Chapter 5

Financial Sustainability Model Alternatives and Selection
5.1
Overview

This chapter provides a detailed analysis of the alternative financial models for sustainability of entrepreneurship at the BOP that were available from an examination of the best practices in other countries. The chapter meets the following management objective identified by ISMED:

Objective: "To identify the best "financial sustainability" model underlying the most suitable business model for entrepreneur development"

· Identify the best practice financial models used in key countries to fund entrepreneurial activity.

· Identify critical elements of the model.

· Identify the successes criteria.

· Select the best financial model(s) based on the criteria which will work in the best possible manner in Thailand and provide the reasons why this is so.  

First, it discusses the concept of financial sustainability that we use in this study so as to provide the relevant financial model alternatives that are then analyzed for their suitability in the specific Thai context. Second, we discuss the alternative financial macro models used in the countries covered in Chapter 4 to provide a matching macro financial model description to the country business macro models discussed in Chapter 4. We then discuss the alternative best practice BOP enterprise sustainability models that have been used in developing countries like Bangladesh, Costa Rica and Rwanda. In this context, we discuss the financial sustainability models that underlie the “social business’ or “social enterprise model” that has been pioneered by Dr. Muhamad Yunus of the Grammen Bank and related institutions. We conclude with the identification of selection criteria and the application of these criteria to the financial model alternatives to provide a recommended financial model. A summary closes out the chapter.   
5.2 DEFINITION OF FINANCIAL SUSTAINABILTY Comment; Please standardize numbering, sub-heading and fonts.
For purposes of this study, we define Financial sustainability at the BOP enterprise level to mean that enterprises at this level have available sources of financing that are utilized by the BOP enterprise to finance and grow its operations in a manner where the income earned by such activity is sufficient to pay the providers of the source of finance in a satisfactory manner after the people running the BOP enterprise are paid a “living” income. Essentially, this concept involves the BOP enterprise acting as a sustainable business in terms of meeting all its financial obligations while continuing to have access to or generating financial resources for its growth. While this is very close to the convenetional notion of profitability, there are a number of alternative financial models possible where such a sustainable enterprise can be self-sustainable. We discuss such models of sustainable finance below. 

There are many models like the BOP conventional enterprise finance model, the BOP social enterprise finance model, the government supported SME finance model, and the FDI finance model which could be used to support and sustain the financial outlook of BOP and SME enterprises. 
5.3 FINANCIAL SUSTAINB ILTIY MACRO MODELS – COUNTRIES: 
5.3.1 Hong Kong: 
A)  Financial Model: The cornerstone of Hong Kong’s commercial policy is the rule-based multilateral trading system under the WTO. Given the externally-oriented and open nature of Hong Kong’s economy, the development of international trade policy in and through the WTO is of vital importance to Hong Kong because of the possible impact on external trade, and its knock-on effect on industry and employment. Economic planning is not practiced by the Government of Hong Kong. Its main function is to provide a healthy atmosphere for industries and the growth of businesses.  Hong Kong primarily depends on SME and foreign investment. As at December 2009, there were about 282,000 SMEs in Hong Kong. They constituted over 98 percent of the territory’s business units and accounted for about 48‡ per cent of private sector employment. The Government attaches great importance in supporting SMEs at various stages of development. 
B) Key Elements of the Financial Macro Model: Many factors contribute towards Hong Kong’s international reputation as both a leading manufacturing complex and a major commercial centre within Asia. These include an economic policy of free enterprise and free trade, the rule of law, a well educated and industrious workforce, a sophisticated commercial infrastructure, a port and airport which are among the world’s finest. The opening of the vast Mainland market following China’s accession to the

World Trade Organization (WTO) also provides impetus to bolster its role as an international services and trading hub.
C) Industry Impacted: Hong Kong is the strategic control centre of a region-wide production network and a prominent international and regional services hub. It is also one of the world’s leading exporters of a wide range of consumer goods, including textiles, clothing, toys, timepieces and jewellery. About 80 per cent of Hong Kong’s manufactured products are for export. The manufacturing sector has undergone a substantial restructuring process during the 1980s and early 1990s. Hong Kong now has a large trans-boundary manufacturing base which combines high value-added and technology-intensive manufacturing processes in the territory with land-and labor-intensive processes in the southern part of the Mainland and other economies. In 2008, manufacturing accounted for 2.5 per cent of the Gross Domestic Product (GDP) while employment in manufacturing sector took up 3.8% of the total employment in 2009. Hong Kong’s manufacturing enterprises are mainly SMEs. Large factories and SMEs are linked through an efficient and flexible subcontracting network so that they can respond swiftly to changes in external demand.

