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By Luc Rigouzzo, Chief Executive Officer of Proparco

W are very pleased to share this first issue

of Private Sector and Development with
you. This bimonthly magazine aims to compare
the opinions of Proparco’s community of investors
with those of academic experts and members of
civil society on the role the private sector plays in
the development of South countries.

The private sector is a powerful tool for the
development of poor countries. It is both the
main engine for growth and job creation and an
intermediary for public policy, in particular thanks
to public private partnerships. In many countries
it also contributes to providing essential services.
Finally, even in the poorest countries, external
private flows (foreign direct investment and
migrant flows) and domestic flows (savings and
local investment) are on a much higher scale than
the amounts of public aid for development.

Yet literature on this topic remains widely
underdeveloped. Private Sector and Development
aims to bridge this gap. The magazine will be
addressing a wide range of topics: the impacts of
mobile telephony on development, the role of the
private sector in access to water, the challenges of
microfinance...

This first issue is devoted to the lack of access to
financing for African SMEs which constitutes
one of the main bottlenecks for growth on the
continent.

T'would like to express my warmest thanks to

all the editorial team and to all the contributors
to this issue. Their articles break down several
preconceived ideas and go much further than
simply reminding us of the structural reasons

for this situation. Indeed, if credit to Africa’s
private sector only reaches a maximum of 18% of
GDP against over 100% in developed economies

(A. Tadesse, E. Sacerdoti), it is not so much due to
a lack of profitability in financial intermediation
on the continent (M.S. Martinez Peria), it stems
mostly from an excessive perception of risk

by local and international financiers (P. Collier,

J. Lefilleur). Yet the experience of practitioners
who have accepted to devote human resources to
this market segment (P. Derreumaux,

P Hoppenot) shows that the activity of financing
SMEs can indeed be profitable. This observation is
also shared by all the financial intermediaries that
PROPARCO has been supporting on the continent
for thirty years.

As Paul Collier points out in his article, the
publication of this magazine coincides with an
economic crisis that may well once again reduce
the availability of financing for African SMEs.
This would seem somewhat illogical insofar

as everyone agrees that African growth will
remain much higher than in OECD countries,

in particular due to the rise in demography and
urbanization which are for the first time leading
to the emergence of a vast domestic market.

This crisis also highlights the importance of
convergence between the private sector and the
public sector and underscores the need to seek
economic models that reconcile profitability and
developmental, environmental and social impacts.
This magazine aims to contribute to the debate on
the role of the private sector in this process; it is
not intended to belong to Proparco alone, but to be
a tool for dialogue among all the members of this
North-South community who are interested in
these issues.

Please do not hesitate to subscribe to this free
magazine and pass on the word!

With my very best wishes.
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Paul Collier is

the author of The
Bottom Billion,

a book widely-
acclaimed by both
the press and his
peers, and is an
internationally-
recognized
academic. He has

written several

articles on access
to finance in African
countries. After
leading the World
Bank Development
Research Group

for several years,
Paul Collier was
appointed head of
the Centre for the
Study of African
Economies at

Oxford University.
His article helps us
place the issue of
financing African
SMEs in the context
of the current global
financial crisis.
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Finance for Africa’s

Small Firms

African banks had just started to show interest in SMEs when the global crisis
reversed the tide. The risk for SMEs is that they will suddenly be barred

access to credit whereas they need long-term financing more than ever before
and Africa’s financial systems are unable to meet this demand. This situation
will only improve if there is a better dissemination of information on SSA’s
markets that would make it easier for investors to identify high-quality SMEs.
An appropriate use of new information technologies should provide the solution.

By Paul Collier, Director of the Centre for the Study of African Economies at Oxford University

ding finance for Africa is generally rated as ris-

kier than for other regions. Providing finance
for small firms is globally rated as riskier than for
large firms. The provision of finance for small Afri-
can firms unfortunately brings together these two
high-risk characteristics. During the recent global
economic boom investors chasing returns in the
face of high asset prices became willing to accept
higher risks. Small African firms were just begin-
ning to benefit from this reassessment when the
boom collapsed, inducing a massive reaction in
the opposite direction: the appetite for risk eva-
porated and with it the scope for private finance
for Africa’s small firms. Does this matter and, if so,
what can be done about it?

Istart with two brute facts of finance. Provi-

Banks' reluctance to lend

For many years Africa’s formal banking system
faced both high risk and high transaction costs in
lending to small enterprises. Such impediments
largely precluded their access to formal finance.
For example, a survey which tracked bank bor-
rowing by manufacturing firms in six African
countries during the 1990s found that among
those firms which wanted a loan, small firms had
had substantially worse chances of getting one
(Bigsten et alii, 2003). The study controlled for
many firm characteristics such as profitability and
concluded that systematic bias by lenders was the
most likely explanation. Indeed, banks in Africa
did not need to develop the business of lending to
small firms: they were operating profitably via the
easier and safer role of lending to large firms, and

by holding high-yielding government debt.

As long as African economies were stagnant, this
lack of finance for small firms was not that im-
portant. Growth was constrained primarily by a

lack of investment opportunities so that the lack
of finance was not a binding constraint. Howe-
ver, the extensive reforms of the 1990s in the real
economy substantially raised the return on capi-
tal. Recent research compares the return on capi-
tal around the world using three different sources
- firm surveys, company reports for firms listed
on stock markets, and data on American foreign
direct investment (Collier and Warnholz, 2009).
All three sources find that Africa now has the hi-
ghest return on private capital in the world. In
this context, finance is likely to matter more for
growth.

Paradoxically, it is when firms are growing that
they are least able to finance investment oppor-
tunities from retained earnings because while
growth may expand investment opportunities, it
also squeezes cash flow. The deterioration in cash
flow occurs because growth implies that next-pe-
riod output is larger than previous-period output
meaning that financing needs for future inputs
are large relative to the revenues received from
past sales. During the boom African economies
were briefly growing at around 6 percent, finance
was therefore likely to be a binding constraint for
many small firms. The global recession has punc-
tured this phase of rapid growth but Africa is still
projected to keep growing: the March 2009 IMF
forecast predicts a region-average growth rate of
3.2 percent in 2009, markedly higher than the ne-
gative growth projected for the OECD.

Global crisis bites

While the recession has clipped African growth it
is probably squeezing the finance for small firms
much more drastically. The African financial sec-
tor largely avoided the first round of the financial
crisis, but second-round repercussions are now ...
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Rethinking Finance for Africa’'s Small Firms

By Paul Collier, Director of the Centre for the Study of African Economies at Oxford University

... starting to matter. Many of the banks are forei-
gn-owned and, as in other countries with foreign
banks, are reallocating liquidity from their over-
seas branches to their home economy. This is com-
pounded by the rapid fiscal deterioration of many
African governments caused by the fall in reve-
nues from commodity exports. Governments will
need to borrow and, with the collapse of the inter-
national appetite for risk, will have to rely upon
selling debt to their domestic market. Public bor-
rowing from the banks will consequently crowd
out private borrowing.

Both of these effects imply that banks will lend
less to firms. Yet this reduction in the availabili-
ty of credit is occurring at a time when firms are
themselves being squeezed. During this squee-
ze, large firms will be in a better position to meet
their financing needs than small firms. Some large
firms hold substantial deposits in the banking sys-
tem and can simply run them down.

Further, as noted above, large firms are better-pla-
ced to borrow. There is already anecdotal evidence
that they are scooping up available finance from
the banks. Finally, in normal times large firms ex-
tend trade credit to small firms. This is a reflection
of their superior financial position: they lend to
small firms because they face a lower cost of cre-
dit. However, when their own need for credit in-
creases, large firms have the power to reduce trade
credit: they protect themselves from catastrophe
while small firms are forced into bankruptcy.

This suggests that the global crisis will lead to a de-
terioration in the already limited access to credit for
small firms and that this in turn will reduce growth.
The lack of finance for small firms does matter, so
the question is what can be done about it.

System ill-equipped

Manifestly, a global recession of uncertain magni-
tude during which the appetite for risk has col-
lapsed is the worst possible moment to expand in-
vestment finance for small African firms. Further,
Africa’s current financial system is ill-equipped to
mediate such flows: it is designed to provide large
firms with short-term loans. This is not a viable
contractual form for high-risk investment finan-
cing. From the perspective of banks, if the invest-
ment fails they are exposed to the risk of default
whereas if it succeeds they have little participation
in the returns. From the perspective of firms, to
finance a long-term commitment by means of a
short-term facility at a time when banks are likely
to be curtailing lending is a recipe for bankruptcy.
In a high-risk environment what is most needed is
long-term equity.

"PROPARCO'S MAGAZINE

“The African financial sector largely
avoided the first round of the financial
crisis, but second-round repercussions

are nowstarting to matter.”

In turn, the provision of equity needs a suppor-
ting institutional infrastructure within which
risks can be assessed and contained. I see no alter-
native to building these institutional foundations
for risk capital.

Information technologies the way ahead

The institutional foundations involve improving
information and the legal protections of investors.
Verification systems that record small firms’ tran-
sactions are needed so that they can build a track
record. This information can then be linked to pro-
mising innovations in the international organiza-
tion of microfinance such as those implemented
by Kiva. The innovative use of information tech-
nologies applied to the linkage between firms and
finance also needs to be harnessed in order to
build the foundations of information.

Despite the global recession there is considerable
potential for finance from the social enterprise
sector: Grameen and BRAC have both demonstra-
ted this potential. However, it is important that
these flows should not become quixotic. While
microenterprises show the most evident social
needs, the widest scope for impact on the econo-
my is, I think, at the next level up: small firms that
could potentially grow into large ones.

