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1. Introduction

It is well recognized that small and medium enterprises (SMEs) have significant advantages over large-scale enterprises in terms of employment generation potential; dynamics, flexibility and resilience; low production costs and ability to utilise local resources and engage in labour intensive low-skill activities; capacity to innovate and act as seed-bed for promotion of entrepreneurial and managerial resources and skills; ability to generate employment for women; bringing more equitable income distribution and regional dispersal of industrial activities; enhancing small scale trade and business activities; and forging linkages between organised urban sector and rural economy. As a consequence SMEs can play an important and effective role in accelerating rural development and eradicating rural poverty.

The growth and development of SMEs, trade and business and the associated diffusion of technologies in the rural areas can indeed play an effective catalytic role in increasing agricultural production. Both SME and business improves the access of the farmers to modern inputs and stimulate demand for agricultural products. The revenues collected from these can emerge as additional sources for the local governments to provide rural development, particularly for building up the rural physical and social infrastructure for accelerating rural industries and trade. The development of SMEs and business base can effectively be used in narrowing the rural-urban income disparities; the promotion of decentralised urbanisation could be important consequence of rural industrialisation and business enterprises development in rural areas with positive impact on rural surplus labour absorption and reduction of rural poverty.

SMEs have remained important in the industrialisation process of the economies of NAM countries by contributing to domestic income generation, employment growth and by being major earners of foreign exchange through exports. They are especially 

important in the less developed economies and economies in transition, where they produce the bulk of manufactured products and are mostly in the private sector, thus giving impetus to privatisation. Despite their valuable contribution to industrialisation, they have been neglected in terms of access to finance, technology, training and marketing knowledge. Government policies, especially in the less developed economies, favour large enterprises as they are seen having a direct role in contributing to economic growth. Previous policies in the less developed economies and especially in the economies in transition promoted large-scale public sector owned enterprises, usually at the expense of the SMEs. The large-scale state sector assumed the primary role in industrialisation, even though it was usually over subsidised and excessibly bureaucratic, which reduced its competitiveness. Therefore, the future focus of private sector development in the less developed economies and the economies in transition has to be on small industries, promoting their growth and development so that they can expand and contribute to industrial growth and form linkages with large enterprises for mutual benefit and long-term sustainable growth. SMEs have certain advantages over large enterprises in that they are the breeding ground for entrepreneurial talent.

2. Business Incubation and SMEs

The OECD forum on 'Entrepreneurship and Enterprise Development Meeting' held  in 1998 in Istanbul (Turkey) highlighted the role and the potential of business incubators in the creation of new enterprises and agreed that incubators are useful and beneficial tool in promoting and fostering SMEs. The 'Best Practices in Incubator Infrastructure and Innovation Support' seminar held in November 1998 in Espoo (Finland) demonstrated that the business incubator industry is a powerful tool for the creation of SMEs, for supporting their start up and for increasing their growth rate. Governments of the Countries in Transition (CITs) play a crucial role in the development of support services for SMEs. Such services are indispensable in view of the essential role in the growth and transition period. Amongst the support institutions, business incubators, innovation centres, industrial parks and techno-parks have shown themselves to be effective instruments for assisting entrepreneurs in starting new business, nurturing young enterprises, and helping them to survive during the start-up period when they are most vulnerable. Business incubators involve some kind of premise (real estate) infrastructure where national or local governments, municipalities, or groups of large-scale enterprises provide on-site workshop/office and administrative services, and assistance in various areas such as technical support services, access to financing, counseling, marketing, access to equipment, management assistance, etc. Business Incubator schemes are integrated support programmes which are provided by Government, academic institutions and private sectors, either individually or, ideally, in partnership, with the intention of creating and nurturing budding enterprises and proactive entrepreneurs in selected economic sector. Enterprises targeted under such schemes are typically small start-up companies which require support in terms of finance, technology and marketing. Incubators provide hands on management assistance, access to financing and orchestrated exposure to critical business or technical support services. According to the definition of the European Commission' a business incubator is a place where newly created firms are concentrated in a limited space. Its aim is to improve the chance of growth and rate of survival of these firms by providing them with a modular building with common facilities (telefax, computing facilities etc.) as well as with management support and back-up services. The main emphasis is on local development and job creation.’

In the last decade business incubators have been attracting increasing attention from the indigenous policy makers, academicians, donors and international organisations. The main reason for this is that both in developed and developing countries as well as in CITs, SMEs constitute the dominant economic action and make a significant contribution to gross domestic product and new job creation. From political and social points of view, assistance to SMEs has been considered both by national governments and international donors as a step towards economic growth, and assurance against unemployment and poverty alleviation through self-employment.