D) Comment: Start-ups or new businesses have little access to formal financing. They heavily rely on personal savings as the major funding source for starting up and expanding businesses. Banks are generally conservative in their lending policies and relied mainly on the availability of collateral.

 Hong Kong also has Aisa’s second largest venture capital industry after Japan and bank financing is common once firms reach middle SME size. The references for this are Michael J. Enright, Edith Scott and David Dodwell, The Hong Kong Advantage, Hong Kong: Oxford University Press, pp. 92-94, 99-101; and 145-152 and Suzanne Berger and Richard Lester, Made By Hong Kong, Hong Kong: Oxford Univeristy Press, pp. 293-319. 

5.3.2 Singapore: 

A) Financial Model: The Singapore Government provides a series of funding to both locals and foreigners who set up businesses which are current flavors of the month. The Government plays a key role in supporting local businesses and their financing requirements by providing various forms of financial assistance to help businesses at different stages of growth. There are a lot of financing schemes, grant schemes, tax incentive schemes and supporting programmes initiated by Singapore govt. For example, Start-Up Enterprise Development Scheme (SEEDS) is a S$50 million equity finance fund for start-ups and new businesses. Other important sources funding include Private funding and Funding from Internet programmes.  
B) Key Elements of the Financial Macro Model: Start-ups are granted tax exemption on the first S$100,000 of chargeable income (excluding Singapore franked dividends) for any of the first 3 consecutive years of tax assessment falling within Years of Assessment 2005 to 2009. There are a lot of debt and equity financing schemes, growth financing schemes, Grants, Tax incentives and supporting programmes. 

Sources:  http://www.ace.org.sg/Resources/Story/document/Inderjitpresentation.PDF 
http://www.singapore-business.com/funds_n_grants.htm
http://singapore.smetoolkit.org/singapore/en/content/en/3604/Financial-Assistance-Schemes

http://www.business.gov.sg/EN/BusinessFunding/Loans/
http://www.business.gov.sg/EN/Government/GovernmentAssistance/TypeOfAssistance/Grants/ConsultantFees/gp_spring_smart.htm
5.3.3 Malaysia: 
A) Overview: Small and medium enterprises (SMEs) play a vital role in the Malaysian economy and are considered to be the backbone of industrial development in the country. According to SMIDEC (2002), SMEs accounted for 93.8 per cent of companies in the manufacturing sector. They contribute 27.3 per cent of total manufacturing output, 25.8 per cent to value-added production, own 27.6 per cent of fixed assets, and employ 38.9 per cent of the country’s workforce. In addition, value added products from SMEs are expected to be worth RM 120 billion — or 50 per cent of total production — in the manufacturing sector by 2020.Despite these statistics, Malaysian SMEs’ share of total exports is approximately 20 per cent lower than many other countries’, such as the Philippines, Hong Kong, Taiwan and even the US (SMIDEC, 2002). SMEs in Malaysia are concentrated in the textile and apparel, food and beverages, metals and metals products and wood and wood products sectors. Most SMEs relied on own funds, friends & family to fund business.
B) Challenges faced: SMEs in Malaysia often face difficulty in obtaining funds from financial institutions and the government. Usually the interest charges by financial institutions on loans borrowed by SMEs are high. Lack of human capital is the most significant challenge for Malaysian SMEs. It is often too expensive for Malaysian SMEs to employ a professional and competent workforce. SMEs in Malaysia face a high level of international competition; this includes AFTA and competition from MNCs or new competitors (for example, China and India).  There is a lack of access to better technology, and ICT hinders efficient and productive business operations among Malaysian SMEs. The high level of bureaucracy in government agencies hinders efficient business development operations among Malaysian SMEs. There is a low level of research and development. There is a substantial orientation towards the domestic market.