If social enterprise finance confines itself to those
tiny enterprises that are socially most appealing,
and even worse if it ends up with poor returns
on invested funds, it will reinforce the perception
that Africa’s small firms are not appropriate reci-
pients of private capital.

The key role of social enterprise finance is not to
provide subsidized money, but to pioneer and de-
monstrate that new channels are viable for priva-
te investors. Information technology potentially
enables these costs of information on firm perfor-
mance to be sharply reduced. That, to my mind, is
the key missing link. e
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Bank financing to
SMEs: what are Africa’s

specificities?

Using bank survey data, this article compares the scale and type of bank
lending to SMEs in Africa to that available outside the region. The data shows
that bank financing to SMEs in Africa is less significant, more short-term,
and more expensive than in other developing countries.

By Maria Soledad Martinez Peria', Senior Economist at the World Bank

interest in the subject of SME financing.

This can be explained by both the contribu-
tion that SMEs make to the private sector and the
common perception that SMEs are credit constrai-
ned. These are significant factors for African eco-
nomies where SMEs account for close to 50 per-
cent of employment?. Furthermore, enterprise
surveys conducted by the World Bank reveal that
close to 40 percent of small firms and 30 percent
of medium-sized firms perceive access to finance
as a major stumbling block to the growth of their
operations®.

P olicy-makers all over the world show a keen

African banking survey

Using newly gathered data collected through a
survey of banks conducted in 2007/8, this article
quantifies the scale and type of bank lending to
SMEs in Africa and compares it to lending availa-
ble to SMEs in the rest of the developing world
(see also Beck et alii, 2008). We specifically ana-
lyze information obtained from 16 banks in 8
African countries (Ethiopia, Kenya, Malawi, Sier-
ra Leone, South Africa, Swaziland, Zambia, and
Zimbabwe) and from 64 banks operating in 30
developing countries outside of the region. The
banks included in the survey are among the lar-
gest 5 in each country.

We compare bank financing to SMEs in Africa vis-
a-vis financing available in other developing coun-
tries from various standpoints. First, we examine
the scale of financing by comparing the share of
loans directed to SMEs (as a percentage of total
lending) and the percentage of applications appro-
ved (out of total SME loan applications received).

Second, we consider the type of lending by com-
paring the percentage of SME loans devoted to in-
vestment and the share of SME loans that are se-
cured. Third, we examine the cost of SME lending
by comparing the fees and interest rates charged

on these loans. Finally, we analyze the riskiness of
SME loans by comparing the share of non-perfor-
ming SME loans in Africa with the rest of the de-
veloping world. The table p.5 displays the results.

Low levels of financing in Africa

Our data shows that bank financing to SMEs in
Africa is less significant and more short-term than
in other developing countries. This is particular-
ly the case for small firm financing. In the large
group of developing countries, bank loans devo-
ted to financing small firms average 13.1 percent,
while only 5.4 percent of loans are allocated to such
firms by banks in Africa. Similarly, bank approvals
for loan applications by small firms in non-African
developing countries average 81.4 percent, whe-
reas only 68.7 percent of such applications are ap-
proved by banks in Africa. Furthermore, while an
average of 47 percent of small business loans are
used to finance investments (as opposed to wor-
king capital) in non-African developing countries,
the figure only reaches 28 percent in African coun-
tries. Importantly, all these differences are statis-
tically significant.

Bank lending to SMEs in Africa is also more cost-
ly than in other developing countries. Fees char-
ged on SME loans in Africa - an average of 1.97
percent of the loan value for small firms and 1.79
percent for medium-sized firms - are generally al-
most twice as high as in other developing econo-
mies. Interest rates on SME clients are also 5 to 6
percentage points higher on average in Africa than
elsewhere in the developing world. For instance,
banks in Africa charge on average close to 15.6 per-
cent for loans to their best small firm borrowers,
whereas interest rates in other developing coun-
tries hardly exceed 11 percent for these clients.

At the same time, SME loans in the region appear
to be riskier than those in other developing ...
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Bank financing to SMEs: what are Africa’s specificities?

By Maria Soledad Martinez Peria', Senior Economist at the World Bank

... countries. This may be at the root of the higher
interest rates observed in Africa. Indeed, the share
of non-performing loans (NPLs) among small firm
loans in Africa averages 14.5 percent compared to
5.5 percent in other developing countries. The NPL
ratio for medium-sized firms is also higher in Afri-
ca (6.8 percent) than in other countries (5.1 per-
cent), but the difference in means is not statisti-
cally significant.

Why African banks
are reluctant to finance SMEs
How can we explain the differences found in the - —
1 t and riski fbank fi ino to SME ! The views expressed in this article are my own
scale, cost andriskiness ol bank inancing to S anddo not represent the opinions of the World Bank
in Africa compared to the rest of the developing or its Executive Directors.
world? While a full analysis of this issue is not ?IFC Micro, Small and Medium Enterprises Database.
possible here, banks’ responses to questions on http://rru.worldbank.org/Documents/other/MSMEdatabase/
i . . msme_database.htm
the factors that drive and impede SME financing . ) . .
Calculations made using data from enterprise surveys available
across countries can prove revealing (see figures gt http://www.enterprisesurveys.org.
opposite). In non-African developing countries,
more than three quarters of banks respond that
the perceived profitability of the SME segment
is a key driver for their involvement with SMEs,
whereas only two thirds of African banks point to
this factor as being important. At the same time,

less than 40 percent of banks in non-African deve- TeStinq for differences in firm ﬁna nCing
loping countries indicate that macroeconomic fac- featu res between banks Operatinq in African
tors are a significant obstacle to their involvement and in non_African developinq cou ntries

with SMEs, yet 60 percent of banks in Africa point
to the state of the economy as constraining their

58 g eg8
involvement with these businesses. These respon- ISES = S s
= = = v
ses suggest that policy-makers in Africa have a role T S 3 S s =3
to pl _ h 1 h . he d. lopi Variable = ; = ; PN 'Q,\;
play - more so than elsewhere in the developing 2 =g N L 828
world - in helping to promote SME finance by = SS SS ~88S
. . . . I s < s < oL L
adopting sound macroeconomic policies that redu- S 23 23 fEs3
ce risks and increase profitability when doing busi- , .
ness in Africa and financing firms in the region. e I G 11 [GE S () = Bl il 22
MEs 13.88 12.83 -0.17
Share of applications SEs 81.40 68.73 1.7
approved (%)
MEs 82.36 70.68 -1.28
REFERENCES Share of loans SEs 47.01 28.24 -2.36™*
Beck, T., Demirguc-Kunt, A., Martinez Peria, M.S., 2008. Bank for investment (%) -
Financing for SMEs around the World: Drivers, Obstacles, S — il L2
Business Models and Lending Practices, World Bank Policy ~Share of secured loans (%) SEs 81.71 74.40 -0.73
Research Working Paper 4785. MEs 83.29 79.33 -0.50
Loan fees (% of size of loan) SEs 0.95 197 2.61%*
MEs 0.81 1.79 2.51%*
Interest rates on best clients SEs 1.12 15.66 2.22%*
(%)
’ MEs 9.68 15.42 2.88*
Interest rates SEs 15.43 21.45 2.63**
on worst clients (%)
MEs 13.58 20.08 3.02%**
Share of non-performing loans SEs 5.47 14.47 2.05*
(% of total loans)
MEs 5.07 6.84 1.00

SE stands for small enterprises. ME stands for medium-sized enterprises.
* %% #** denote significance at 10, 5, and 1 percent, respectively.
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Bank financing to SMEs: what are Africa’s specificities?

By Maria Soledad Martinez Peria', Senior Economist at the World Bank

Key drivers for bank involvement
with SMEs, by type of country

P et ‘S ‘SN ‘BN ‘B

Perceived profitability
in the SME segment
Intense competition
for large corporates

Intense competition
for retail customers

Excessive exposure I
to large corporates

Excessive exposure
to retail customers sector

Developing Non-Africa

SMEs through

existing relations
with large clients
(e.q., reverse factoring)

Key obstacles to bank involvement
with SMEs, by type of country

Possibility to seek out I

Developing-Africa

Perocfegé% 20% 40% 60% 80%

Macroeconomic
(economy-wide factors)
Regulation '

Legal and contractual
environment

Bank specific factors -
Nature of the lending
technology to SMEs
Competition ; )
in the SME segment Developing Non-Africa
Developing-Africa
Lack of
adequate demand

ISSUE 1 MAY 2009 SME FINANCING IN SUB-SAHARAN AFRICA 7



SME

FINANCING

IN SUB-SAHARAN
AFRICA

Emilio Sacerdoti
has held several
managerial
positions in
connection with
Africa at the

IMF and has
gained extensive
experience in the
different financing
issues facing

the continent. In
this article, he
puts forward a
macroeconomic
approach that
allows us to take
an objective look
at the issue of
financing Africa’s
private sector

in general and
provides us with
observations on
the last ten years.

Private Sector« Development

"PROPARCO'S MAGAZINE

Credit to the Private Sector
In Sub-Saharan Africa:
Developments and Issues

Despite signs of progress, SSA is still lagging compared to other regions

when it comes to scaling up the volume of loans allocated to the private sector.
Ifitis to catch up, some progress needs to be made in areas such as information
dissemination, the appropriateness of bank products, the regulatory
environment and loan securitization. The last aspect is essential for SMEE lending
activities, as the latter generally cannot provide sound guarantees.

This issue of securing loans could be overcome by applying the principles

of microfinance to SME financing.

By Emilio Sacerdoti, Advisor at the African Department of the International Monetary Fund'

is much less developed in SSA than in most of

the emerging market countries, with some ex-
ception such as South Africa and Mauritius, which
have developed financial systems. Yet great strides
have been made over the last decade and this has
helped boost GDP growth rates in SSA countries.
Since 2000, most of these countries have seen hi-
gher growth rates for private sector credit than
for nominal GDP. The trend is encouraging and
has been underpinned by lower inflation in most
African countries and headway in liberalizing inte-
rest rates and foreign exchange markets which has
given banks more flexibility to mobilize and allo-
cate financing to creditworthy borrowers.

