














Rationale and Objectives

Financial institutions  (FIs) include banks,
cooperatives, microfinance institutions (MFls),
lending institutions and other organizations whose
main business is the provision of credit. Fls
generally have surplus liquidity. They are seeking
more investment opportunities. Micro, small, and
medium enterprises (mSMEs) however continue to
suffer from lack of access to credit because they
are short of collateral that Fls traditionally
accept. The Fls further consider SMEs as high risk
for lending because the SMEs do not have
sufficient financial and business records. The 2007
Asia SME competitiveness study as reported in the
UPS Asia Business Monitor concludes that close to
80 percent of the SMEs surveyed in the Philippines
consider access to funding and working capital as
insufficient and an  obstacle to SME
competitiveness.

Records of the National Statistics Office (NSO) in
2004 showed that 99.6 percent or 781 047 of
Philippine enterprises are considered mSMEs. Of
this figure, 91.1 percent are microenterprises, 8.2
percent small and 0.4 percent medium enterprises.

Category Asset Size Number of
Workers
Micro less than PHP 3 million 1-9
(mn)

Small above PHP 3 mn but not 10-99
more than PHP15 mn

Medium  above PHP15 mn but not 100-199
more than PHP100mn

Table 1. SME Definition (RA 8289)

An innovative lending approach to serve this vast
potential market is clearly needed. The German
Technical Cooperation (GTZ) through the Private
Sector  Promotion  (SMEDSEP)  Program in
partnership with the Department of Trade and
Industry (DTI) offers a solution by introducing the
cashflow based approach to SME lending. This
approach seeks to equip the Fls in effectively
expanding its market base to the SME sector and
managing its risks.

Cashflow based lending enables the loan officers
and the credit committee to assess the viability of
a loan applicant’s business proposal. The capacity
of the proposed business to generate income is
the primary deciding factor for loan approval and
its terms. Unlike microfinance, SME lending has

“Many of our member banks have already
matured their microfinance program. Some of
our clients are growing and require bigger
capital. Our microfinance approach would not
anymore apply to bigger enterprises. We need
a different technology. Therefore, the rural
banks are ready to embrace a new approach to
SME lending.”

Emmanuel Guina
Executive Director of RBAP

bigger loan size (usually from PHP 150 000 to
more than PHP 500 000 depending on the single
borrower’s limit of the bank), with a medium term
to long term in duration and normally with
monthly amortization. In the interest of risk
management, collateral is still sought for.
However, it encourages acceptance of non
traditional collateral and movable assets such as
account receivables, inventories, equipments and
personal guarantees, among others.

History

One of the major challenges in SME financing is
shifting the mindset of financial institutions from
traditional collateral based lending to a cashflow
based approach. SMEs by nature do not
necessarily have an established system in doing
their business. They lack assets to use as
collateral. As such, traditional bankers generally
see this sector as high risk for lending. Although
there are banking institutions that appreciate the
profitability of SME lending, there remains a lack
of knowledge and skills in providing loans to
SMEs. Through building awareness of and
continued education on the benefits of SME
lending, these challenges are incrementally
overcome. Bankers only begin to see the vast
market in the SME sector if their loan products
and lending approach fit the requirements of the
market. And the strongest convincing tool for
bankers to make the shift is the profitability of
the SME loan portfolio.
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We realized that our growth
cannot only be anchored on a
microfinance  portfolio. We
have to establish a certain level
of predictability on our
revenues and we can only do
that by increasing our business
volume in the SME sector.

Jaime Lopez
Chair, Bank Victorias
Negros Occidental
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In 2001, the DTl Small Business Corporation (SBC)
initiated the provision of SMEDSEP assistance to
the banks for the improvement of lending to the
SME sector. The German government through GTZ
responded by commissioning the financial sector
study that served as the basis in defining specific
intervention strategies including the use of
innovative and tailormade approaches.