C) Support from Govt.:  Establishment of the SME Bank to nurture and develop SMEs through the provision of financial and non-financial services. Introduction of securitization of SME loans to encourage further lending by financial institutions to SMEs. Introduction of new trade financing products for SMEs to encourage SMEs to export their goods and services to the non-traditional markets, especially to the member countries of the Organization of Islamic Conference. Banking sector main provider of funds to SMEs. Lending to SMEs has been increasing. Total SME loans outstanding increased by 9.6% to US$28b as at end-September 2006.
SMIDEC was established on 2 May 1996 to serve the national focal point for overall development of Small & Medium Industries/ Enterprises (SMI/SMEs) in Malaysia. The promotion and development of SMI/SMEs is to create resilient and effective

SMI/SMEs to compete in a liberalized market environment, capable of producing high value-added parts, components and finished products and services.

Sources:
http://www.smeinfo.com.my/index.php?ch=2&pg=4&ac=15&lang=#15
http://www.mia.org.my/at/at/200809/10.pdf
http://www.smidec.gov.my/node/69
http://businessloan.my/funding-new-business/
5.3.4 New Zealand:  

Small and medium sized enterprises (SMEs) are viewed as a source of flexibility and innovation, and make a significant contribution to economies, both in terms of the number of SMEs and the proportion of the labour force employed by these firms. The significance of the SME sector in New Zealand has been increasing, with further opportunities presented by globalization and technological development.

The Small Business Directorate was established in 2003. The Directorate is responsible for providing government with advice on the creation of an economic and regulatory environment which promotes the development and success of small and medium enterprises. As such the Ministry provides advice and research on SME issues related to business assistance, access to capital and best practice.

The unit provides secretariat services for the Minister for Small Business, the Small Business Advisory Group, and SME Senior Officials Group. This role provides access for business and government communities to engage in effective communication and dialogue.
Focus of the unit includes:

· Informed advocacy

· Effective small business input into development of policies that affect small business

· Developing better understanding of small business

· Improved government service delivery to small business.

5.3.6 United States

Commercial banks have been the leading supplier of debt capital to small firms in the United States. With the increasing availability of small business lending statistics and of research on the topic, it becomes possible to provide an overview of the small business loan markets in the United States, as well as an evaluation of the impact of major developments on the cost and availability of loans to small businesses. The paper begins with a brief discussion of the market—the borrowers, lenders, and market organization— followed by a discussion of major developments in U.S. financial markets and the banking industry. Topics discussed include innovations in information technology and in financial modeling and financial products, as well as banking consolidation and the growth of interstate banking. The implications of increased competition in small business loan markets as evidenced by the emergence of a nationwide market for credit lines and business credit cards, and the entry of regional and national banks and bank holding companies (BHCs) into local markets are discussed.

Loan markets for most small business borrowers in the United States have become more competitive over the past decade, evidenced by the emergence of a nationwide market for credit lines and credit cards and the entry of large regional banks in local markets. However, the impact of increased competition on the cost of funds to small firms, as indicated by the rate spreads between small business rates and the rates paid by the banks’ best prime customers, is more difficult to assess because of data limitations.

Developments in the Banking Sector and Bank Lending to Small Firms in the U.S. : Commercial banks are the most important small business in US. Financing market participants, accounting for 50 to 87 percent of total debt supplied to various small loan markets. Limited current information about bank lending to small firms has been available from call reports (June Reports of Condition and Income) since 1994 and from CRA reports (reports required under the Community Reinvestment Act) since 1997.21
Major developments that have contributed to changes in the performance of the small business loan markets over the past decade include:

• Innovations in the financial markets contributed by technology, especially in information collection, processing and distribution, and financial modeling;

• banking consolidation and a decline in the number of banks in the United States; and

• Globalization in the financial markets among industrialized nations.