It is well documented that financial deepening

Africa lagging

Yet despite these encouraging results, the ratio
of credit to the nongovernment sector to GDP re-
mains relatively low. In most SSA countries, even
those where growth performance has been high
over the last decade (Benin, Burkina Faso, Ethio-
pia, Ghana, Mali, Mozambique, Niger, Rwanda,
Tanzania, Uganda, Zambia...), the ratio of bank
private sector credit to GDP was still under 20 per-
cent in 2007 (see table p.9). Indeed, in 2007 few
SSA countries reached ratios of over 20 percent:
Botswana, Kenya, Nigeria, Senegal, Swaziland and
Togo (20 to 25%), Seychelles (35%), Cape Verde
and Namibia (roughly 50%), and Mauritius and

the 40 percent mark in most cases. Central and
Eastern European countries, where ratios were
also low at the turn of the decade, have experien-
ced a credit boom which has pushed the ratio over
the 40 percent mark in most countries. Hence,
while Africa has seen an overall improvement in
the various forms of financial intermediation, the
pace of progress has been faster in the rest of the
world. This is a source of concern.

There has been much analysis on how to deepen
financial intermediation in Africa in order to scale
up access to credit, especially for SMEs. What is
needed is more reliable systems for collateral, land
titles and credit guarantees, that must give suffi-
cient security to creditors; better information sys-
tems must be implemented via well -developed
credit bureaus; leasing needs to be developed by re-
moving legal and judicial constraints that hamper
repossessions; tax rules that prevent lessors from
deducting capital depreciation as well as taxes ap-
plied to the repayment of principal by lessees must
be suppressed; mutual guarantee schemes need to
be developed so that SMEs can benefit from the
support of other members; instruments are nee-
ded to mobilize long-term savings that give longer
terms for investment financing; swifter judicial
credit recovery procedures are required and judi-
cial systems must be more equitable in terms of
debtor protection and creditor claims.

! The views expressed in this  South Africa (over 75%).
article are those of the author

and should not be attributed to . . . Slgns of progress . .
the IMF its Executive Boardor 11 cOntrast, over thelast decade this ratiohasrisen Over the last decade the African continent has

its management.  sharply in many of the world’s emerging market made headway in reforms to improve legal, ad-

countries where financial intermediation had pre-
viously tended to be low. In Latin American and
Asian countries such as Brazil, Costa Rica, Colom-
bia, Mexico, India and Sri Lanka, ratios were low
in 2000 but have risen by half and in 2007 topped

ministrative and judicial arrangements in these
areas. But progress has been uneven. Credit infor-
mation systems have been established in Kenya,
Tanzania, Uganda, Mozambique and Zambia, al-
though there is still room for improvement ...
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Credit to the Private Sector in Subsaharan-Africa:

Developments and Issues

By Emilio Sacerdoti, Advisor at the African Department of the International Monetary Fund

... in their operation, as well as in the legal envi-
ronment allowing for access to this information to
non banking institutions.

Accounting standards have improved in many
countries and have thus strengthened account
transparency. An example is the introduction of
the SYSCOA uniform accounting system in Wes-
tern African Economic and Monetary Union
(WAEMU) member countries in 2001. The creation
of a regional bond market in WAEMU countries
and the start of a similar market in Central African
Economic and Monetary Community (CEMAC)
countries have also helped mobilize long-term fi-
nancing; bond markets have deepened in Ghana,
Kenya, Tanzania, Uganda and Zambia and have
made it easier for larger companies and financial
institutions to raise capital. SMEs may not have
access to these markets, but they can benefit from
their development via support from financial ins-
titutions and large firms that can enhance their
financing. Payment systems have also improved
throughout the continent, facilitating transaction
settlements between economic agents.

While these improvements are encouraging, there
is still a long way ahead to bring the various insti-
tutional arrangements close to best practices. Cre-
dit information systems still need to improve in
terms of coverage and access, auditing standards
need to be reinforced and the small size of markets
— with some exceptions such as the WAEMU re-
gional market or the South African capital market
— still limits access to long-term financing. More
progress towards establishing regional capital
markets, such as the efforts underway in the East
African Community, will help create deeper capital
markets. Due to the limited bond market, regio-
nal development banks such as the BOAD in the
WAEMU, the BDEAC in the CEMAC area as well as
some public national development banks, play an
important role in providing long-term financing.
The risk is that non-economic factors may influen-
ce these institutions’ credit allocations. Moreo-
ver, these large institutions are not sized to target

SMEs and can at best have an indirect effect on
SME financing via financing for large firms.

Judicial reforms slow

It is probably fair to say that progress has been
slowest in judicial system reforms aiming to
strengthen title regimes, particularly land titles,
speed up collateral recovery procedures and enfor-
cejudgements. It is still a lengthy and difficult pro-
cess to recover credit or realize guarantees in most
countries what explains why banks remain extre-
mely cautious when selecting borrowers and conti-
nue to have high collateral requirements. This is
particularly true when banks deal with SMEs since
it is probably more difficult to realize guarantees
with these counterparties than with larger corpo-
rate clients that can post better collateral. In many
countries borrowers can adopt a series of delaying
tactics to block creditors’ efforts to collect delin-
quent loans, recovery fees are high, and accoun-
tants and lawyers specialized in insolvency issues
are scarce. With low confidence in the mechanisms
for collecting overdue loans, it is not surprising
that banks remain very liquid and prefer to invest
in government bonds.

Private sector access to bank credit is consequently
limited. There are no easy solutions to these diffi-
culties, as improvement in judicial and administra-
tive systems may run counter to important vested
interests. The title regime is complex on much of
the continent as property has been held in com-
munal form and the issuance of individual land
titles may go against long-standing traditions.

In addition, efficient judicial systems require the
allocation of important additional resources for
legal personnel training, court equipment and
information systems. Countries facing pressing
needs in the social sectors and in basic infrastruc-
ture have traditionally neglected these areas.

Firms reluctant to seek loans
Data on SME access to credit is not systematically
available. Some information has been collected ...
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Credit to the Private Sector in Sub-Saharan Africa:

Developments and Issues

By Emilio Sacerdoti, Advisor at the African Department of the International Monetary Fund

... by a series of World Bank country Investment
Climate Assessment (ICA) reports which typically
survey a number of firms and collect data on how
many firms applied for loans, the number of loan
rejections and reasons for them, why firms do not
apply for loans... These assessments are, however,
made infrequently and general conclusions on cre-
dit trends in SSA cannot consequently be drawn.

World Bank ICA surveys in countries such as Ca-
meroon, Kenya, Mali, Rwanda, Senegal, Tanzania
and Uganda indicate that most of the collateral
posted for loans is constituted by real estate (land
and buildings), and, to a lesser extent, by owner’s
own assets, machinery and equipment and ac-
counts receivable. In Kenya (World Bank, 2004)
small firms appear to be less likely to own colla-
teral and are reported to be more credit constrai-
ned than larger firms. A larger share of small firms
never applied for a loan. It is also worth noting
that the ICAs report that a majority of firms sur-
veyed in these countries have never applied for a
loan and small firms are more likely never to have
applied, although the share of firms that never
applied differs from one country to another (it is
lower for instance in Kenya than in Tanzania and
Uganda). Reasons for not applying include high in-
terest rates, too high collateral requirements, com-
plexity of procedures and no need for credit. It is
likely that collateral requirements are heavier in

countries where contract enforcement is weaker,
stronger enforcement would consequently help ex-
pand credit access.

The way ahead

In this environment, microfinance principles, whe-
reby groups of loan applicants are jointly respon-
sible for loan repayments, can help unlock credit
in systems where contract enforcement is weak.
The main limitation of microfinance is the small
size of loans. However, in a number of countries
such as Senegal and Benin, the strongest micro-
finance networks have been able to receive credit
lines from traditional banks and have consequent-
ly been able to raise loan sizes. This suggests that
the development of adequate mutual guarantee
schemes among firms could be an important ave-
nue for unlocking credit and promoting credit ac-
cess for SMEs.

In conclusion, the road for developing access to
credit in SSA remains difficult and challenging,
but experience in other regions of the world shows
that the obstacles can be surmounted if appropria-
te reforms to address the basic needs of credit sys-
tems are implemented. This includes more accu-
rate information, adequate accounting standards,
proper product diversification, functioning credit
recovery mechanisms and contract enforcement,
including for collateral recovery. @

Bank credit to private sector as a ratio to GDP (%)

2000 2007 2000 2007 2000 2007
Angola 1.2 7.9 Eritrea 26.5 24.6 Namibia 42.3 55.6
Benin 10.6 17.6 Ethiopia 17.9 17.3 Niger 4.6 8.8
Botswana 12.5 17.9 Gabon 8.3 10.2 Nigeria 109 18.3
Burkina Faso 10.9 16.8 Gambia, The 11.5 14.9 Rwanda 9.5 10.2
Burundi 17.2 20.1 Ghana 1.2 16.8 Sdo Tomé & Principe 4.2 211
Cameroon 7.8 8.9 Guinea 35 6.2 Senegal 16.5 21.8
Cape Verde 38.1 445 Guinea-Bissau 7.2 49 Seychelles 15.4 314
Central African Rep. 43 6.4 Kenya 25.2 25.3 Sierra Leone 19 45
Chad 3.5 2.7 Lesotho 13.9 9.0 South Africa 64.5 75.3
Comoros 8.4 5.7 Madagascar 8.1 9.0 Swaziland 12.0 231
Congo, Dem. Rep. of 0.7 2.8 Malawi 4.6 6.2 Tanzania 39 12.4
Congo, Republic of 5.8 2.4 Mali 15.0 17.2 Togo 16.0 18.8
Cote d'lvoire 15.0 14.7 Mauritius 56.7 76.7 Uganda 5.5 9.6
Equatorial Guinea 2.7 2.5 Mozambique 1.5 1.2 Zambia 6.7 10.0
Zimbabwe 14.31 157.2

Source: IMF, International Financial Statistics, www.imfstatistics.org
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SME access to financing remains more limited in Africa than elsewhere in the
world. There are of course considerable differences between African countries,
but these financing constraints still remain the biggest stumbling block to the
development of these companies on the continent.