3. Financing the SMEs

The SMEs being small, private and even family based have the characteristic of no separation of ownership and control. As such they suffer from entrepreneur risk. As private ownership with limited liability they suffer from direct capital market access. Thus they suffer from funding risk. But they need fund to start up their production activities, expand, diversify, compete, become integrated and even to enter into international markets. Business incubation can help the SMEs in advising on sources of funding and investments as well as on their daily financial transactions. It may also help the SMEs in development network with banks and other financial institutions.

3.1 Source of Funding

For ordinary SMEs bank loans play a major role. Young and fast growing SMEs have access to angel financing, venture capital and the private equity market. For them bank loans play a minor role. There are two general financing sources for SMEs: internal sources and external sources.

3.1.1 Internal Sources

This is cash from turnover and retained profits, most of the cash outflow is financed through cash inflow from turnover. Retained earnings are the fraction of the profits which are invested inside the company.

3.1.2 External Sources

The SMEs are often held back by a lack of ready access to financing from local formal sector financial institutions. Viewing the SMEs as smaller firms as costly and high-risk lending many commercial banks avoid financing them, concentrating instead, on safer options such as financing larger local or multinational corporations. For example, in Bangladesh government has attempted to provide SMEs with access to finance through targeted lending. There was a government directive that five per cent of Bank's loan portfolio be set-aside for small and cottage industry financing. A new bank, namely, the Bank of Small Industries and Commerce (BASIC) was set up in 1988 with the objective of financing the small and cottage industries. There were also attempts to channelise funds received from international agencies such as the Asian Development Bank (ADB) to the sector through private banks. There were provisions of favourable debt equity ratio, special interest rates and credit guarantee scheme. The Central Bank also issued directives to both public and private commercial banks regarding working capital loans, use of standardised documentation procedure and time limits for credit sanctioning and loan disbursement.

Notwithstanding all these arrangements for financing of SMEs, the actual delivery of institutional credit to this sector has been grossly inadequate. The inhibiting factors for institutional finance to the SME sector is:

Project Preparation

The first problem the entrepreneurs face in seeking institutional finance is with regard to preparation of project proposal. In spite of directives from the Central Bank to follow standardised procedure, the loan application process has still remained lengthy and cumbersome. The entrepreneurs often lack the ability to formulate a proper project proposal.

Collateral Requirements

One of the main factors that have hampered flow of institutional finance into SMEs is bank's pre-occupation with collateral based lending. Traditionally banks have used fixed asset ownership particularly land ownership as the basis for judging creditworthiness. This puts SMEs at relative disadvantage, as large entrepreneurs are often able to get around the problem because of their influence and contacts by putting up collateral of dubious valuation.

Bureaucracy and Corruption

Because of lack of proper autonomy and accountability the public sector financial institutions are beset with inflexibility, inefficiency, political interventions and corruption. Since the performance of the bank officials is not properly evaluated they lack the incentive to bring larger number of suitable borrowers, particularly those in the SME sector, within the fold of institutional financing. They adopt a passive and inflexible attitude towards the borrowers either to avoid the risk of making an appropriate lending or to force the borrowers to make side payments for more favourable handling of loan application.

While understandable given current realities at many banks this approach unfortunately dims the prospects for sustainable development Even then proven models of profitable business banking do exist that can be transferred from country to country, scaled up overtime and then replicated more widely for considerable development impact 

The World Bank Group SME Department jointly with the International Finance Corporation (IFC) is using several strategies to increase SME access to capital. This involves several newer capacity building initiatives by multidoner Project Development Facilities (PDFs) to improve commercial banks' SME lending skills. In Vietnam, for example the Mekong Project Development Facility (MPDF) is working to improve SME access to finance through a Ho Chi Minh City-based Commercial Bank Training Centre (BTC) launched in 2001. This initiative began with MPDF analysis that identified internal obstacles keeping Vietnam's banks from doing more profitable SME lending, leading to a BTC business plan that attracted seed capital of US$1 00,000 from 10 private local banks serving mainly SMEs. These small banks lacked the resources to organise in-house training programmes, but have now come together to find out a solution that provided fee-based training courses to themselves, their competitors and similar banks in Cambodia and Laos. In its first year the BTC provided top quality commercial training courses to more than 2, 700 local bankers, offering 30 different courses covering such important areas as Customer Focus and Service Quality, Credit Risk and Lending to the Household and SME sectors, Risk Management in Banking, and others. Similarly in Jakarta, initially led by a former head of Standard Chartered Bank's external training centre this capacity building initiative was doing much to help local bankers learn the practical skill they need to lend profitably to small businesses. It thus has synergies with broader World Bank Group operations, supporting key objective): of the Country Assistance Strategy for Vietnam, and complementing IFC's own investments in two model financial institutions for the country -- Asia Commercial Bank and Sacom Bank. Similar objectives are being met in other countries as well.