At the opening of its Phase 2 implementation,
SMEDSEP has selected and capacitated UP ISSI as
its training provider to institutionalize the delivery
of SME finance training program for financial
institutions. UP ISSI in close coordination with SBC
has already begun rolling out the conduct of the
training programs on cash flow based lending
using its pool of certified trainers who are also
ready to provide onsite coaching and consultancies
with the banks.

Results

In monitoring reports of a six month period from
June to Dec 2007 the SME loan portfolio
performance (step 7 of the implementation) of
Bank Victorias in Negros and FAIRBank in Cebu
shows aggregate figures as follows -

o 104 percent growth rate of loan portfolio
has been attributed to using the cashflow
based lending approach.

e The loan portfolio of regular banking that
uses the collateral based lending method
has dropped by 15 percent which means
that new loan bookings during the period
have largely used already the cashflow
based lending approach.

e  Portfolio quality (as measured by over 31
days past due loans) of the SME unit is
much better at 3 percent than the regular
lending of 6 percent.
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“I am satisfied with the results

of our decision to adapt the
lending approach. From one
SME specialist, now our SME
Unit (called Capital Plus) has
six loan officers who are
dedicated only for SME
lending.”

Gil Jo Verallo
FAIRBank Chair
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Key Implementation Steps

Key Steps Activities Outputs Timeline Resources Responsible
Required Persons
conduct make market e  market one to two training cost of President,
market analysis plan research months bank staff on CEOQ or
assessment gather SME report market General
lending e information assessment or Manager
demand and on GTZ BDS provider, (GM)
supply data cashflow external
write gap based consultant,
analysis lending research group
report approach benchmark visit
gather costs to a peer
information bank
cashflow
based lending
approach
secure Fl check approved board  One half President,
Board’s, commitment resolution that to one CEO or
owners’ and provides month General
agreement availability of ~ mandate and Manager
internal resources to (GM)
resources; increase
identify business volume
external to SMEs
resources
requirements
get board/
owners
approval
build Fl attend SME one half training fees and President,
executives’, Finance to one participants’ CEO or GM
loan officers’ seminar month training attendant
capacities (FI executives) expenses
attend SME
CREDIT Reentry Plan -
training this is an output
(loan officers)  of the ten day
CREDIT training
establish SME define Unit SME Unit two to costs of internal  President,
Finance Unit structure established and  three workshops costs CEQ or GM
develop staff functional months to define SME unit
job structure, targets ~ SME Unit
descriptions and budget Head
hire staff or
recommended -

assign
existing staff
formulate Unit
plan, targets
implement
Unit plan

seek coaching

services from pool

of trainers (now
under UP ISSI)




No. Key Steps Activities Outputs Timeline Resources Responsible
Required Persons
5  develop and customize e approved one to two  Generic Manual -  President,
implement generic credit credit months to  provided during CEO or GM
SME credit manual product customize  the C3 CREDIT
product approve the manual training SME Unit
manual and manual e SME Unit sharing of Head
procedures distribute staff learning -  external
copies to loan oriented on  ongoing consultant, coach
officers for use of the
reference manual
conduct series e all loan
of orientation appraisals
on use of of the Unit
manual are using
conduct the
regular Unit procedures
meeting to in the
discuss manual
experience
and learning
6 adapt SME attend further e SME ongoing fees for further SME Unit
loan products and subsector trainings - SME Head
and SME specialized specific marketing,
lending tools SME lending appraisal credit risk
trainings (loan standard management,
officers) e lending
develop and tools such external coach
implement as loan
SME subsector monitoring
loan appraisal guidelines,
standards marketing
develop and plan, loans
implement recovery
lending tools procedures,
incentive
scheme
7 monitor and design or e agreed monthly expenses - SME Unit
analyze customize report ongoing participation in Head
portfolio portfolio format on roundtable
performance performance loan meetings with
and quality monitoring portfolio other banks
form monitoring
analyze e minutes of
portfolio regular Unit
report meeting
regularly
discuss SME
Unit progress
regularly
8 review and review SME approved annual one half internal workshop  President,
plan Unit plan of the SME  month - costs CEQ or GM
performance Unit Q4 of the and SME
conduct year Unit Head
annual
replanning




conduct market assessment

The first question from the Fl is usually - /s
there market in SME lending? This step of the
replication  process should provide a
convincing answer. There are two options to
do the assessment. First, the Fl can engage
an external consultant to carry out the market
assessment. The advantage is that the staff of
the Fl is not disrupted from their work and
also consultants usually are able to provide
an extensive scope and analysis of results.
Second option is for the FI to do the market
assessment internally. In this case cost for
the FI is lower. However, this normally takes
a longer time to finish the study because it
competes with the normal workload of the FI
staff.

