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Executive Summary
In Sri Lanka's transition to a middleincome economy, the growth of the
small and medium enterprise (SME)
sector in Sri Lanka has been
identified as vital to provide more
employment, bridge regional growth
disparities, and ensure that post-war
growth is inclusive. Globally, SMEs
continue to make significant
contributions to national economies
around the world and have gained
special attention due to their relative
size and dispersion within the global
economy. Given their wide
geographical spread within a country
as well as their wide sectoral
coverage, SMEs are often a key
source of inclusive economic growth.
If given the right environment to
thrive, the SME sector will not only
create employment and promote
industrial development, but also
nurture entrepreneurial talent.
Although SMEs have been
recognized as an integral component
of Sri Lanka's economic and social
fabric, they are faced with a myriad of
constraints that impede their ability to
grow. Even though the sector has
received much attention from
successive governments as well as
international development agencies
over recent decades, the sector is still
faced with these challenges that need
to be addressed in a comprehensive
manner. Among them is the critical
issue of the difficulty in accessing
finance. The ability of SMEs to
develop, grow, sustain and strengthen
themselves is heavily determined by
their capacity to access and manage
finance. Unfortunately, SMEs in Sri
Lanka consistently cite the lack of
access to finance as a serious
bottleneck. In accessing finance,
SMEs are faced with challenges on
iv

many fronts - lack of collateral by
SMEs and unwillingness of banks to
lend without it; financial sector
'unfriendliness' towards SMEs;
mismatch in funding opportunities vs.
SME needs; misunderstanding
between banks and SMEs on each
others' priorities and constraints; lack
of information on financing
availabilities; and lack of mechanisms
to mitigate risks.
A unique contribution of this paper is
that it puts forward a new way of
looking at the access to finance
challenge for SMEs. This 'Twin-Pillar
Approach to Access to Finance'
argues that improving access to
finance for SMEs is a case of
improving 'availability' on the one
hand and improving 'bankability' on
the other. 'Availability' refers to
ensuring that funds are available for
SMEs to borrow - enhancing overall
private sector credit, expanding
lending volumes to SMEs, and
providing more and more funding
lines and special credit schemes for
SMEs. These are often influenced by
the overall monetary policy of a
country, liquidity levels in the market,
level of borrowing by the state and
credit availability to the private sector,
and the number and nature of SME
loan schemes with lower interest or
concessionary terms. This first pillar
is not the main focus of this present
paper. It largely focuses on the
second pillar - 'bankability'. This
stems from the understanding that a
flush of SME credit alone is not
enough. 'Bankability' is about
improving banks' approach to SME
lending as well as improving SMEs'
ability to approach banks. Things that
improve the climate for SMEs to
borrow and addresses the following

questions are important - Are banks
genuinely oriented towards the
unique banking needs of SMEs? Are
there specialized branches dealing
with SMEs? Are there mechanisms to
bridge the information and risk
asymmetry between SMEs and
banks, like credit guarantees and
credit scoring? Are there schemes to
improve SMEs' financial management
and ability to develop bankable
business plans?
This paper dissects these issues to
better understand the drivers of the
access to finance challenge, from
both a conceptual as well as practical
perspective. Some of the key policy
options put forward are the adoption
of SME-friendly banking practices,
introduction of SME credit rating and
Credit Guarantee Fund, and
improving financial literacy and
internal management of SMEs. The
paper cautions against over-zealous
policy intervention and argues that
the focus of the government must be
to put in place suitable incentives as
well as regulatory frameworks that
encourage greater SME lending.
The paper draws on the latest
insights from recent IPS surveys to
provide evidence for Sri Lanka, and
puts forward pragmatic policy options,
considering strategies adopted in
East Asian economies. Through this,
the paper aims to inform the ongoing
National SME Policy process of the
government as well as future SME
interventions to be undertaken by
government agencies, financial
institutions, chambers of commerce,
and international development
agencies.
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úOdhl idrdxYh
Y%S ,xldj uOHu wdodhï ,nk rgla