Niger 2.25/0,9%

Mali 2.25/4,1%

Cape Verde 3/21.8%
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Fgypt 3.75/4.7%

Burkina Faso  2.25/1.9%

Senegal 2.25/4.4%

Chad 2.25/0.6%

Guinea Bissau  2.25 / 4.4%

Djibouti 1/ 0.2%

Guinea 1.875/0%

Sierra Leone 2.5/ 0%

A8

Central African Republic 2.625 /1.2%

Liberia 2.875/0.3%

Fthiopia 3.25/ 0.1%
Kenya 7.75/2.1%

Ivory Coast 2.25/2.9%

Uganda 4.375/0%

Ghana 4.375/0%

Rwanda 2 /0.3%

Togo 2.25/2.6%

Burundi 1.625/0.3%

Benin 2.25/10.5%

Tanzania 5/ 0%

Cameroon 2.625/4.9%

Fquatorial Guinea 2.625/2.7%

Malawi 5 /0%

Gabon 2.625 /20.7%

. Zambia 5.625/0.1%

4

Congo, Rep. 2.625/6.9%

Congo, Dem. Rep. 1.875/ 0%

A
£ Mozambigue 2.75/1.9%
[ Zimbabwe 5/0%

Angola 4/2.7%

Madasgascar 1.25/ 0.1%

Bostwana 5.875 / 52.9%

Namibia 6.875 / 59.6%

\/ Swaziland  5.625 / 43.5%

South Africa

7.875/64.8%

Lesotho 5/0%

Country Getting Credit Index / Credit Bureau Coverage (%)

Getting credit index 6>8
Getting credit index 4> 6

Getting credit index 2>4

Getting credit index 0>2

The Getting Credit Index computed by the World Bank
measures the extent to which a country’s legislative
and regulatory environment fosters credit activity.
This index takes into account the institutional

environment relating to the circulation of information
in the financial sector as well as legislation relating
to bankruptcy and guarantee enforcement.

The Credit Bureau (public and private) Coverage,
which was also designed by the World Bank,
measures the proportion of the adult population

for which information on credit behavior is recorded

Getting Credit Index and Credit Bureau Coverage

by (at least) one credit bureau in the country.

Source: World Bank

Getting Credit Bureau
Credit Coverage (%)
0ECD 6.01 64
Eastern Europe 5.74 22
Latin America & Caribbean 4.85 44
East Asia & Pacific 5.29 36
Central and South Asia 4.03 8
Sub-Saharan Africa 3.46 13
Middle East & North Africa 3.18 9
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Main obstacles to development
for Africa SMEs, by type of country

[ Low-income countries

[ Middle- and high-income countries
— 01l

S w
o o

as “important” or “very disturbing”
w
o

Percentage of firms considering this obstacle

20
10
0 Access Tax Electricity ~ Political ~ Corruption — Crime Labor Labor
to  administration uncertainties skills market
finance regulation

Source: Rapport sur la compétitivité en Afrigue 2007, African Development Bank

Credit demand and constraints
across african enterprises

Small Medium Large
in % enterprises enterprises enterprises
No credit demand 34.0 39.8 32.5
Credit constrained* 41.2 28.2 1.9
Received Loan 24.8 32.0 55.6

Source: Investment Climate Surveys. Calculations are based on surveys from Kenya,
Madagascar, Senegal and Uganda

*Includes firms that applied for a loan and were rejected and firms that did not apply
since they (i) did not have sufficient collateral, (ii) found the application process too
difficult, (iii) found interest rates too high or (iv) espected to be rejected.

Access to finance and productivity of SMEs

4

® Namibia

. Niger
Tanzania @ ° @ South Africa
Senegal @ Algeria @

Madagascar ¢ bic

@ Zambia .
Angola e ° Cape Verde o . Malawi
Mauritania ® Cameroon . Swaziland Rwanda Kenya
0 .
M o B Burundi ® o thiopia
Burkina faso Uganda | e gotsyana
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Percentage of productive SMEs

o ® o Guinea e © ® Mauritania
-2 Guinea-Bissau Congo, Rep. dem.
® Fgypt Gambia @
40 ! | | | | | I I | I | |
60 -50 40 -30 -20 =10 0 10 20 30 40 50 60

Access to finance

Source: Rapport sur la compétitivité en Afrigue 2007, African Development Bank

Note: the regressions take into account GDP per capita, the number of years of
existence, the scale of exports and the origin of capital. Given that the graph only
indicates partial regressions, it shows the expected values considering GDP per capita
and the characteristics of the companies. The latter are deemed to be “productive”

if their added value per worker is higher than the regional median for companies
employing between 11 and 150 people.

"PROPARCO'S MAGAZINE

Main obstacles
to development for African
companies, by size of company

Medium

19%

33%

27% 47%

Access/Cost of Finance
Electricity

Corruption

Tax Administration
Labor Skill Level

Source: Investment Climate Surveys, World Bank
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Proparco actively
supports the
development of
banking sectors in
SSA. Julien Lefilleur,
an investment
officer in the
Banking and Capital
Markets Division,
has been working
on projects to
refinance African
banks for several
years. In this
article, he stresses
the extent to
which information
asymmetry hampers
bank financing

for SMEs and puts
forward several
ways to overcome
this obstacle and
enhance loan
securitization.
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at the Development and
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1 OHADA is the French acro-
nym for “Organisation pour
I'Harmonisation du Droit des
Affaires en Afrique” translated
in English as the “Organiza-
tion for the Harmonisation of
Business Law in Africa”
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-Inancing SMEs
n a context of strong
nformation asymmetry

The acuteness of information asymmetries between bankers and entrepreneurs,
which cannot be offset by adequate loan securitization, constitutes one of the
main stumbling blocks to SME financing in SSA. The gap between banks and
SMEs can, however, be narrowed by developing financial systems that are more
adapted to local contexts. In addition, by promoting sustainable guarantee funds
— based, for instance, on the principles of microfinance — banks would be able to
share their risks and would therefore be encouraged to penetrate these markets.
These are two avenues for reducing the risks perceived by banks and, consequent-
ly, for giving SMEEs better access to financing.

By Julien Lefilleur, Investment Officer at Proparco

espite the weight SMEs carry in local eco-
D nomies and the key role that they play as

engines for economic development, SME
access to financing in SSA is extremely limited.
First, banking penetration rates are very low in
SSA - the total amount of loans to the private sec-
tor only averages 18% of GDP (World Bank, 2006)
— and second, it is mainly major corporates that
benefit from the bulk of financing. According to
several studies (Africapractice, 2005; IME, 2004;
Aryeetey, 1998; World Bank, 2006), difficulties
in gaining access to financing constitute the main
stumbling block for SME development in SSA, far
ahead of problems of corruption, deficient infras-
tructure and abusive taxation. These studies es-
timate that between 80 and 90% of SMEs expe-
rience important financial constraints. This can
be easily understood in view of the reluctance of
banks vis-a-vis SMEs in SSA, which can be clear-
ly seen in their accessibility and eligibility criteria
(see table p.13). Banks’ overcautiousness towards
SMEs can be explained by several factors: the volu-
me effect which leads to high unit costs, the risks
on these counterparties, banks’ lack of long-term
resources, information asymmetry between en-
trepreneurs and bankers, or even the difficulty to
secure SME loans (Lefilleur, 2008).
This article focuses on the last two constraints
which seem to have a particularly deterrent ef-
fect since they cause banks to overestimate risks.
While most of the other obstacles are structu-
ral to SSA markets and may therefore be difficult
to overcome, risks stemming from information
asymmetry and securitization difficulties could
be minimized by the development of financial sys-
tems that are more adapted to local environments.

This article consequently explores several avenues
for mitigating these risks.

Information asymmetry

and lack of loan securitization

Several factors, that are specific to the SSA context,
are at the root of this information asymmetry
between entrepreneurs and bankers. The first
is that most SMEs evolve in the informal sector
and are therefore not in a position to give banks
the minimum information they generally require
(contact details, legal documents, financial state-
ments...). In addition, for SMEs evolving in the
formal sector, the absence of accounting standards
- or, on the contrary, the excessive level of accoun-
ting information required by OHADA' standards
in the case of West and Central Africa — as well
as the lack of independent, competent and credi-
ble accounting firms, have an impact on the qua-
lity of financial information transmitted to banks
(Kauffmann, 2005; IME, 2006). Moreover, it may
be in the interest of entrepreneurs to dissemina-
te extremely limited or even erroneous informa-
tion in order to evade taxes. Finally, there is usual-
ly no tools that would allow banks to learn about
the payment behaviours of their new clients. Cre-
dit bureaus either do not exist or are ineffective.
In this context, informal communication between
banks and entrepreneurs must make up for this
deficiency in classic communication channels. The
entrepreneur’s reputation and his/her proximity
to the bank are just as important as the quality of
financial statements transmitted to the bank.

