan, Fenya and the Phillipines and  as

i
high as 49 percent in Malaysia . In many countries, those who
erngage 1n bthese activities are the landless, who are arguably the

poorest group in bthe socilety.

In wrban areas, "microenterprises " often represent
Pa bl o more of Shee labor force in Lhe sprewling cities  of  bhe
developing world. In Lagos, half the employment is in the infor-
= 4
mal sector o In Bombay, the figure is S5 YU . The informal sector

in Latin America and the Caribbean, the majority of which is in

the cities, makes up a third of the scoromically active popula-

{ .
Lebeddie, Nanjundan % Teszler (1988), Table II.1l.
2. These are the smallest of small enterprises.
A Bethuwraman 1981, p.214,

4. Mazumdar 1976, p. 653-79.
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tion, or some 20 million people.

These businesses have a crucial role to play in  cde-
veloping economies. Subsistence and small farmers and rural and
urban microentrepreneurs
¥ will generate a majority of the 120,000 jobs a day needed in
the developing world between now and the year Z000j
X will represent an even larger percentage of the Jjobs needed
for women, recent immigrants from rural areas, the uneducated,
youth and the pooresty
X provide goods and services, for example , food, inexpensive
shoes and farming tools, often i1in small guantities, to the poor;
b provide much of the skills and entrepreneurial training in
developing countriess
X represent the best mix of capital, labor and energy in a poor
societys and
X provide a vital link to modern enterprises, distributing
their products and producing finished goods for resale arel e
port.

The 1988 World Conference aon Microenterprises referred
to the informal sector as " the major development agent for

employment. creation, income generation and social stabilization
37

in the next decade. " This sector of the sconomy is growing in
4 -
importance in most countries, but it faces nbhstacles that affect
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L. Inter-American Development Bank, 1988.

2. UNCDF , 1968.



the growth, profitability and even the sustainability of these
smal lest economic initiatives, namely :

X am almost total lack of access to institutional credit  fFrom
barks and other lending instituions who feel lending to the poor
1% too risky and expensivesy

¥ a dependence on moneylenders and suppliers who charge raltes
1

ranging  from 0 percent a month to 20 percent a day in mény
3
countriess and ’

¥ a hostile policy envircnment that provides good acoess  to
credit and other services to larger business and farms  while

Ai++i-

making access to credit for the smallest scale enterpris

i)

cult if not dnpossible

MHence, credit guarantee schemes can play a very impor-
tant role in encouwraging financial instituwbtions to provide
"guarantesd” credit to this "informal sector.”

Levitsky and Frasad (1991) argue that credit guarantee
schemss can be an effective means of supporting small enterprise
deve lopment pepecially in countries where access to credit s

constrained fFor small borrowsrs. Their swrvey of credit guarantees

1. Ashe, 1981 , p.xii.

2, Lack of working capital often leaves the busingss owner little
recourse  obther tharn to buy from certain suppliers on credit and
att a very high prices, thus exacerbating the common problem of
chrogic indebtedness.

%, Typical problems in urban argas are policies banning street
vendors from choice downtown leocations, and licensing and regis-
tration requirements that are extremsly time-consuming, complen
and expensive from the perspective of micro-husiness  OWNEF 5.
Fribes must often be paid to keep clandestine businesses func-
tioning.



in 27 developed and developing countries showed that schemes have
succeeded most often when the following conditions are met

i Commercial banks must participate in the scheme. F e —
ticipation by publicly—~funded Development Finance Institutions is
meaningless since their losses will be covered awtomatically by
public funds.

1w Each request for a guarantee shouwld be investigated
independently of the lending institution to guard against banks’
tramstferring their riskier loans to the guarantee programme.
Automatic guarantees shouwld be avoided.

iid. The optimal loan percentage to be guaranteed appears
to be between 70 and 80 percent. Where the risk for banks is more
than 20 percent, the costs of appraising and securing  their
portion of risk do not justify the costs of obtaining a guaran-—
teay where the risks are less than.Z0 percent, the least viable
loans may be proposed for guarantess because banks have little to
lose.

Weabrster (L591L) wrote & review that evaloated Lhe  pere
formance of World Bamk lending to 70 SME projects in 36 countries
spanring the period from Financial Year 1973, when SME lending
was initiated in the Rank, through Financial Year 198%9. The pur-
pose  was to analyze and evaluate institutional delivery systems
supported by the Bank’s SME projects.

Webhstar (1991) identified that those credit guarantee
sehemss that did not achieve their objectives failed to establish
the rnecessary conditions for success

dow Many of the participating banks were publicly—owned.