Impacts of innovation in financial markets on the sources of funds by financial intermediaries

Innovations in U.S. financial markets during the past several decades have been significant. New products and services have been developed by different financial institutions to collect savings from individual households and businesses to lend to and/or invest in governments, businesses, and households. Since most small businesses and all households rely on financial intermediaries for financing—residential mortgages, automobiles, personal finances and credit cards for households; and credit lines, vehicle loans, and commercial mortgages for small businesses—the impact of developments in the financial markets on the availability of sources of funds to financial intermediaries becomes critical to the growth of small business loan markets. Most non deposit financial institutions such as finance companies rely on the public markets for funding of their business lending; most depository institutions—banks, savings banks, and credit unions—have experienced drastic declines in deposits as the source of funding for lending. Credit scoring, which allows lenders to access their borrowers’ credit profiles, especially their credit history, is one major innovation that should contribute to the growth of small business loan markets.

5.3.7 Latvia
 As is the case with other Baltic countries and also other smaller economies, SMEs importance to the domestic economy is significantly elevated as compared to the EU average, despite the fact that the number of SMEs relative to Latvia’s population is lower than in other EU countries (27 SMEs per 1000 inhabitants vis-à-vis 40 for the EU-average). This is particularly true for employment, where they contribute a significantly higher share to the overall employment as compared to the EU average. Latvia´s overall performance in this category is positive, although with some exceptions. The strongest performance refers to the desire to be self employed where Latvia comes out first in the EU. Most notably, Latvia has a share of high-growth firms slightly higher than the EU-average (5,9% to 4,2%). 

The allocation of European Union Structural funds in Latvia will be operated on the basis of Development Plan. The Ministry of Finances is the lead institution for administration of EU structural funds in Latvia. First level intermediaries are branch ministries that prepare priorities of respective structural fund for Development Plan, project tender forms, define selection criteria and perform project assessment as well.

 

Second level intermediaries will announce tenders and accept project applications; they will control the implementation of projects as well. These intermediaries will implement the technical and administrative assessment of the project before submission to first level intermediaries. Concerning EAGGF and FIFG, second level intermediary ensures the assessment and approval of the project. Second level intermediaries are Rural Support Service, State Employment Agency, Agency for Vocational Education Development, Central Finance and Contract Agency, but Grant schemes available for entrepreneurs will be managed by Latvian Investment and Development Agency and State Regional Development Agency.

5.3.8 Thailand

Private capital flows validated and exacerbated the domestic macro cycle in Thailand, and despite efforts to the contrary, led in several instances to overheating pressures as manifested by the growing current account deficit and rising inflation. More importantly with regard to vulnerability, however, was that the policy mix created incentives for large current account deficits to be financed through the rapid build-up of short-term, unhedged, external liabilities. The macro policies that jointly contributed to vulnerability in Thailand were:

• Monetary policy stance. Monetary policy during 1993–96 was becoming less effective as an instrument to deal with overheating and capital inflows, and was in fact encouraging further inflows, by raising domestic interest rates, and the accumulation of short-term liabilities.

• Exchange rate policy. By allowing the nominal exchange rate to only fluctuate in a narrow band and by not permitting it to appreciate, Thailand’s exchange rate policy contributed to vulnerability most importantly by encouraging both short-term and unhedged borrowing by reducing the perceived exchange rate risk. If authorities had been more flexible and had permitted the nominal exchange rate to appreciate, incentives to borrow abroad would decline if the rise in the value of the Baht leads to expectations of a future depreciation. A more flexible exchange rate could have reduced capital inflows and overheating pressures, obviating the need to tighten monetary policy and thus avoiding or reducing the perverse cycle of tight monetary policy—additional capital inflows and further tightening of monetary policy.

• Fiscal policy. Despite the fact that the underlying fiscal policy remained conservative throughout 1987–96, fiscal policy became procyclical during 1993–96 and imparted a positive impulse to domestic demand pressures, thereby aggravating pressures on interest rates.