In this context of strong information asymmetry,
banks should be able to mitigate risks ...
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Financing SMEs in a context of strong information asymmetry

By Julien Lefilleur, Investment Officer at Proparco

... by taking guarantees. However, mortgage are
generally difficult to enforce: tangible assets (ex-
cluding land) have practically no market value due
to the fact that the narrowness of markets often
means that there are no buyers, whereas land
(when land titles exist) or leases (when contracts
have been duly registered) can generally only be
transferred once agreement has been obtained
from the public authorities, what turns out to be a
long and difficult process in most cases. Collateral
would then often seem to be the necessary prere-
quisite for loan allocations (Africapractice, 2005),
which excludes the majority of entrepreneurs as
they lack sufficient resources. In any case, guaran-
tees do not appear to be the best way to mitigate
risk due to the complexity and length of security
registration and recovery procedures - particular-
ly when one considers the amounts at stake - as
well as the weaknesses in judicial systems and the
uncertainties over the outcome of recovery proce-
dures (IMF, 2006).

Bridging the divide between banks and SMEs

This strong information asymmetry, which cannot
be offset by satisfactorily securing loans, has two
significant implications. First, it increases transac-
tion costs (risk assessment and supervision) which
- given the low level of committed amounts - leads
to a problem of economies of scale. Second, it leads
to inaccurate risk assessments with risks often
being overestimated by banks. This overestima-
tion of risk, coupled with high operating costs on
SME loans, prompts banks to avoid these counter-
parties or offer rates which are too high. It is the-

Barriers to SME loans

refore necessary to reduce information asymme-
tries between financial intermediaries and SMEs
in order to give the latter better access to finan-
cing. One solution would be to promote the de-
velopment of smaller commercial banks or rural
banks, ideally with local capital. This would indeed
reduce economic, geographical and cultural distan-
ces between banks and SMEs (Kauffmann, 2005).

For traditional banks - often with foreign capital -
that want to move into the SME market, the deve-
lopment of credit units for SMEs is becoming an
increasingly widespread solution. In some cases,
such as in Nigeria, these units can be common to
several banks. In order to support the rapid de-
velopment of these structures in SSA, donors are
implementing technical assistance programs that
aim to strengthen the capacities of banks to han-
dle SME loan activities?. These units are specia-
lized in SMEs, can meet their needs and can, in
some cases, provide technical assistance to entre-
preneurs. Another practice increasingly adopted
by traditional commercial banks in order to work
with SMEs involves partnerships with certain ins-
titutions that a priori have a better knowledge of
these counterparties: NGOs, non-financial ser-
vice providers, microfinance institutions (MFIs),
leasing companies, SME federations... These par-
tnerships benefit both parties: these institutions
lack resources and consequently have low finan-
cing capacities, but they do have sound knowledge
of small-scale entrepreneurs and extensive expe-
rience of working locally — banks lack this expe-
rience, but they do have resources. ...

Locations to submit ~ Minimum amount fees

loan applications for a SME loan on a SME loan Days
Region (out of 5) (% of GDP/cap.) (% of GDP/cap.) to process
Sub-saharan Africa 2.51 760 15.77 12.04
Latin America and Caribbean 3.82 141 115 10.68
Asia 2.45 790 2.93 23.93
Eastern Europe and Central Asia 2.80 441 2.58 8.15
Middle East and North Africa 3.21 339 10.66 12.47
OECD 39 14 1.34 6.38

Source: Author's calculations based on World Bank, 2008

2 Donors’ operations for SMEs
do not exclusively concern
banks. Development finance
institutions (DEG, FMO,
Proparco...) are increasingly
investing via investment funds
specialized in Africa. They
consequently provide support
that helps SMEs upgrade,
particularly in terms of
organization and governance.
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Financing SMEs in a context of strong information asymmetry

By Julien Lefilleur, Investment Officer at Proparco

... Such partnerships are generally fruitful and
must be encouraged. In the same perspective, ano-
ther way to reduce information asymmetry is to
increase the number of intermediaries between
the lender and the final borrower. Banks can
consequently lend to recognized agents that have
better access to SMEs (cooperatives, professional
associations...). An example of this model can be
seen with the partnership between Barclays Bank
of Ghana and Ghana’s “Susu collectors” associa-
tions (World Bank, 2006).

Developing more effective

guarantee mechanisms

One solution for reducing banks’ aversion to SMEs
also involves developing more reliable guarantee
mechanisms so that lenders are not dependent on
judicial administrations that are often deficient
when it comes to enforcing classic securities. Nu-
merous “independent” guarantee funds dedicated
to SMEs sprang up during the 1990s for this very
reason. These entities met a real need for banks
which consequently increased their level of finan-
cings to SMEs. Funds of this type set up in SSA can
be classified into four categories. The first involves
national, regional or pan-African funds created on
the initiative of local public authorities, someti-
mes in partnership with donors. The Fonds de Ga-
rantie Malgache (Malagasy Guarantee Fund) and
the Small Business Credit Guarantee in Namibia
(national funds) as well as the African Solidarity
Fund and the African Fund for Guarantee and Eco-
nomic Cooperation (pan-African funds) are exam-
ples that fall within this category. The second ca-
tegory concerns funds set up on the initiative of
donors, such as the Guarantee Fund for Private
Investments in West Africa (GARI Fund, managed
by the BOAD), the ARIZ Fund (managed by AFD),
as well as USAID and IFC funds for instance. The
third group concerns funds set up by countries’
commercial banks. These funds are less common,
but they do exist in Nigeria for example. Finally,
the fourth type of fund is set up by homogeneous
interdependent professional groups organized as
cooperatives.

This last type of guarantee fund - mutual gua-
rantee companies — is not very developed in SSA,
but is interesting in the sense that it is based on
a principle that has been proven to work: promo-
ters are also clients (De Gobbi, 2003). These mu-
tual guarantee companies are therefore based on
interdependence between the different members
which creates solidarity among them, following
the example of MFIs, tontines in West Africa or
stokvels in Southern Africa. The success of MFIs
has led certain SSA banks to start applying the
principles of microfinance to SME financing by
promoting the creation of business clusters that
are all interdependent and together finance a mu-
tual guarantee fund that allows banks to cover
their loans. The threat of being excluded from the
network is enough to facilitate the fulfilment of
contracts by borrowers. The relationship of confi-
dence between firms and financial institutions
can be considerably strengthened by the perma-
nent interactions between the clusters and the fi-
nancial institutions and by the reputation a firm
enjoys within the cluster. This facilitates access to
credit with lower interest rates. The strong deve-
lopment of these mutual guarantee companies in
Asia, South America, North Africa and the Middle
East (De Gobbi, 2003) bears witness to how effec-
tive these funds are in combating the problem of
access to financing for SMEs. e
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The Development
Bank of Southern
Africa (DBSA) is

one of the biggest
donors to the
private sector in
Africa. Although it
is more specialized
in infrastructure
financing, The DBSA
also supports SMEs
and has extensive
experience of
Southern African
economies. In this
article, its Executive
Vice-President,
Admassu Tadesse,
stresses the
importance of SMEs
in Africa’s socio-
economic landscape
and puts forward
solutions to improve
conditions for their
access to financing.
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A Perspective
on SME Financing

In Africa

SMEs may account for the bulk of firms and employment in SSA, yet they
contribute very little to GDP. This is partly due to the financing constraints they
meet. However, these firms have considerable socio-economic impacts and it is
therefore essential to support their development. In order to do so, bankers

and other donors must call on the support of intermediaries that have extensive
knowledge of this segment and they must also provide technical assistance

in addition to their financing.

By Admassu Tadesse, Executive Vice-President of the Development Bank of Southern Africa

evelopment of South countries is a chal-
Dlenging pursuit in the 21st century, not

simply because we are currently in the
grip of a profound global economic crisis, or be-
cause Africa - and to a large extent most of Latin
America - spent the last two decades of the 20th
century locked in economic crises, but also becau-
se we are now more aware of the fact that deve-
lopment is as much about empowerment, parti-
cipation and sustainability, as it is about generic
increases in economic activity. In many parts of
the world, economic development has, indeed,
not managed to adequately create jobs, safeguard
the environment or reduce economic inequalities,
both between and within countries.

In this context, the role of SMEs has taken on
even greater significance both in Africa and all
over the world. In SSA, the SME sector accounts
for over 90% of all enterprises of which 70 to 80%
are micro and very small enterprises. They provide
the main source of jobs and income for Africans
after subsistence agriculture (see Table p.17). Si-
gnificantly, African women entrepreneurs own
more than half of African SMEs and up to 70% of
Africa’s vast rural population is active in formal
and informal SME sectors. In spite of this, in most
African countries SMEs contribute less than 20%
to gross GDP whereas the figure can reach up to
60% in high-income countries.

Rationale for supporting SMEs

It is now more deeply understood and widely ac-
knowledged that SMEs play a key role in genera-
ting a pattern of economic growth that is generally
labour-intensive, pro-entrepreneurship and com-
petitive. This helps contribute to broad-based de-
velopment and poverty reduction. The relatively

minimal capital needs of SMEs generally obser-
ved also foster an efficient use of capital, which is
a scarce factor of production in developing coun-
tries. In addition to these highly desirable social
and efficiency-enhancing attributes of an SME-
friendly pattern of economic growth, SMEs tend
to make use of available local resources, thus mi-
nimizing transport and engendering environmen-
tal sustainability.

The socio-economic rationale for SME financing,
development and support is not difficult to un-
derstand. One factor is that SME profits are not
dependent on long production runs and small
firms can consequently produce smaller quanti-
ties to serve small local markets. The SME sector
thus serves as a ‘nursery’ and a proven training
ground for ‘higher level’ entrepreneurship and in-
novation. Their product ranges tend to reflect local
technology and are often seen as more likely to sa-
tisfy the needs of the poor than large enterprises’
products or foreign technology.