10



ii. Ten of the twenty-three projects with schemes guaranteesd
between %0 and 70 percert of subloan amounts, with the implica-
tion that the costs to retail banks of obtaining the guarantee
may not have been worth the benefits received.

iii. Most of the guarantee schemes that failed were under-
capitalized in relation to claims made. Large claims for  reim—
bursement stemming from low repayment rates could not be covered
by guarantese fees that ranged from 1 - 2 percent gF amounts

cutetanding.

ive  HMarmy credit organizations had difficulties alishing
pperating policies and proceduresz. Once establicshed,  marny wers
inefficient with overly complex and slow operations.

Vo Ms credit guarantee programnes falled bto meet theilr
ohjectives, distrust developed on the part of retail banks and
systems sssentially fell apart.

From the above, we can detect some similaritises between
the Findings of lLevitsky, et. al.( 1990 )  and Webster 1991 )
in  that both agreed that credit guerantee schemes should not  be
participated by publicly-owned finarmcizl institutions, but by the
commercial banks. They also agreed that the leoan percentage to be
guaranteed by the credit guarantee schemss is very importeant and
may directly affect the wilingrness of banks to participate in the
Echémmsn

Moreover, Ashe, Jetfrey., et. al. (1989) also identified
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twelve characteristics of successftul lending projects; one of
which is similar to that of Levitsky, Jacob, et. al. {1920) and
Webster (1991) is that successful lending projects are managed by
the local banking sector. or work in close co-ordination with the
local banks. Another similar characteristic of successful lending
projects identified by fAshe, Jeffrey, et. al. (19289) and Webster,
(1991) is regarding the projects’ or schemes” operating policies
and procedures.  Both agreed that overly caomplex policies and
procedures should be discouraged as these will result in slow and
inefficient operations of the lending projects or schemes.
levitaliy, Jacob, et. al. ( 1990 ) also present evi-
dence concerning four key issues relevant to coredit  guarantee
sChemes. The First is thelir costs. Governments and guarantee
organizations should understand clearly that guarantee ftees
normally are insufficient to cover the costs of administration
and claims. Second, the credibility of guarantee schemes rests

primarily on the transparency and simplicity of the reguirements

for payment of claims and the efficrency with which olarms  arz
paid.  Third, guarantes schemes do not absolve banks from  taking
the normal risks associated with lending or from selecting only
the most viable Firms and obtaining personal guarantees and /  ovr
collateral. Finally, guarantee schemes have worked best where
clignts are creditworthy entrepreaneurs with viable projects and

insufficient collateral as opposed to questionable clients and 7/

or risky projects.
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1. Ashe, Jeffrey, et. al. (1989) , p. 19 - 22,
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Webster (1991)7s findings also showed that the initial
S8ME  projects exhorted participating banks to appraise projects
and approve or reject them based on the merits of the project and
the prospective borrower, with little reliance on collateral as
sEcurity. Froject aofficers interviewed indicated that most par-—
ticipating Ffimnarncial institutions essentially have resisted the
World Bank®™s push to lend to clients without collateral, although
some  have lent on bthe basis of capital equipment purchasecd with
the subloan. There are no systematic data available on the level
ot céllatmral that is being reguired. Farticipating Ffimancial
inetitutions in both Ecuador and Srd Lankba supericnced  losses
after making loans based solely on the merits of the project
ttself. They have since adjiusted thelr orateria so that Lhey rely
orn a mix of collateral, analysis of project viability, and the
character of the borrower. With hindsight, this appwoéch HEEMS &
prudent term lending practice.

The World Rank has also argued consistently that final
interest rates charged to subborrowsrs under SME lines of oredit
should  be positive and market-determined. The primary case {for
mar ket rates i1s that banks must be allowed to set rates that will
cover their costs and ensure profits, if they are to i1ncorporate
SME lending into their normal lending operations. @ second  argu-
ment’ says that subborrowers will repay their loans  at  higher
rates if they pay market rates and are not given the impression
that loans are part of government give-away programmes. Subsi-

dized rates have a rnumber of additiornal deleterious resulls,



-

mémély 8 less viable and more capital-intensive projects can
qualify for leoans; larger and better-connected clients often are
the recipients of low-cost credity fixed interest rates ocannot
shift with the economy and can become negative in pericds  of
inflations and credit programmes have chance of attaining self-
sutficlrency as long as they are operating with subsidies. Many
governments are unwilling to charge small borrowers market rates
because 1t might be unacceptable politically or because they
helieve that S5MEs should be subsidized because small  entrepra-
neurs often are among the poor.