In the financial sector, administrative measures to curb capital inflows and dismantle tax and other advantages were too little, too late. Moreover, the incentive and regulatory as well as supervisory framework which were weak at the onset of the liberalization were not strengthened sufficiently to align incentives of bank owners, managers and supervisors with prudent banking. Finally, market discipline continued to remain severely curtailed as disclosure and accounting were not improved substantially and the government failed to curtail the safety net (or implicit deposit insurance), which was implemented during the resolution of the 1983–87 crisis.

5.4 COMAPRISON OF MACRO FINANCING MODELS
Small and medium-sized enterprises (SMEs) are the backbone of all economies and are a key source of economic growth, dynamism and flexibility in advanced industrialised countries, as well as in emerging and developing economies. SMEs constitute the dominant form of business organisation, accounting for over 95% and up to 99% of enterprises depending on the country. They are responsible for between 60-70% net job creation in OECD countries. Small businesses are particularly important for bringing innovative products or techniques to the market.

Microsoft may be a software giant today, but it started off in typical SME fashion, as a dream developed by a young student with the help of family and friends. Only when Bill Gates and his colleagues had a saleable product were they able to take it to the marketplace and look for investment from more traditional sources. 

While not every small business turns into a multinational, they all face the same issue in their early days – finding the money to enable them to start and build up the business and test their product or service.
SMEs are vital for economic growth and development in both industrialized and developing countries, by playing a key role in creating new jobs. 

In most countries, commercial banks are the main source of finance for SMEs, so if the SME sector is to flourish it must have access to bank credit.

Despite the importance of innovative SMEs, they face particular problems when attempting to access financing in most OECD countries, as they represent a higher risk than traditional SMEs or large firms. They are thus not really candidates for traditional bank loans. Moreover, banks are mindful of the fallout from the burst of the “dot.com” bubble after the steep rise of Internet-related start-ups in the late 1990s. 

Instead, innovative SMEs rely on investors who will provide risk capital, generally in return for a share in the company. The risks for the investor are high, but so are the potential rewards if he or she is backing a winner. 

Financing for innovative SMEs is complicated by the fact that these firms are likely to require a range of financing vehicles at different stages of their development. The “seed” money to start up the company generally comes from friends, professional contacts and family. The SME may also be able to tap into government funds or university grants for developing prototypes or carrying out feasibility studies. Increasingly, “business angels” are seen as a vital link in the financing chain at the early stage of business development, as they bring business experience to the table as well as their own capital.
6.5 BOP Enterprise Level Sustainable Financial Models

There are four types of Models:

The model of microcredit for rural household 

The model of co-guarantee loans for rural household 

The model of innovative mortgage loans

The model of third-party involvement loans

Model selection Strategy

Financial services can be a fiendishly hard thing to measure, but is at the same time a crucial tool to develop markets for BoP customers. In fact, financial markets often help other BoP markets flourish. Data measuring access and efficiency in financial markets are notoriously hard to come across in emerging countries, because most of these markets lie under the cover of informal economies.


Policies and Pitfalls in Expanding Access, tries to give an overview of the most recent advances and conclusions about the improvement of access to financial services for the poor. It is a superb report. 

The study analyzes how financial access provides opportunities for the poor and for small to medium sized enterprises (SMEs). Since a defining characteristic of BoP markets is their non-integration with global markets and their subjection to higher prices (monetary or not) for most of their goods, building inclusive financial systems means equalizing opportunities between BoP and non-BoP markets. 

Furthermore, recent research has proven that improving access to finance not only accelerates economic growth, but reduces income inequality and poverty. Therefore, improving financial access is a both pro-growth and pro-poor policy. The barriers that prevent households and firms from accessing financial services include the lack of proper documentation, physical distance, and high banking fees or minimum account balances required by the providing institution.

SMEs are often overlooked in terms of financial access - they may deliver the most bang for the buck when compared to client-driven services. Financial inclusion for SMEs will enable them to enter formal markets, grow faster (generating larger profits and employing more people), promote the entry of new firms, reduce the risk involved in running a business and stimulate competition and innovation. Spillover effects of financial development are likely to be important by improving employment opportunities and wages.