In addition, SMEs not only satisfy local needs by
making differentiated varieties of products, by
being spread all over the country they also help
ensure some form of equitable distribution of in-
come-earning opportunities. SMEs are also usual-
ly locally-owned and controlled: they can therefo-
re strengthen the extended family as well as other
social systems and cultural traditions.

For the economy as a whole, Brusco (1992) argues:
“Small businesses are likely to be more resilient to
depression and to offer a steadier level of employ-
ment than large ones; their activities and locations
are diverse, they depend on a wide variety of sour-
ces and types of raw material, and their owners, ...
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... if only for the want of any alternative, are likely
to stay in business and maintain at least some ac-
tivity and employment in conditions where forei-
gn investors would have closed their factories”.

The fact that the vast majority of people in SSA
live in rural areas and depend on agriculture and
informal economic activities underpins the SME
sector’s importance to Africa. Indeed, most econo-
mic agents produce on a small-scale level, even if
many market their commodities through coopera-
tives or agricultural marketing associations.

Financing SMEs in SSA

Across the board, access to, and cost of, finance are
a major development issue in Africa. In recent in-
vestment climate surveys of entrepreneurs it was
identified as the leading constraint in private sec-
tor operations and growth. This is the case in both
absolute and relative terms vis-a-vis the severity
of finance as a private sector constraint in the rest
of the developing world.

The financial sector of most African economies is
characterized by very low levels of financial inter-
mediation and weak capital markets which can-
not effectively supply the financial resources and
other products needed by the private sector, in
particular the SME sector, which generally lacks
the scale, collateral and relationships for formal fi-
nancing. This is partly reflected in the ratio of li-
quid liabilities to GDP, which averages 32 percent
in Africa, compared with 49 percent in East Asia
and the Pacific and 100 percent in high-income
countries. Similarly, the ratio of private credit to
GDP averages 18 percent in Africa, compared with
30 percent in South Asia and 107 percent in hi-
gh-income countries, whereas the ratio of private
credit to GDP averages 11 percent in low-income
countries in Africa but 21 percent in low-income
countries outside Africa.

Existing financial intermediaries in Africa typical-
ly focus on a handful of large companies and go-
vernment bonds. Lending to SMEs is hampered

by lack of knowledge of the sector, high transac-
tion costs, limited staff capacity in financial ins-
titutions, poor credit culture among some target
SMEs as well as underdeveloped tools to identi-
fy and mitigate risks associated with lending to
SMEs. This results in a preference for large bor-
rowers and the purchase of government bonds.
SME markets in SSA are not only small and frag-
mented, they are severely complicated by lack of
information. In general terms, SME financing
gaps can be explained by three factors. The first is
the merit-based explanation that many SMEs lack
the requisite collateral and other risk protection in
order to effectively access available loans at com-
petitive prices. The second explanation is the lack
of management and absorptive capacities on the
part of African SMEs to profitably utilize available
capital. The third is that there are extraneous fac-
tors that tend to discriminate against SMEs with
certain attributes, the main factors being the gen-
der of owners (women-owned enterprises are ty-
pically disadvantaged), the age of the firm (newer
SMEs with no track record receive little or no fi-
nancing), the location of firms (rural enterprises,
for example, have restricted access to financing),
and lack of political (patronage) connections.

The situation is even more challenging when consi-
dering risk capital as it is even more difficult to
raise than debt capital. Unlike the rest of the world,
start-up facilities, venture funds or angel investors
are practically inexistent in the region. It has been
observed that many venture funds in Africa beha-
ve more like private equity funds than real ventu-
re funds. Institutional weaknesses and complexi-
ties in many of the region’s countries do not help
improve appetite for SME risk. The informal and
family nature of most SMEs in Africa also consti-
tutes a stumbling block. Many potential investors
find the lack of information and professionalism in
SMEs to be a constraint in their dealings.

From a wholesale DFI perspective, the experience
of supporting SME financing has thrown up some
important lessons. Firstly, it is very ...
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SME share
in employment in Africa

South Africa 21%
Burundi 20%
Cameroon 19%
Ivory Coast 33%
Kenya 38%
Malawi 39%
Tanzania 32%
Zambia 31%
Zimbabwe 15%

Source: Ayyagari et alii, 2007

... important to identify appropriate intermediary
partners with adequate commitment and capabili-
ty to reach SMEs. Secondly, SMEs must be suppor-
ted with more than just funds. Other non-finan-
cial support is needed and must be appropriately
focused: industry-relevant advice, financial ma-
nagement tools and affordable business services,
market networks, especially linkages with big bu-
siness and export markets, on the job training...
This additional support is crucial in enhancing
management capacity, especially in financial and
institutional areas, and access to markets.

The way ahead

In spite of the significant contributions made by
SMEs to GDP, employment and livelihoods, SSA’s
SMEs continue to face a plethora of challenges
that inhibit their growth and development beyond
mere survivalist modes of activity. Access to, and
cost of, finance remain two leading constraints.

While there have been substantial and rapid re-
cent improvements in financial sector develop-
ment in the region, much still needs to be done,
especially in the SME sector which is strategically
very important as a driver of high quality socio-
economic development.

The use of SME facilities, venture funds and targe-
ted equity funds that enable non-specialist SME
financiers to partake in SME financing throu-
gh intermediaries can be an important mecha-
nism for getting long-term development finance

into SME development. However, the quality of
a SME fund not only lies in its ability to source a
diverse group of financiers, it also depends on its
knowledge of the sector, its client monitoring and
its ability to provide a comprehensive package of
finance and advice.

A 2007 report by the African Economic Research
Consortium explored the question of the public
sector’s direct role in financing SME development.
It reflected the complexity of the matter when it
indicated that public sector initiatives to support
the financing of small firms can be justified if mar-
ket flaws result in access gaps and uncompetitive
terms. However, it cautioned that in the absence
of market failure, a direct role by the public sec-
tor could cause distortions if non-viable firms are
subsidized at public expense. It rightly points out
that where public sector sponsored interventions
are undertaken, the financing gaps must be clear
and, more importantly, it must be demonstrated
that firms seeking special SME finance actually
merit financing. @
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‘he difficulties banks face
In financing SMES
In Sub-Saharan Africa:

who Is to blame?

Firms and banks alike would seem to be responsible for the lack of SME financing
in SSA: firms because of their shortfalls in meeting the classic requirements of
the banking sector and banks because they could mobilize more resources in order
to penetrate the SME segment. BOA's experience has shown that this client base
could provide an interesting outlet for banks, provided they tailor their operating

methods to the specificities of SMEs.

By Paul Derreumaux, Chairman and Chief Executive Officer of Bank of Africa

elations between banks and SMEs have
Ralways been very similar to those between

an old couple who constantly blame each
other yet have to live together. This situation is
no doubt especially true in SSA where banks have
traditionally dominated financial systems, leaving
little leeway for SMEs seeking alternative financing
to bank loans. As is often the case, both sides share
the blame and both actors show real weaknesses
in their capacity to respect the requirements and
practices of the other. However, profound chan-
ges are currently taking place on both sides which
bodes well for the medium-term outlook.

Banks have been influenced by their shareholders,
their working methods and their management
rules, and by the effects of increasingly restricti-
ve regulations, and feel comfortable with reliable
financial statements validated by auditors. They
also want to see their clients’ firms with well-or-
ganized and well-managed structures. They always
ask firms to give a clear and accurate vision of their
future and require them to have substantial equi-
ty so that they can face the unexpected. Finally,
banks always hope to back up their financing with
sound guarantees that allow them to meet the re-
quirements of their supervisory authorities.

It is extremely difficult for SMEs in SSA - regar-
dless of their business or country — to put all this
together. Indeed, experience shows that it is im-
possible for nearly all private firms with local ca-
pital - including large firms, as well as firms that
have long been in business, have a steady turno-
ver and good profitability - to present all the at-
tributes that would allow them to meet the classic
criteria required by banks. Most of the economic

apparatus in Sub-Saharan countries thus suffers
from a lack of structuring - the exception being
major international corporates and State compa-
nies — which explains the extent of the difficulties
encountered by both banks and SMEs to work to-
gether and their constant mutual dissatisfaction.
In view of this dilemma, what could be the main
respective responsibilities for these two “partners”
which cannot do without each other?

Lack of structuring in firms

On the corporate side, banks have three major
concerns. The first is the widespread lack of equity
in SMEs. This weakness can be explained by pro-
moters’ reluctance to seek other shareholders, the
scarcity of available treasury, as well as the fre-
quent underestimation of operating and invest-
ment costs in budgets and the underassessment
of the capital required to reach the target turno-
ver. Borrowing consequently often weighs heavily
on financing plans which leads banks to toughen
their naturally reticent stance or to ask for a lot
of guarantees. An unbalanced financial structu-
re also prevents firms from reaching break-even
point and makes them even more vulnerable. The
second major obstacle for banks is the lack of orga-
nization in SMEs, particularly in terms of human
resources, accounting, administrative manage-
ment and control functions. Business leaders - in-
cluding in the biggest SMEs — are often the sole
decision-makers in their firms. The modest, often
fledgling, formalization creates a breeding ground
for errors, fraud and works against the regulari-
ty of processes. This can be particularly prejudicial
for firms in the manufacturing sector, and nota-
bly for exporting firms. There is usually too litt-
le reflection prior to action, yet such reflection ...
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... could help ensure the stability of manufactu-
ring and marketing processes. Control, both inter-
nal and by auditors, is pushed into the back seat
which makes it difficult to swiftly detect a firm’s
weaknesses. This can also encourage inclinations
towards non-transparency on the part of promo-
ters and can cause banks to lose their equanimi-
ty towards SMEs. Finally, the third main obstacle
is firms’ lack of forward-looking vision. Too many
fledgling firms were born on an impulse on the part
of the entrepreneur, without any in-depth analysis
of the market or competition. This often leads to
disillusion in terms of turnover and, consequent-
ly, in repayment capacity for bank loans. Too many
start-ups oversize their investments when they go
into business, instead of designing their project
step by step and, as a result, are sure to jeopardi-
ze any chance of profitability. Too many budding
SMEs make a very sketchy analysis of their poten-
tial and growth rates and consequently handicap
their future, even if their businesses do get off to
a perfect start.