l<ukdlrKhg we;s yelshdj u;h'

fhdackd l%u jeä jeäfhka ,nd §uhs'

njg mßj¾;kh ùfï § l=vd iy uOHu

wjdikdjlg fuka Y%S ,xldfõ l=vd iy

rgl iuia; uQ,H m%;sm;a;sh" fj<|

m%udKfha jHdmdr wxYh jeä fiajd

uOHu m%udKfha jHdmdr ksrka;rfhkau

fmd< mj;sk øjYS,;d uÜgu" rcfha

kshqla;shla ie,iSug" l,dmSh fjkialï

olajk ndOlhla jkafka uQ,H myiqlï

Kh ,nd .ekSfï uÜgu iy fm!oa.,sl

mshùug yd mYapd;a hqo ld,Sk j¾Okh

,nd .ekSug we;s .eg¨h' uQ,H myiqlï

wxYhg ,nd .; yels Kh m%udKh iy

ish,a,ka we;=<;a lr .kakd nj iy;sl

,nd .ekSfï § l=vd iy uOHu m%udKfha

wvq fmd,S fyda iyk l%u hgf;a we;s

lsÍug w;HjYHhehs y÷kd f.k we;'

jHdmdrj,g fmruqKq .Kkdjl

l=vd iy uOHu m%udKfha jHdmdr i|yd

f.da,Sh jYfhka l=vd iy uOHu

wNsfhda.hkag uqyqK §ug isÿj we;'

mj;sk Kh l%u ixLHdj iy iajNdjh

m%udKfha jHdmdr tla tla rgj, cd;sl

l=vd iy uOHu jHdmdj,g wem jYfhka

fï flf¾ fndfydaúg n,mdhs' fuu

wd¾Ólhkag lemS fmfkk odhl;ajhla

bÈßm;a l< yels foa fkdùu yd

m;%sldfõ m%Odk wjOdkh fhduq jkafka

,nd fok w;r tajdfha idfmalaI m%udKh

tjekakla ke;sj Kh ksl=;a lsÍug

m<uq l=¿K foi fkdfõ' jeäu wjOdkh

iy f.da,Sh wd¾Ólfha úisÍu ksid úfYaI

nexl=j, wlue;a;" fuu jHdmdr flf¾

fhduq jkafka fojk l=¿K jk nexl=

wjOdkhg ,lafõ' tajd N+f.da,Sh jYfhka

uQ,H wxYfha ñ;%YS,S njla fkdue;sùu"

iu. lghq;= lsÍfï yelshdj hkakgh'

rg mqrd me;sr ;sîu fukau wxYSh

fuu jHdmdrj, wjYH;d iy wruqo,a

th mek k.skafka l=vd iy uOHu

jYfhka we;s mq¿,a wdjrKh ksid l=vd

,nd §fï wjia:d w;r mj;sk

m%udKfha jHdmdrj,g ,nd fok Kh

iy uOHu m%udKfha jHdmdr ish,a,ka

fkd.e,mSu" m%uqL;d iy iSudjka ms<sn|j

úYd, jYfhka jeä lsÍu muKla

we;=<;a lr .kakd j¾Okfha uQ,sl

nexl= iy l=vd iy uOHu m%udKfha

m%udKj;a fkdjkafkah hkafkks' nexl=

uQ,dY%hla o fõ' tajdg jeãug iqÿiq

jHdmdr w;r mj;sk wkjfndaOh" uQ,H

iu. lghq;= lsÍfï yelshdj hkafkka

mßirhla mj;skafkakï l=vd yd uOHu

myiqlï mj;sk wxY ms<sn| f;dr;=re

woyia jkafka l=vd iy uOHu m%udKfha

m%udKfha jHdmdr wxYh /lshd

fkdue;sùu iy wjodku iukh lsÍfï

jHdmdrj,g Kh ,nd §fï§ nexl=j,

ks¾udKh yd ld¾ñl ixj¾Okh

hdka;%K fkdue;sùu hkdÈhhs'