The next questions that normally follow are -
How do we reach this market? and How do we
manage the risks? At this stage, the Fl should
seek information about the technology on
cashflow based lending from Training Service
Providers (TSPs) accredited by GTZ, SBC, or
by other wholesale financial institutions or
from a peer bank that is already using the
lending approach. The banks can also request
any one of the above agencies to give an
orientation about the SME lending approach
during its board or federation meetings.

secure Fl Board's, owners’ agreement

This step follows when the Fl is already
convinced that there is sufficient an SME
market in their area of operation and that the
cashflow based lending approach s
something that the Fl can benefit from.

Intensifying the volume of SME lending is a
strategic decision that needs long term
commitment from the owners or executives of
the FI. This commitment should be formalized
through a board resolution. The President or
CEOQ should take on the role of a champion for
this innovative lending approach.

The board resolution usually manifests the
following 1) recognition of the SME market, 2)
allocation of resources for increased volume
on SME lending including budget for staff
training and 3) creation of an SME Finance
Unit.

build FI executives’, loan officers’ capacities
The TSPs, like UP ISSI, offer a one day SME
Finance seminar for Fl executives or owners.
The purpose of the seminar is to enable the
executives to further understand the cashflow
based lending approach thereby enabling them
to support the loan officers in implementing
the lending approach.

The loan officers of the SME Unit are also
exposed to a ten day intensive C3 SME CREDIT
Appraisal and Monitoring training which is
now being provided by UP ISSI, the first
training provider of GTZ PSP SMEDSEP. C3 is a
training product brand developed by GFA
Consulting Group of Germany following actual
ground experience from various countries.

The loan officers complete the CREDIT training
with a Reentry Plan that details activities to
implement the learning from the training. Part
of the Plan is to provide echo sessions with
the other staff of the Unit and even with the
whole credit department of the FI.

Step 3 should be a continuous concern of the
Fl. The certified trainers’ pool of the Training
Service Providers also offers onsite coaching
to assist the Fl in the implementation of the
lending approach and the Reenfry Plan in
general.

Figure 2. SME Credit Appraisal and Monitoring
training participated by rural banks from Southern
Tagalog

establish SME Finance Unit

This is the core step of the replication
process. The SME Unit which starts as a
distinct unit from the credit department of the
bank will require own staff who are solely
dedicated specifically  to implement the
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cashflow based lending approach. The
advantage of having this set up is to
maximize the benefits from the investment of
the FI in staff training. It takes consistent
discipline to consistently apply the concepts
and procedures of cashflow lending. There is
high risk for loan officers to revert back to
the traditional lending approach even if they
have completed the CREDIT training when
they continue to handle traditional accounts.

Figure 3. Interview of loan applicant, very important in
cashflow based lending

As mandated by the board (step 2), the Unit
will establish and implement its own annual
workplan with corresponding targets and
budgets.

The Unit can start off with a lean staff
complement and then grow proportionately
with the increasing size of the loan portfolio.

The Unit may also choose to have a name for
itself. For example, the FAIRBank in Cebu
named its Unit as Capital Plus. The name
gives ownership and pride to the staff
working in the Unit.

Taking off from actual experiences, the Head
of the Unit would initially report directly to
the President or General Manager. Over time,
when the practice of cashflow lending is
mainstreamed with the Fi’s entire credit
department the supervisory function can be
delegated eventually.