Banks lack dedicated resources for SMEs

Banks, for their part, have at least three signifi-
cant shortcomings. The first is their weakness in
supervising their portfolios. In view of the un-
derstandably fragile nature of SMEs in terms of
organization and forward-looking vision, bankers
should closely follow firms’ day-to-day running,
the relevance of their investments and the diffi-
culties they meet. SMEs are naturally reluctant
to allow banks to fulfill their advisory role, banks
should consequently systematically take the initia-
tive, yet they do not do so. This lack of supervision
on the part of banks can be explained by several
factors: the recent increase in supervision require-
ments for the main traditional client base (corpo-
rates and private clients) imposed by regulations,
the lack of time due to the sheer number of ex-
tremely varied SME files to deal with, and the low
level of profitability of this supervision compared
to other activities. This can create a vicious circle,
since this lack of supervision actually causes files
to deteriorate which in turn makes banks even
more averse to SMEs. The second shortcoming
for banks, partly responsible for the first, stems
from the fact that banking teams lack a specific re-
ference framework based on in-depth experience
of SME financing. The diversity of SMEs - in size,
sectors, characteristics or in terms of support re-
quired - is, of course, at the root of this situation
and explains the difficulties encountered when de-
veloping solutions. Efforts to improve this are ina-

dequate. In most cases, banks continue to suffer
from a lack of departments specialized in SMEs,
a lack of procedures adapted to the limited availa-
ble financial information and supervision indica-
tors, limited innovation capacities in terms of ac-
ceptable guarantees and a total absence of specific
training in SME financing for credit analysts and
client advisors. These are all factors that prevent
banks from having any greater interest in SMEs.
Finally, the third shortcoming for banks is related
to the institutional environment where deficien-
cies penalize banking activities. Indeed, despite
real progress brought about by the Organization
for the Harmonization of Business Law in Africa
(OHADA?), certain lingering weaknesses in the
legal framework (for instance, in terms of guaran-
tees’ enforcement) and the serious and widespread
shortcomings of the legal apparatus make it extre-
mely difficult to recover bad loans. These difficul-
ties reduce interest in SME financing further still
and, at the same time, lead banks to impose stiffer
conditions for their financing. Similarly, the mul-
tiplicity, complexity, and sometimes rather unor-
thodox pressures from the administration - eco-
nomic police, tax office, social security — weaken
even further SMEs that - pressured by banks - are
willing to join the formal sector.

Bank of Africa provides solutions

Under the combined effect of all these factors,
SMEs do not obtain the support they require from
banks. Yet banks that do take the risk of actively
turning towards SMEs suffer from a high rate of
non-performing loans and sizeable operating los-
ses and consequently receive a poor return on
their efforts. Various solutions that may great-
ly improve relations between banks and SMEs
are, however, gradually being implemented. Four
examples can be given based on Bank of Africa
Group’s experience.

The first — and undoubtedly the most decisive - is
risk sharing with other institutions. In addition
to the direct interest this has for banks which can
minimize potential losses, this sharing promo-
tes awareness among other donors of the essen-
tial nature of this public and the inherent difficul-
ty of meeting its needs. Two main approaches are
conceivable and are currently being tested by the
BOA network. The first is a general approach and
involves using a portfolio of guarantee lines gran-
ted for a given amount that may be allocated to an
SME portfolio freely selected by the bank. The In-
ternational Finance Corporation (IFC) has ...
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... allocated this type of guarantee line, covering
50% of risk taken by the bank, to BOA Mali for
FECFA 1.5 billion. It should shortly be implemen-
ting a similar mechanism for the four BOAs in
East Africa for an amount totaling USD10 million.
The second approach is based on individual gua-
rantees whereby banks submit files to guarantee
funds which study them on a case-by-case basis.
These funds have grown in number over the years:
FAGACE, ASF, GARI in West Africa, or ARIZ?
(created by AFD) for the whole of Africa, are some
examples. The effectiveness of these mechanisms
is, however, closely tied to the quality — which is
still often poor — of balance between rigour in ma-
naging these funds and flexibility in using the
guarantees.

A second conceivable solution for bringing banks
closer to SMEs is to create specialized depart-
ments within banks. BOA Mali’s experience during
the operation with IFC showed that this type of
specialization can really make a positive contribu-
tion. A team of two people, supervised by a forei-
gn technical assistant specialized in this segment,
is specifically dedicated to SMEs. Analysis crite-
ria, specifically adapted to the case of SMEs, have
been defined for credit supervision. These criteria
are based much more on firms’ activities and ex-
pected incomes than on guarantees provided by
promoters. These efforts are a clear example of the
bank’s will to be at the service of SMEs and mean
that the latter can benefit from clearly identified
correspondents that use a language they can rela-
te to. Results have so far been conclusive and the
same type of organization has been envisaged for
other Group structures in the short term.

A third area to explore in order to improve rela-
tions between banks and SMEs involves diversi-
fying financing tools offered to SMEs. Leasing and

factoring should be included in the range of ins-
truments that can be used. However, the develop-
ment of these instruments is hampered firstly by
the fact that they are often outside the realms of
SME culture and, secondly, by regulations that are
generally not very favourable for these specialized
instruments. Efforts to promote the widespread
use of these instruments must, however, be pur-
sued. Indeed, the three leasing companies in the
BOA network have been demonstrating their via-
bility and benefits for over 10 years now.

The fourth avenue has as yet not been sufficiently
exploited and relates more to the future. It aims to
complete and renew the range of guarantees capa-
ble of better securing SME files. New areas should
be explored besides mortgages which are often
inappropriate. For instance, feasible and promi-
sing solutions would be the joint guarantee provi-
ded by persons known to the bank, the creation —
often evoked, but never implemented - of mutual
guarantee companies on a sectoral or geographi-
cal basis, or partnering of SMEs with major com-
panies via subcontracting (thus providing strong
guarantees in terms of levels of activity).

The increase in competition among SSA banks will
play a key role during the current changes. It will
lead all banking institutions to scale up and acce-
lerate their efforts to ensure they hold a strong po-
sition in this important SME segment. States will
also have a key role to play. Indeed, the creation of
a more explicit legal and fiscal framework that is
more restrictive and resolutely turned towards de-
velopment will be decisive for better cooperation
between these two “enemy sisters”. @

Access to credit in different parts of the world

Region Getting credit
Sub-saharan Africa 114
Latin America and Caribbean 64
Central Asia 107
East Asia ant Pacific 65
South Asia 7
Eastern Europe and Central Asia 42
Middle East and North Africa 13
0ECD 37

Registering Protecting Enforcing
property investissors contract

127 113 122

93 83 108

73 m 70

70 61 71

89 74 121

67 70 54

7 93 13

53 61 36

Source: For each index, the table gives the average ranking for a chosen region. The average ranking is obtained by averaging the rankings of all the
countries belonging to the region (the most efficient country being ranked No. ). Source : Doing Business (www.doingbusiness.org), The World Bank, 2009
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Private equity investment
In Sub-Saharan

African SMEs

SME financing cannot be enhanced simply by scaling up volumes of financing.
SMEs need to upgrade so that they can meet the eligibility criteria of bankers
and other investors. I&P is aware of the difficulties met by promoters

and can - subject to certain conditions - provide equity and loan products

as well as technical assistance.

By Patrice Hoppenot, Chairman of the board

and co-founder of Investisseur et Partenaire pour le Développement

1l development players see SME finance in

SSA as akey issue: a number of conferences

have addressed the topic and new solutions
are constantly being sought. Indeed, SMEs create
formal employment and help boost the entrepre-
neurship. They also contribute to the emergence
of an industrial fabric that can service the needs
of Africa’s big corporates which often have to re-
sort to services and products from outside Africa
due to the lack of local suppliers. SMEs must have
the capacity to boost economic development in
SSA, yet SME networks are sadly underdeveloped
in many African countries.

Lack of financing may constitute a stumbling
block to the development of an SME fabric but un-
fortunately it cannot be removed simply by scaling
up volumes of financing. The issue of SME finan-
cing must be addressed in a comprehensive man-
ner and, in particular, by taking into account the
needs of these businesses in terms of technical as-
sistance. Indeed, SMEs must be supported so that
they can upgrade in order to have access to bank
loans and private equity investments by professio-
nal investors.

Need to join the formal sector

First of all, SMEs must join the formal sector in
order to gain access to financing. Yet formal SMEs
in SSA are practically an exception, which is un-
derstandable in view of the heavy taxation and
costs they are subject to: tax on profits, VAT, social
contributions, formal accounting with auditors...
They are also a favourite target for tax inspectors
which often do not have the most ethical methods.
All these costs put a heavy burden on operating ac-
counts. Accounting obligations are an important
sign of progress but they are often ill-perceived.
These reasons explain why the bulk of SMEs re-
main in the informal sector where they only have

access to informal finance or limited finance from
microfinance institutions. Yet formal legal and ac-
counting frameworks can help SMEs gain easier
access to bank credit and can help them do busi-
ness with big clients or clients similar to themsel-
ves. They can consequently finance their growth.
Unfortunately only a handful of entrepreneurs
join the formal sector.