msúiSu fukau tu jHdmdrj,g nexl=

m%j¾Okh lsÍug wu;rj jHjidhl;aj
l=i,;d fmdaIKh lrkq we;'

iu. lghq;= lsÍfï yelshdj jeä ÈhqKq
fuu m;s%ldfõ iqúfYaI odhl;ajh jkafka

lsÍuhs' l=vd iy uOHu m%udKfha

l=vd iy uOHu m%udKfha jHdmdr j,g

jHmdrj,g Kh ,nd .ekSug we;s

l=vd iy uOHu m%udKfha jHdmdr Y%S

uQ,H wNsfhda.hg msúiSu flf¾ kj

jd;djrKh iy my; i|yka m%Yakj,g

,xldfõ wd¾Ól iy iudc lafIa;%fha

wdldrhlska ne,Suhs' l=vd iy uOHu

úi÷ï ,nd .ekSu jeä ÈhqKq flfrk

wka;¾.Dys; wx.hla f,i ms<sf.k we;s

m%udKfha jHdmdr j,g uQ,H i|yd

;;ajhka jeo.;ah' nexl= wjxlju l=vd

kuq;a tajdfha j¾Okhg we;s yelshdj

msúiSu jeä ÈhqKq lsÍu hkq tl w;lska

iy uOHu m%udKfha jHdmdrj, iqúfYaIS

iSud flfrk ndOl .Kkdjla mj;S'

uqo,a myiqlï zmej;SuZ jk w;r wfkla

nexl= wjYH;d flf¾ fhduqj we;ao@

fuf;la mej;s iEu rchlu iy

w;g nexl= iu. lghq;= lsÍfï yelshdj

tjeks jHdmdr iu. lghq;= lsÍug

wka;¾cd;sl ixj¾Ok wdh;kj,

^Bankability& jeä ÈhqKq lsÍuhehs zuQ,H

úfYaIs; jQ wxY mj;skafkao@ Kh iy;sl

wjOdkhg ,la jqjo fuu wxYh ;ju;a

i|yd msúiSfï oaú;aj l=¿KqZ ;¾l

lsÍu iy Kh id¾:l;aj wkqmd;

mq¿,a f,i wjOdkh fhduq l< hq;=

lrhs' zmej;SuZ hkafkka woyia jkafka

^Credit Scoring& jeks l=vd iy uOHu

wNsfhda. .Kkdjlg uqyqK § isà' ta

l=vd iy uOHu m%udKfha jHdmdrj,g

m%udKfha jHdmdr iy nexl= w;r

w;r ;SrKd;aul jkafka uQ,H myiqlï

Kh ,nd .ekSu i|yd wruqo,a mj;sk

f;dr;=re yd wjodkï wiuñ;slh

,nd .ekSfï ÿIalr;djhhs' l=vd iy

nj iy;sl lsÍu" iuia; fm!oa.,sl Kh

mshùfï hdka;%Khka mj;skafkao@ tjeks

uOHu jHdmdr j¾Okhùu" mq¿,aùu"

m%udKh jeä ÈhqKq lsÍu" tu jHdmdr

jHdmdrj, uQ,H l<ukdlrKh iy

Ñria:dhSùu iy Yla;su;aùu uQ,sl

i|yd fok Kh mßudj mq¿,a lsÍu" l=vd

nexl=j,g .e,fmk jHdmdr ie,iqï

jYfhka ;SrKh jkafka tajdg uQ,H

iy uOHu m%udKfha jHdmdr j,g ,nd

ilia lsÍfï yelshdj jeä ÈhqKq lsÍfï

myiqlï ,nd .ekSug iy

fok wruqo,a j¾. iy úfYaI Kh

l%u mj;skafkao@
v
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fuu m;s%ldj ixl,amSh fukau m%dfhda.S