0+  the loans reviewed by Webster (1991), 43 have am-
ployed commercial interest rates and 27 have offered subsidized
rates. Among completed loans, 19 projects have had commercial or
close to commercial rates and 14 projects have had subsidized
interest rates. An analysis of projects with high repaynent rates
shows  little relationship between subsidized interest rates  and

repayment of subloans.

2.2 Credit Guarantee Scheme In Malaysia

Several seminars organized by Credit Guarantee Corpora-
tion Malaysia BerHad and also by the Association of Banks in
Malaysia have come up with some common problems and also  some
confroversies.

The Association OFf Barmks in Malaysia has  organized &
CHEEC Seminar  in 1979 which discussed common problems feaced by
commercial banks through CGO lendings. The problems were divided

into  two major aspects namely @ practical and administration
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and technical aspects.
The practical and administration aspects include

1 although the purpose of the loan is easy enough to estab-
lish, commercial banks encountered difficulties in establishing
the integrity of the borrower and the viability of the horrower®s
business. The general eswperience of commercial bamks in  lending
under the schems is that many of the applicants do. not keep
proper accounting records of their business and hence e wunable
to preduce audited balance sheets or profit and loss accounts  on
which the banker may readlily rely on to assess the company’s
viability in relation to the application. In the absence of such
information the banker would have to undertake much more research
arnd investigation into the application before he can arrive at a
practical basis on which he may assess the viability of the
business.

Thie problem was also volced out by Zainol drifin Bador

during  a CHL Seminar held i 1985, He termed b oas "tedicws and
difficult appraisal”. Financing small businesses is a specialirzed
function because there are certain distinctive and peculiar
characteristice of small business which make the task of apprais-—
ing and assessing them somewhat tedious and difficult as compered
to Qorpmrat& 1ending;u The Credit Appraisal Form which was intro-
duced and must be completed for every borrowesr does appear to  be
voluminouws.

i To ascertain the integrity of the borrower is not easy as

marny of the applicants are “"newcomers’ to the banksy few have



malintained current accounts or saving accounts before their
application for loans and the bank knows no more about them apart
from the information obtained from their loan applications and
interviews with them. Due to this, the bank would have to under-
take a lengthy process of investigation which most  banks could
111 afford.
iii. The paper also stresses on the importance of efficient loan
follow—up and supervision and the right attitude ana approach
towards the small enterprenseurs. Bador (1985) also agrses that as
close. menitoring is another importarnt aspect of small business
financing, 1t is neressary for presanction visits and post  sanc-
1
tion visits thereatter.
1w Aleo, the inadegquate communication given to would-be appli-
cants covering the terms governing the scheme has resulted in
many® applicants having the impression that money from the loans
is  fFrom the Government and that loans were fully guaranteed by
the Corporation.

This problem was also brought up by Datulk Tan Seng  Teck
Gerneral  Manager of United Malayan Banking Corp. EBEhd.  who sald
that "many farmers presumes that the loans released to them are
from  the Govermment. Thus, the facility is viewsd as a Fform  of
aid which do not reguire repayment at all." Tan (1979) also
comhented that CGBL lendings at times may be termed as  lendings

at Ae4ud vt B4 RO P Ry $44e v Sbng Srvem Smses 440 eend e Tered Py prueh sivad boont

Lenresanction wvisits means visits made by loan officers to  the
premise  of the potential borrowers before disbursing the loansjg
arnd post sanction visits means visits to the premise of the
borrowers after disbuwrsing the loans.

16



to  strangers. In most cases, the banker ie unfamiliar with the
horFower .« In the rural areas, particularly, postal addresses of
intending borrowers oftentimes are in  pseudonymous  form and
accountess are knownby their nick-names. Bankers at times encoun—
ter "con-men' in such dealings. In other cases, the character and
integrity of such a client may have to be left to chance.

The technical aspects include taking lsgal action
against defaulters to the extent of bankruptoy prmcéedingg. In
certain cases bthe cost involved in such legal action may exceed
the gmount claimed and as all legal costs incurred are to be met
by the bank, it dis placed in an awkward position whereby it has
to decide whether to undertake such legal action or to write off
Lhe outstandings.