SMEs must upgrade

The problem of access to finance is obviously not
resolved by joining the formal economy. Promoters
that want to set up and manage an SME and make
it viable must have ambition, a sound project, a
clear strategy, sufficient resources (with a sizeable
amount in equity) to meet financial needs and real
management skills. Since promoters generally lack
financial resources and tend to underestimate their
needs, there are only very few projects that come
to fruition. It is therefore a risky business that few
investors or bankers accept to finance, unless the
promoter controls a sizeable fortune or has suffi-
cient guarantees. SMEs that are efficient, well es-
tablished in their markets and managed by profes-
sional teams are the only ones able to raise funds
through borrowing or equity. The solution to the
problem of SME financing consequently lies first
and foremost in generally upgrading SMEs. It is in-
deed very unusual to find SMEs with a level of ma-
nagement that allows banks to lend the amounts
required with an acceptable level of risk, even if
the business does have interesting potential.

I&P provides solutions to promoters that manage
SMEs or wish to set up a company by building par-
tnerships with them. I&P provides equity, while
remaining a minority shareholder, loans and tech-
nical assistance under a “partnership pact” that
sets out the conditions for the partnership. A rela-
tionship of trust needs to be built between the ...
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Private equity investment in Sub-Saharan African SMEs

By Patrice Hoppenot, Chairman of the board and co-founder of Investisseur et Partenaire pour le Développement

... parties. Indeed, promoters often perceive a ca-
pital increase or the introduction of a new share-
holder as a loss of control and can consequently
take up a defensive position.

The promoter’s main undertakings relate to trans-
parency, implementing a rigorous accounting sys-
tem, the regular transmission of performance in-
dicators, I&P presence on the Board of Directors
(if applicable), sharing important or strategic de-
cisions and consultation with I&P for executive re-
cruitment. I&P undertakes to be available to sup-
port SMEs in their development, to help define
their strategy and organization and, according to
its resources, to provide technical assistance and
consulting services that may be required for the
SME to improve its performance and acquire ex-
pertise in its activity. I&P takes a field approach
and its investment officers conduct a minimum of
three missions a year to each of its partner busi-
nesses. They also have regular contacts with pro-

The rapid growth of private equity in Africa

moters via Internet which means they can moni-
tor businesses and quickly step in when required.

Comprehensive technical assistance

Technical assistance is mainly provided to set up
management accounting and performance indi-
cator dashboards that allow the main indicators
to be monitored. It is also provided for executive
recruitments and the definition of executive po-
sitions, industrial management, sales force or-
ganization and, more generally, strategy. Techni-
cal assistance missions are decided jointly by the
investment officer and the promoter. Depending
on the type of assistance, missions are conducted
by volunteers from “Entrepreneurs & Développe-
ment” association (set up by I&P), retired experts
and local consultants, particularly for issues re-
lating to accounting and information systems. It
is worth noting that I&P’s geographical distance
from its partners may pose obvious disadvanta-
ges, but it does give responsibility to the ...

Private equity investment in
Africa is experiencing rapid
growth: in 2007, the inflow

of private funds in Africa was
estimated at USD 3bn (+22%
compared to 2006). Yet this
amount remains marginal
compared to global flows (0.6%
of the global total and 7% of the
total for emerging countries) and
is still focused on certain African
countries. South Africa receives
the bulk of investments (52%),
followed by Nigeria (19%), Zam-

bia (12%), and Morocco (4%). In-

vestments focus on three sectors:

distribution (27%), financial ser-
vices (25%), and telecoms (12%).
The main investors, such as ECP,
Zephyr Management and Helios
Capital, only take positions on
mature companies and neglect
venture capital and start-up
capital activities. Development
capital consequently represents
55% of funds raised, while ven-
ture capital is only marginal with
less than 14% of flows.

Southern Africa North Africa
West Africa East Africa
Central Africa

Location of Investments (USD millions)
Source: Geiss et Alij, 2008

ISSUE 1 MAY 2009 SME FINANCING IN SUB-SAHARAN AFRICA 23



Private Sector«e Development

... promoter and its team. The promoter conse-
quently does not over-rely on I&P and I&P is not
tempted to interfere.

Promoting SME autonomy

Once SMEs have upgraded they can refinance
themselves via local banks. Working capital fi-
nance is often the most needed and the most dif-
ficult to finance. The aim of I&P is to allow SMEs
to grow, become completely autonomous, profi-
table and eligible for bank financing. Once they
have reached this stage, which can take from a mi-
nimum of three years to six or seven years, I&P
seeks to sell its shares in agreement with the pro-
moter. This exit strategy may turn out to be a de-
licate issue in view of the lack of liquidity on these
markets. However, [&P can rely on intermediaries
that have extensive knowledge of the local market
(bankers, businessmen...) and interesting deals
always find investors. European firms may even be
candidates.

Results from I&P’s approach have generally been
conclusive since most SMEs that have been par-
tners for over three years have reached profita-
bility. However, it is a costly business (transport,
technical assistance, low amounts invested com-
pared to time spent, high risk...). Fortunately, vo-
lunteers with extensive experience of SMEs provi-
de support to I&P for business upgrading and the
European Union meets part of the cost of techni-
cal assistance.

Thanks to these conditions, [&P’s approach is sus-
tainable, has an effective impact and its share-
holders should receive a small return on their in-
vestment. But most importantly, [&P’s experience
shows how it is possible to finance and promote
SMEsin SSA. e
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Spotlight on an investment

in a Nigerien SME

Pharma (name of business

undisclosed) is a pharma-
ceutical distributor with Nigerien
capital set up by two local pro-
moters in Niamey in 2001. Two
other major pharmaceutical dis-
tributors with suppliers in Fran-
ce are also present on the market.
I&P contacted XPharma in 2005
at a time when the company was
experiencing serious financial
difficulties after several years of
deficit. The accounts were badly
kept due to a lack of skilled staff
and the client and supplier ac-
counts were unreliable. Banks
had begun to withdraw their fi-
nancing and the company was
finding it increasingly difficult
to purchase supplies due to the
lack of funds and, consequently,
to reach a reasonable level of tur-
nover. However, the promoters
were aware of their mistakes and
were willing to re-inject capital
and review their commercial stra-
tegy. I&P had already had a posi-
tive experience of a partnership
with a pharmaceutical distribu-
tor in Mali. It considered that
XPharma did have some strong
points: an excellent temperatu-
re control installation, unexploi-
ted commercial potential and,
especially, open-minded mana-
gers who were willing to bene-
fit from technical assistance and
had the capacity to bring in finan-
cing. Finally, there was potential
to build synergies with the two
independent distributors. A full
audit conducted by a competent
Nigerien accounting firm gave a
clear assessment of the financial

situation, treasury requirements
and the outstanding client debts
to be recovered. In 2006 the par-
ties agreed to subscribe to a FCFA
130 million capital increase with
a 50% share for the promoters
and 50% for I&P which then held
21% of the capital. I&P also allo-
cated a FCFA 65 million subordi-
nated loan with a 3-year matu-
rity that could be converted into
shares at I&P’s sole discretion. Fi-
nally, the promoters managed to
mobilize loans from local banks
by providing personal guaran-
tees. The company was gradually
restructured in agreement with
the promoters: an experienced
financial director was hired; re-
liable information and manage-
ment systems were implemen-
ted; the commercial strategy was
reviewed to focus more on Ni-
ger’s underserved interior while
continuing to deliver to Niamey’s
pharmacies; client payments and
financial margins were closely
monitored. 2006 was still a diffi-
cult year due to a few remaining
accounting errors and a slower
start than expected for activities.
I&P decided to convert its loan
in 2007 which meant its share-
holding rose to 26%. Local banks
accepted to finance XPharma’s
working capital requirements. In
2007 turnover rose by 40% and in
2008 it rose by 30% and reached
ECFA 1.75 billion. XPharma’s net
income for 2008 topped the FCFA
40 million mark. The company
today employs around ten people
and has become profitable and
sustainable.
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Lessons-learned from this issue
of Private Sector and Development

By Julien Lefilleur

Africa’s SME fabricremainsunderde-
veloped in comparison with the rest
of the developing world. This is part-
ly due to the financing constraints
that these companies face. Further-
more, conditions of access to credit
for SMEs might suddenly deteriorate
with the international crisis as these
companies will probably be the first
victims of the growing shortage of
liquidity. This lack of financing for
SMEs can be explained by the fact
that classic lenders and investors
are highly reluctant to finance these
counterparts. In a context of acute
information asymmetry, the percei-
ved risks seem indeed insurmoun-
table, especially since it cannot be
offset by a satisfying securitization.
Moreover, SMEs are often informal,
lack organization, and generally do
not meet the eligibility criteria of
“classic” lenders and investors. In
this context, the latter must deploy
considerable resources to penetrate
this segment and must, in particular,
provide technical assistance along
with their financing to help compa-
nies improve their standards. Ex-

In our next issue

perience shows that in these condi-
tions the SME segment can prove to
be a profitable market. However, the
solution to the problem of SME fi-
nancing cannot depend only on the
goodwill of actors in local financial
systems. A substantial and sustai-
nable improvement in conditions of
access to resources for these com-
panies requires changes in the cre-
dit environment of African markets
that would reduce the risk percei-
ved by lenders and investors. This
involves developing financial sys-
tems that are more adapted to local
contexts, in particular by taking ad-
vantage of progress in information
technologies in order to bridge the
gap between banks and SMEs. Simi-
larly, it is necessary to take action
to secure credit. The use of the prin-
ciples of microfinance which allow
guarantees to be mutualized within
a community of borrowers could
prove fruitful. These different possi-
bilities could be explored by donors
in order to help improve financing
for African SMEs.

Your reactions are welcome: revue_spd@afd.fr

What role can/must the private sector
play in access to water and sanitation

in developing countries?
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