lsÍuhs' muK blaujd flfrk m%;sm;a;s

fhdod .;a l%fudamdhka ie,ls,a,g

±laulska uQ,H wNsfhda.hg msúiSfï

ueÈy;aùï .ek m%fõYïúh hq;= nj

.ksñka m%dfhda.sl m%;sm;a;s úl,am

ud¾. jvd;a fyd¢ka wjfndaO lr

fmkajd fok fuu m;s%ldj rcfha

bÈßm;a lrhs' ±kg ilia fjñka mj;sk

.ekSug by; i|yka lreKq úYaf,aIKh

wjOdkh fhduq úh hq;af;a l=vd iy

rcfha cd;sl l=vd iy uOHu m%udKfha

lrhs' bÈßm;a lr we;s uQ,sl m%;sm;a;s

uOHu m%udKfha Kh §u jvd;a jevs

jHdmdr l%shdj,sh fukau rcfha wdh;k"

úl,amj,ska iuyrla jkafka l=vd iy

flfrk iqÿiq Èß.ekaùï fukau kshduk

uQ,H wdh;k" jdksc uKav, iy

uOHu m%udKfha jHdmdr j,g ys;lr

rduq ilia lsÍu nj fmkajd § we;'

wka;¾cd;sl ixj¾Ok wdh;k isÿ

nexl= Ndú;d fhdod .ekSu" tu i|yd

lsÍug woyia lrk wkd.; l=vd iy

jHdmdr Kh wkqmd; iy Kh iy;sl

uE;l m%;sm;a;s wOHhk wdh;kh isÿ

uOHu jHdmdr ueÈy;aùï .ek ±kqj;a

lsÍfï wruqo,la y÷kajd§u iy tu

l< iólaIK j, Y%S ,xldjg wdo¾Yhla

lsÍugo fuu m;s%ldfjka wruqKq lrhs'

jHdmdrhkays uQ,H idlaIr;djh iy

jk kj;u ishqï lreKq Wlyd olajk

wNHka;r l<ukdlrKh jeä ÈhqKq

fuu m;%sldj kef.kysr wdishdkq rgj,a

vi
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epiwNtw;Wr; RUf;fk;
eLj;ju tUkhdg; nghUshjhuk; vd;w
epiyf;F ,yq;if khw;wkilAk;
Nghf;fpy;> mjpf njhopy;
tha;g;Gf;fis toq;Fjy;> gpuhe;jpa
tUkhd rkepiyaw;w jd;ikapid
rPu; nra;jy; kw;Wk; Aj;jj;jpd;
gpd;duhd tsu;r;rpia cWjpg;gLj;jy;
Nghd;wtw;wpid milahsk;
fz;Lnfhs;sy; kpf Kf;fpakhdJ
vd;gjid ,yq;ifapd; rpwpa kw;Wk;
eLj;ju fhy njhopy; Kaw;rpfspd;
tsu;r;rpapy; milahsk;
fhzg;gl;Ls;sJld; cs;slf;fg;gl;Lk;
cs;sd. G+Nfhs uPjpahf> cyfk;
G+uhfTk; cs;s Njrpa
nghUshjhuj;jpw;fhd Kf;fpa
gq;fspg;Gf;fis njhlu;r;rpahf rpwpa
kw;Wk; eLj;ju msthd njhopy;
Kaw;rpfs; toq;fp tUtJld;>
G+Nfhs nghUshjhuj;jpy; mtw;wpd;
xg;gPl;L uPjpahd gUkd; kw;Wk;
tUkhd rkepiyj; jd;ikapd;
fhuzkhf tpNrl mtjhdj;jpid
<u;j;Js;sJ. ehl;by; jq;fSila
gue;j G+Nfhs uPjpahd kw;Wk; gue;j
mstpyhd jq;fSila Jiwrhu;
Kf;fpaj;Jtj;ij toq;fp>
nghUshjhu tsu;r;rpapy;
KOikahfTk; kpfg;
gpujhdkhdJkhd Ky tskhfTk;
mbf;fb rpwpa kw;Wk; eLj;jhu
njhopy; Kaw;rpfs; nraw;gl;L
tUpfpd;wd. rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpahsu;fSf;Fk; mj;
Jiwf;Fk; rupahf #oiy
cUthf;fpf; nfhLj;jhy;> mjd;
Clhf mtu;fs; njhopy;
tha;g;Gf;fis tUthf;FtJ
kw;Wky;yhJ ifj;njhopy;
mgptpUj;jpiaAk; Nkk;gLj;JtJld;
khwhf ,aw;ifahd njhopy;
Kaw;rpahsu;fs; jpwd;fisAk;
ntspf;nfhdu;tjw;F Kaw;rp nra;tu;.
mNj Ntis rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfs; ,yq;ifapd;
nghUshjhuj;jpy; kpf Kf;fpakhdJk;
xd;wpg; gpize;jjJkhdnjhU
mq;fkhf mq;fpfupf;fg;gl;Ls;sJld;
rKfj;Jlz; xd;wpize;j
tiyaikg;ghfTk; cs;sJ. mJ