In keeping with IFC's decision to cut back its direct SME lending in favour of generating more funds from domestic financial institutions PDFs have also recently held seminars to introduce local bankers in Bangladesh, China, India, Indonesia and Nigeria to succe):sful foreign models of SME lending. This creates new opportunities for knowledge transfer that will enable them to take advantage of the vast underserved 'middle' market represented by SMEs in their region. 

A similar approach is being taken by the South Asia Enterprise Development Facility (SEDF), a newly launched initiative funded by the IFC and other donors, which has targeted its efforts towards greater SME financing from local Bangladesh Banks. In June 2002 SEDF kicked off operations with a conference where it brought to Dhaka several SME finance experts and officers from highly successful SME lending institutions worldwide like Busine):s Partner of South Africa, Planters Bank of the Philippines and the National Development Bank of Sri Lanka. Local banks have since responded very positively to SEDF's access to finance programme. Dhaka Bank limited has already signed an agreement with SEDF to collaborate on training and Technical Assistance on Information Technology, marketing human resources development and credit management. SEDF is also working with numerous other local financial institutions to make them aware of the profitability potential of Bangladesh's large SME sector.

Job Opportunity and Business Support (JOBS) a US-AID supported organisation in Dhaka, Bangladesh is taking various strategies for organisational development, capacity building and linkage with credit institutions towards lending to SMEs. As the main source of financing for SMEs NGOs and Micro-Finance Institutions (MFIs) require extensive capital to run credit programmes. Many suffer from credit funds, resulting in insufficient credit disbursement to clients. Donors have reservations about funding local NGOs and MFIs due to their unstable management and infrastructure to overcome this situation. JOBS has developed training programmes for NGOs and MFIs designed to strengthen organisational capacity and focusing on aspects of credit, accounts and finance. The SME Development Programme of JOBS works closely with the SMEs to get credit. It does not provide fund to SMEs but links the SMEs with banks to get credit. JOBS has signed MOUs with three commercial banks to facilitate supply of credit to SMEs. Working in this way JOBS arranges collateral free credit up to US$2,000. It has by now, trained 250 bank officials through 25 commercial banks. The steps involved in helping SMEs to get credit are:

Step 1 
:
JOBS developed a simple application form providing information about the client and data about the specific requirements of the bank.

Step 2
:
JOBS verifies the client's application, based on the following requirements of the banks:

· Sufficient cash inflow

· Enterprise profit increases resulting from loan

· Export opportunities

· Work orders

· Income source

· Expenses and profit ratio

Step 3
:
JOBS arranges appointments for selected clients with the banks. This is probably the most important support JOBS provides, since it is often difficult for small entrepreneurs to arrange their own appointment.

Step 4
:
The banks, with JOBS assistance, verify the client's business position, commitment, existing business, projected plans, etc.

Step 5 
:
If the bank is satisfied, the loan application forms are collected. JOBS assist clients to complete the forms and prepare supporting documents., (i.e. business and marketing plans, net worth statements, etc.).

The following diagram shows JOBS role in ensuring access to credit for SMEs
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Besides JOBS support to get access to credit, other commercial banks, both public and private, also have separate windows for providing credit support to SMEs. Some big NOOs like Bangladesh Rural Advancement Committee (BRAC) and Proshika also provide credit support to their graduated members to undertake SMEs. BRAC launched Micro Industries Lending Assistance (MELA) programme in.1996 with the objective of providing credit facilities and technical assistance to new and existing small business. The amount of loan ranges between US$350 to 3,500 with a service charge of 15 per cent and to be repaid in 12 to 24 monthly installments. By the end of 2002 a total amount of US$48 million was disbursed to 45,000 borrowers. BRAC Bank has started in a big way to provide credit support to SMEs. 

The Grameen Bank also provides loans to micro enterprises like processing and manufacturing, agriculture and forestry, livestock and fishery and service sectors. In 2001,409 loans were allotted of which 97 per cent were received by women loanees. Proshika, a NGO also has initiated Small Economic Enterprise Development (SEED). The components of the SEED are (i) enterprise development programme for graduated groups (groups who have reached the poverty-free stage according to Proshika's group graduation system); (ii) existing enterprises development; and (iii) new entrepreneurs creation programme. In 2001, 317 loans were issued with a total amount of US $2 million. Besides loan support, technical assistance, training, business counseling marketing and extension supports are provided.