One interesting findimgs on unsecured loans is that one
of the resolutions made by Association of Banks in FMalaysia
during CGC Seminar 1979 is to increase unsecured loans  from KM
HOL, 000t BM 60,000 while during the 1990 Asian Credit Supplemen-—
tation Institution Confederation (ACSIC) Conference, [ see Appen—
dix I for ACSIC members 1, the speaker suggested that to reduce
bank collateral reguirements is wrong headed. Moreover, large,
lumpy, long-term loans often encourage overly rapid expansicon  in
buildings and equipment. Singh, Allan, Hiscock and Roebuck (1960)
alsb agreed that if COC took security from the applicant, this
would simplify the procedures. The commercial banks  would  have
good  security  and  the CGC would have some security from  the
horrower. Furthermore, CGC might be able to value the collateral

more favourably than a commercial bank, which traditionally takes
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a conservative approach. This would reduce the amount of work to
be done by commercial banks., which prefer to make a few large
loans rather tharm many small ones. The bank would rely on the CGC
guarantee. Whilst the banks could continue to be responsible  far
monitoring the state of the borrower’s account, CGC could take
over responsibility for monitoring the state of his business.

Arother resolution made in CGE Seminar 1977 .is thalt the
Chamber of Commerce and related organization should play a more
active role in helping the 585Es.

Rador (12859)  also presented these problems 1in his
working paper. The only difference is that he focused more an the
Special Loan  Scheme (8L8) which was one of CGC's  products. He
questioned the definition of Small-Scale Enterprise which was

defined as

tany reglstered business with net assets of up to RN 250,000  or

L othe come

of limited compariies, shareholders funds not  edceed-

irg KM 250,000 with bank borrowing not exceeding RM Z50,000."

Bador pointed out that thers was a loophole in the
definition. Although the definition seems clear enough  bubt  in
pr?utice considerable difficulties have been encountered by
commercial  banks iﬁ ensuring that the applicants are bore {fide
small scale busiresses. In determining the net assets of & pro-
prietorship or partnership the net worth of the proprietor or

partners must  be taken into consideration. Howaver, irm  most
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instances, it is very difficult i+ neot impossible to determine
their net worth which are unlikely to be provided voluntarily and
in good Ffaith by the proprietor or partners. In the case of
limited companies, accounts can seasily be manipulated §For the
purpose of gqualifying for this schems. The low interest rate of
the Special Loan Scheme (5L5), which was 7.9% until Maorch 1985
made it worthwhile to do everything possible to qualify. BHig
companies or corporations form asscociates or subsidiaries which
would individually apply for the SLS . And, so long as there are
! common directorship, «apnroval will be readily granted. This is
alen  mentioned in the Asian Credit Supplementation Institubion
Confederation (ACBIC) working paper in 1970 where the fragmenbta-
tion of large Firns to tebe advantage of such special deals  is
practised in India.

Urrealistic 53 target was set by Bank Negara Malaysia

S

4]

at 5 % of the total leans ocutstanding of the commercial banks
at December Il, 1980, which was RM 20,872 million. Thus, by
December 51, 1985, the commercial banks are expected to lend KR
1,04%.6 million to this sector and this would mean 20,873 new
borrowers (madimum of RM 50,000 per borrower). This is unrealis-—
tic especially with the downturn in the economy where bankable
proposals  are hard to come by. Therefore, barnks have to decide
whether to take on-the additional risks and continue to lend to
marginal cases or to slow down and face the penalty of non-com-
pliance. Under such pressures, it is possible for cauntion and
prudence  to be thrown to the wind which should never be allowed

to  happen. Although small scale enterprises play an  important
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role in the ¢conomy, it is the guality of these enterprisess that
is paramount and not the number or guantity. Invariably an effec-
tive target is what we should aim for and not just an  arbitary
one which can breed abuse and litigations.

Ariother issue brought up by Levitsky., Jacob, et. al.,
(1989) and was also published in the Malaysian Business, June
1977 , is the provision for claims by CEC. An example. given by

Hardev Faur (1977) i1n " C&EC ¢« Canm It Do More 2 " is

"Many have doubted the ability of the CGED to wmeet its
claims, that i1s, in event of default repayment, tThe CHL 1s liable
fFor &0 A4 of the total sum to the commercial banmks. The ground for
this lack of confidence is that the CGC has a small paid up
capital. For example, assuming that outstanding loans under the
scheme are at KM 330 million and that if 9 4 of it sre bad, this
would amount te KM 17.3 million. UOf these, the CGC 1s responsible
For FM 10 S million te0 %) « However, the CGL only has & pald  up
capital of EM Z.9 million. Therefore, it is not swprising  that
many are suspicious over the CGCs ability to fulfil its commit-

me it s .

This issue was also brought up by Letvisky, Jacob, el.
¢ .

aluoy (1989) who wrote that

" The Malaysian scheme seems to  have been poorly

plarned in  that inadequate provisions were made for handling
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claims. Five years after the central bank guidelines for CGC
guarantee loans were introduced, the CGC's capital fund (includ-
ing provisions for claims) amounted to only 4.4 % of its guaran-
tee obligations, while doubtful accounts reported by the partici-
pating banks amounted to 20 % of the outstanding .guaranteed

credits".