The Unit regularly discusses or shares its
learnings of using the lending approach during
monthly meetings of loan officers. This
practice enables the loan officers to further
hone their knowledge and skills in credit

appraisal and therefore improve their
efficiency in doing things as well as the
quality of the loan portfolio. The monthly
learning sessions provide opportunity to other
loan officers from the credit department to
learn about the lending approach.

develop and implement SME credit product
manual and procedures

A generic SME credit product manual is
provided during the SME Credit Appraisal and
Monitoring training. The Manual describes the
description or characteristics of the target
groups (SMEs), the SME cashflow based
lending technology, characteristics and roles
of loan officers, and the credit cycle. The
Manual also includes credit forms and
templates.

Being generic, the Manual needs to be
customized according to the specific needs of
the Fl. The customization process is normally
assisted by a coach that can be provided by
the trainers’ pool of the TSP.

Once the Manual is approved by the Fl's Board
of Directors, it will then become the official
active reference of the Unit and later on of
the whole credit department of the Fl.

adapt SME loan products and SME lending
tools

As the SME Unit gains experience and mastery
in using the lending approach, it is able to
develop specific loan products for specific
SME subsectors. This will also enable the FI
to define certain risk level approval standards
per SME subsector.

Topic Loan Middle Top
Officers | Management | Management

SME Finance 1 day
Credit 10 10 days
Appraisal days
Credit  Risk 3 days 1 day
Management
SME Strategy 2 days 1 day
and
Marketing

Table 2. SME Finance training programs

At this stage, the Fl can enrol in more
specialised training products that are being
provided by the TSP. -Table 2 lists these




specialised courses, their durations and target
participants.

Attendance to these specialized trainings and
other corresponding onsite coaching will
enable the FI to develop the following tools -
loan  monitoring  procedures,  marketing
strategy and plan, loans recovery guidelines
and incentive scheme, among others.

It is also at this stage that more loans are
generated using the cashflow based lending
approach than its traditional collateral based
lending counterpart.

monitor and analyze portfolio performance
and quality

Cashflow based lending is risk based lending
and therefore encourages the Fls to lend to
the SMEs mainly on the basis of business
viability, thereby treating collateral as a
secondary factor in decision making. The
performance of the SME Unit will tell the FI if
this objective is being met.

Targets and performance measures should be
defined during the creation of the SME
Finance Unit (step 4). Target definition should
continue annually. The performance measures
should include at least the growth on volume
of loans, portfolio quality (portfolio at risk,
past due ratio), income generated and
deposits generated. Additional performance
measurements can be included depending on
the capacity of the FlI's Management
Information System (MIS) to track the
progress of indicators.

Data gathering and analysis can be done
monthly and more often if the MIS of the FI
allows it. The portfolio performance analysis
should be discussed during the regular Unit
staff meeting and shared with the Fl owners
during board meetings. Performance results
can be linked to the incentive scheme of the
Fl.

The loan monitoring process should however
be done as often as daily especially for loans
overdue.

review and plan

This is normally done during Q4 of the year
when the Fl establishes its annual plan. This
will also be the basis of the FI to further
expand its lending activities with the SME
sector.



Analysis and Lessons Learned

This section presents the general lessons learned,
issues encountered and recommendations for the
improvement of the implementation of this
financial services model.

e Strong commitment from owners of the
financial institution (Fl) is a must to make the
replication of the cashflow based lending
approach successful. This commitment should
manifests itself in having a champion in the
organization (normally the President or CEO)
who is able to consistently communicate
across the organization the principles behind
the lending approach and also follow through
the progress of implementation of the
replication process.

e Investment on human resource and systems
development is needed for its success.
Cashflow based lending is the opposite of the
collateral based lending approach with which
the staff of the FI have been used to.
Continuous staff training of the SME Unit
should be available and should be seen as an
investment that would later be recovered in
the form of increased loan portfolio and
better loan portfolio quality.

e Attendance in SME finance training is not the
end, but the beginning. Translating the
concept of cashflow based lending into actual
operation in the financial institution requires
coaching from an expert. Participation in the
training courses alone does not guarantee a
successful implementation of a profitable SME
lending portfolio.