The Micro Industries Development Assistance and Services (MIDAS) initiated in January 2000 credit and investment services for Small Enterprise Development (SED) through MIDAS Financing Limited (MPL). Under this programme fixed and working capital loans up to US$ 0.5 million are provided to small and medium enterprises. Loan period is 2-8 years with 16 per cent rate of interest calculated on reducing balance method. Under the MFL lease financing to existing small and medium enterprises loan support to the extent of US$6,000 to 40,000 are provided. In the Micro Industries Development Initiatives (MIDI) of MIDAS short and medium-term loans ranging from US$1,000 to 10,000 are provided. These loans are collateral free and repayment is to be made over a period of 1 to 3 years in monthly or bimonthly installments.
3.2 Other Sources of Capital Goods

SMEs can receive external fund from equity, debt and Mezzanine capital. Common equity may be raised from existing or new investors. Debt borrowing may be available from banks or via the bond market Use of Mezzanine capital may involve preferred stock, warrants, convertibles and hybrid securities.

SMEs may get financial support through the following main options:

· Public Equity i.e. going public via initial public offer

· Private Equity from Employees

· Private Equity from Institutional Investors

· Loans from Employees

· Mezzanine Capital from Employees

· Mezzanine Capital from Institutional Investors

· Intensify the use of leasing and Factoring

· Use of Public Loan Subsidies

· Liquidity

· Capital from Employees

This has the positive aspect of creating commitment and reducing fluctuation and creating incentive to work hard. The negative aspects include too much private employee wealth may be allocated in the firm and the amount of available capital may be small.

· Capital from Institutional Investors: Pension Funds, Life Insurance Companies and Investment Companies

The positive aspects include: SMEs may be good investments because of good risk and return and the amount of available capital should be sufficient. The negative aspects are: amount of capital per institution may be too small to generate proper incentives.

· Leasing and Factoring as Loan Substitutes which is a good option to lower capital needs but restricted to credit worthiness

4. Best Practices in Financing SMEs

The 'Expert Meeting on Best Practices in Financing SMEs' held on 14-15 May 1998 in Geneva organised by the UN Economic Commission for Europe identified and agreed on the following best practices in financing SMEs:

(i) There is a strong demand for the crrs to elaborate and implement policies and strategies for financing SMEs as well as for developing and improving financial institutions and financial instruments;

(ii) The legal framework plays an important role in the creation and successful operation of SMEs and should encourage a simplification of the procedures involved in financing and other aspects of SME sector;

(iii) Local authorities and communities should playa more active role by elaborating measures for promoting SMEs, simplifying and improving administrative and regulatory burdens;

(iv) In the majority of CITs banks do not pay sufficient attention to the development of SMEs. The role Government and local authorities should be to open the dialogue with the banks to promote the financial aspects of successful SME development;

(v) There is a great need for improving different aspects of financial services for SMEs such as seed money, leasing, venture capital and investment funding. There is a lack of long-term loans. Interest rates are still high;

(vi) Diversification of financial support for start up; 

(vii) It is necessary to take into account in all the financial support programmes of the different needs of micro, small and medium sized enterprises;

(viii) There is need for the elaboration of a set of instruments for monitoring, evaluation and follow-up different aspects of SME support programmes and activities;

(ix) Improvement of regional, inter-regional and cross-boundary cooperation as well as facilitation of foreign direct investment is urgently required on the SME sector;

(x) Special attention should be paid to the presentation of SMEs into new markets as well as the possibility of accessing foreign markets;

(xi) It is very important to create an information network for SMEs taking into account the different aspects such as business information, marketing, trade, financing etc.

(xii) NGOs should and can playa more active role in the creation and development of SMEs taking into account their crucial role in the sustainable development of the economy.
5. Conclusion

1. Since the SMEs have varieties of advantages over the large-scale public sector enterprises the future focus of development in the developing countries has to be in the small and medium sector.

2. SMEs face the problem of accessibility to finance, training and marketing. To get bank loan they face the problems of collateral support, bureaucracy, corruption and lack of support for project formulation. Banks avoid lending to them on the ground of high risk and not being cost effective.

3. Business incubators are found to be effective instruments for assisting the entrepreneurs in starting new business, nurturing young enterprises, providing the SMEs with management support and back-up services, advising and facilitating on sources of funding and investments and helping the development of network with banks and other financial institutions.

4. The SMEs depend on internal sources of funding like cash from turn over and retained profits. 

5. There exists proven models of SME lending. World Bank SME Department and IFC's strategies to increase SME access to credit in Vietnam, China and Bangladesh particularly in motivation and capacity-building of banks towards SME lending seems to be quite promising. Strategies followed by JOBS, NGOs and other MFIs in Bangladesh are worth studying.

6. SMEs may receive external financial support through the options like public and private equity, capital from institutional sources, leasing and factoring etc.

7. To facilitate SME financing government and local authorities have to formulate new policies and simplify the existing procedures and legal aspects; open dialogue with banks to facilitate financing and arrange seed money, venture capital and long-term loans at low rate of interest.

8. Experiences of NGOs and MFIs in SME lending and providing support to get bank financing may also be reckoned with.
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