Although access to financial services for households may not be the most important channel through which finance reduces poverty and income inequality, it still plays an important role. Additional barriers that households face in accessing the most basic services are lack of financial education, prejudice, lack of collateral and the paucity and small size of many of their transactions. 

In spite of many innovations from specialized microfinance institutions, the jury is still out on whether this sector can be commercially profitable at serving the very poor. At any rate, it seems evident that the most important services are savings and payment services, rather than credit.

Financial access for the BoP - through savings accounts, payment services and insurance - requires sustainable business models to deliver services. This sector is still at a very young (and exciting) stage. Expect lots of research and innovations around financial services in the coming years.

6.6  Criteria for Enterprise Level Sustainable Financial Model Selection and Model Choice
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	ICICBank 
	Mercantile Bank of India (HSBC) 
	Tamil Nadu Mercantile Bank 
	Industrial Development Bank of India  

	Crop Insurance 
	5 
	5 
	4 
	4 

	Land Financing 
	5 
	4 
	5 
	4 

	Equipment Lending 
	4 
	4 
	3 
	3 

	Affiliate Lending Programs 
	5 
	4 
	5 
	5 

	Retail Branches 
	4 
	3 
	4 
	4 

	Information Technology 
	5 
	3 
	4 
	5 

	Culture/Vision 
	3 
	3 
	4 
	3 

	TOTAL 
	31 
	26 
	29 
	28 

	% (of TOTAL 35) 
	89% 
	74% 
	83% 
	80% 


6.7 Summary
Insights from the literature on individual countries were used to construct a set of hypotheses that are tested on a cross-sectional basis. Our most interesting result is that MFIs serve more clients in the richer countries of the developing world. This suggests the need for a minimum level of development before microfinance can take off and reach substantial outreach levels. Consequently, there is still a need for specific development programmes helping countries to reach this level of development, before they start to put effort in developing microfinance markets.

Our findings also confirm that the microfinance sector reaches more clients in countries that receive a higher proportion of international aid. This highlights the important role the international community plays and is particularly interesting in times when the role of donors is questioned. The part that domestic governments can play in the encouragement of the industry should be further investigated. The paper shows further that densely populated areas have bigger microfinance markets. Potential microfinance providers should take these specificities into account. Specifically, our results indicate that regions with different characteristics need special attention.

It is true that individual market players cannot directly influence the indicators pointed out above. However, the factors are important when analyzing the macro environment of the microfinance industry, and public policy should they take into account, obviously without ignoring specific local influences. For MFIs, the analysis shows that in regions with low population density, it is more difficult to serve microfinance clients, especially in a profitable manner. This is also true for regions with a lower degree of human capital. However, of course, there are examples of how such difficulties can be overcome by a strategic alignment of MFIs, such as the provision of micro-credits and educational programs. These programs should thus be encouraged. Nevertheless, they should be implemented under suitable conditions and take into account the characteristics of the target customers. Donors wanting to develop rural microfinance markets should be aware that these markets need extra time and support in reaching substantial outreach levels. Regions that do not attract commercial money should also receive special attention.

Commercial investors may be keener on investing in areas that become more rapidly profitable by reaching more clients. A macro-analysis of the environment could help them to identify these. In this respect, more complementary strategies between donors and commercial investors could be worked out.

Further research is needed in order to better understand the development process and the specific role environmental factors play. Firstly, the paper concentrates on the outreach of MFIs in terms of number of clients. Using the average loan size as dependent variable could shed light on the depth of MFIs’ outreach. The level of sustainability could also be a measure of the sector’s development. Secondly, the role that informal markets play could be studied. Finally, analyzing the microfinance emergence and development process using panel data would be of great value. The problem with this kind of data is that they are not easy to obtain. Consequently, effort should be put in order to construct and assemble such datasets. This would make additional analyses possible. The current one demonstrated that it is worthwhile to undertake such analyses and that there are macro-factors that account for the cross-country and regional differences in microfinance outreach.
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