Clear vision of the Fl for business growth
pushes its interest and enthusiasm to
increase its business activity in the SME
sector. Fl immediately sees the need to
broaden and diversify its market. Having a
clear growth plan also makes it easier to
rationalize and communicate across the
organization the required investment in human
resource development (HRD) and systems
development.

Regulatory issues like higher risk weight
imposed by Central Bank for clean loans
should not be seen as a barrier for venturing
into increased lending business with the SME
sector. The Fl depending on the depth of its
experience in using the lending model should
accordingly increase its acquisition of
accounts using the cashflow based approach.
Like in microfinance, building a scale of
quality portfolio would make a case with the
Central Bank to positively adjust its
regulation.

Increase transparency on the experience of
replication among participating Fls makes the
acquisition of learning faster. Willingness to
share experience (peer to peer learning)
would lead to a bigger community of practice
composed of Fls who could be a force in
helping make a case with the regulator.
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Resource Persons

Vietor Hernandez
Assistant Vice President
Small Business Corporation (SBC)

Head Office - 18F 139 Corporate Center Valero
Street, Makati City, Philippines

vhernandez@sbgfc.org.ph
www.sbgfc.org.ph

Arlene Liberal
Head, Training Department

University of the Philippines Institute for Small
Scale Industries (UP ISSI)

4F Virata Hall, E Jacinto St, UP Diliman Campus
Quezon City, Philippines

aeliberal@up.edu.ph
www.upd.edu.ph/~issi

Dante 0 Portula
SME Finance Adviser

Deutsche Gesellschaft fuer Technische

Zusammenarbeit (GTZ) GmbH

10F PDCP Bank Center, Leviste St corner Rufino St,
Salcedo Village, Makati City

dante.portula@gtz.de
www.smedsep.ph
www.gtz.de/philippines

is an international cooperation
enterprise for sustainable development with
worldwide operations owned by the German
Government.

For 30 years, it has been providing forward
looking contributions to political, economic,
ecological and social development in partner
countries. GTZ supports reform and change
processes in an increasingly globalized
world, often working under difficult
conditions. GTZ's major approach to
facilitate change is promoting capacity
development of people and partner
organizations as well as improving
institutions and frame conditions in partner
countries.

The joint projects and programs are outcome
and impact oriented. They contribute towards
socioeconomic progress.

The Private Sector Promotion (SMEDSEP)
Program, a development cooperation project
between the Republic of the Philippines and
the Federal Republic of Germany, aims to
improve the Business and Investment
Climate for Small and Medium Enterprises
(SMEs) in the Philippines, especially in the
Visayas. SMEDSEP contributes to the efforts
of the Philippine Government to improve the
framework conditions for private sector
development in the country.

SMEDSEP is implemented in partnership with
the Department of Trade and Industry (DTI)
at national, regional and provincial levels
and the German Technical Cooperation (GTZ)
on behalf of the German Federal Ministry for
Economic Cooperation and Development
(BM2).
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Annexes

C3 CREDIT Program Outline
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Market Analysis and
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Production and
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Break-even analysis

Field research
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Appropriateness of
technology
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interrelations of
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Outlining appraisal
report
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Elaboration of
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- Personal L .
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selling price

Introduction
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Role of a loan officer

External factors

Marketing mix, costs
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Levelling of
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Risks in banking
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Assessment of
training needs
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Fieldwork |
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SME Credit Manual Outline
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COOPERATION

Republic of the Philippines

Federal Republic
of
Germany

GTZ Office Manila

German Development Center

10F PDCP Bank Centre

V A Rufino St cor L P Leviste St

Salcedo Village, Makati City 1227, PHILIPPINES

Private Sector Promotion (SMEDSEP) Program
GTZ Office Manila, P 0 Box 2218 MCPO
Makati City 1200, PHILIPPINES

@ +63 2812 3165

+63 2 753 1441

4 info@smedsep.ph

“B smedsep.ph

Private Sector Promotion (SMEDSEP) Program Cebu
GF LDM Building
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@ +63 32 412 2256
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