According to Levitsky, Jacob, et. al., (198%), the

harndling of claims by CGC has also been very poor. Up to December
R 1981, a total of 1,342 claims amournting to BM  4.39 million
had been  lodged with the CGE. OF these, aonly 13% claims for
RMETT 787 had heen paid out, while 760 claims for RM 2017 million
Fac besn rojected. In 1983 4 total of 254 claims amounting to  RM
1.9 million were considered. Total settlements made by the corpo-
ration in 1983 amcunted to KM 117,122 on & total of 24 loans,
compared with EM 77,000 on 435 leans in 1982, By end 1983 a cumu-
lative total of 1,925 claims had been processed, with an  addi-
tional 127 involving an amount of KM 1.4% million still outstand-
ing. Of the claims processed only 429 were paid out, involving &
total sum of RM 1.27 million. OF the renainder, 1,188 claims ware
rejected  ( For RMA.44 million) and 220 were withdrawn by the
barks. Most of the claims considered were rejected or found not
plidgible for compernsation on the ground that they did not  comply
with the terms and conditions of the guarantes cover. These fig-
wres explain  some of the loss of confidence of the commercial
banks in the scheme.

Fambali bin Kasbani (1985) has identified some reasons

»”~
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tur rejection of claims. The main reascons being :

i No proper appraisal undertaken =1 R4 417 cases)
1. Improper utilisation of facility 2.3 % (110 cases)
iil. No due care exercised 41.2 %4 (210 cases)
iv. Recovery efforts unsatisfactory ST T A (194 cases)
Vi Nan-caompliance to CHC by—1laws léob % ( BoH cases)
vie PMlisrepresentation of facts PR S 4 (19 cases)

Source @ Fambalil bin Kasbani, Appendix pp. 28 - Z0

In 1932, at the request of the Malaysian government,
the World Ranmk sent a consultant teo Malaysisa to review fthe
s eme . Dz of  his Ffindings was that the scheme was grossly
underfunded  1in the light of the volume of guarantees given. The
consultant also recommended raising the guarantee fee to 1 %4 and
the share capital to RM 40 million, and pointed cut that these
mEasures  alone would not make the CEC solvent wunless the manner
et ks operation was changed.

During the Asian Credit Supplementatiorn Institution
Confederation conference held in 1990, some issues brought up
werre 1

i experience indicates that the push to redoace or remave
barmks®  collateral reguiremernts - limiting oollateral to the
¢ .
project iteelf — probably was wrong headed,
e in small firms, working capital requirements — which
Fluctuate -~  far exnceed firxed capital requirements. Therefore,

large, lumpy, long term loans often encouwrage overly rapid expan—



sion  in buildings and equipment. Also, particularly with new
borrowers, shorter initial maturities — with the prospect of
rollovers and expanded credit lines if all goes well - are often
the meost prudent and effective lending practices. Credit bBuaran-
tes, often geared to fixed investment and "permanent working
capital" term loans, discourage rollovers by the banks, encourage
large lumpy lending transanctions and may well undermine the
building of solid, orm-going relationships between Hankers and
borrowers.

N O in a meeting of SME donors, the resounding concensus
was that emall Firms neesd access ~ rnot subsidized interest  rates
or other special deals. A more liberal environment would allow
harks to develop niche markets. In the United Gtates, the regiron-
al commercial banks who have performed the best have cultivated
the middle market - the US version of mom and pop businesses.
Hence amall enterprise lending can be an excellent business
preposition for commercial banks — if they are allowed to behave
as bhanks.

1v. astandard wisdom says that credit guarantees need to
cover at least 70 % of the banks® risks for them to be effective
in getting the banks involved and in getting them to charge
collateral requirements and lending practices. However, 70 7% 18
too' high in most settings. With 70 % or higher coverage, the
risks are great and banks will not take the SME portfolio s@r i
ously. 70 % or more may be justified only as a temporary measure
to get the banks accustomed to lending to a set of  borrowers

where the banks® perception of risk is high but the real risk  ie

4]
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low , for example lending to women owned enterprises.

The above review identified some common characteristics
of successful credit guarantee schemes /  lending projects in
coutries all over the World, and if applicable, these information
can  be applied to our local scene. Besides, the review also
discussed more on the problems and issues of credit guarantee
schemes including the credit guarantee schemes in Malaysia,

However , little has been written on the evaluation of
the role of the Credit Guarantee Corporation (Malaysia) Berhad in
fimancing the small and medium-sized enterprises which 1s the

topic I have chosen to write on.