kl;Lky;yhJ> jq;fSila jpwd;fis
tsu;rpailar; nra;tjw;F
cs;shue;j gy jilfSf;F
Kfq;nfhLj;J tUfpd;wdu;. ,Ue;j
NghJk;> mz;ika jrhg;jq;fspy;
njhlu;r;rpahd murhq;fq;fs;
kw;Wky;yhJ ru;tNjr mgptpUj;jp
Kftufq;fspd; Clhf Nghjpasthd
mtjhdj;ij ,j;Jiw
ngw;wpUf;fpd;wJ> ,j;Jiw
jw;nghOJk; ,t;thwhd rthy;fSf;F
Kfq;nfhLj;J tUtJld; ,t;thwhd
rthy;fs; gue;j mstpy;
fye;Jiuahlg;gl;L jPu;f;fg;gl
Ntz;ba tplaq;fshFk;. mt;thwhd
rthy;fspy;> epjp trjpfis mile;J
nfhs;tjpy; kpf Kf;fpakhd
gpur;rpidfshf cs;sd. rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfspd;
mgptpUj;jp> tsu;r;rp> epiyj;j jd;ik
kw;Wk; tYthd;ikapid
epiyepWj;Jtjw;F mtu;fSila epjp
trjpfSf;fhd gpuNtrk; kw;Wk;
Kfhikf;fhd ,aYik ntFthf
czug;gl;Ls;sJ. Jujp\;ltrkhf
,yaq;ifapy; rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfs; epjp trjpfis
mile;J nfhs;tjw;fhd jilfis
njhlu;r;rpahf ntspg;gLj;jp
tUfpd;wd.
epjp trjpfis mile;J nfhs;Sk;
nghUl;L> rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfs;
gy;NtW gl;l Nfhzq;fspy;
rthy;fSf;F Kfq;nfhLj;J
tUtJld;> mt;thW jPu;j;J
itf;fg;gl Ntz;ba rpf;fy;fshtd :
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfs; kw;Wk;
tq;fpfSf;fpilapYkhd rhjfkhd
Kidg;gpd;ik> rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfs;
kw;Wk; epjpj; Jiwf;FkpilNaahd
njhlu;gw;w epjpaspg;G tha;g;Gf;fs;>
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfSf;Fk;
tq;fpfSf;Fkpilapyhd
Gupe;Jzu;tpd;ik> epjpaspg;Gf;fspd;

fpilg;gdT njhlu;gpy;
,UtUf;fpilapyhd Kd;Dupik
kw;Wk; jilfs; njhlu;gpyhd
Gupe;Jzu;tpd;ik kw;Wk; ,t;thwhd
jilfis eptu;j;jp nra;tjw;F
jilfshf cs;sd.
rpwpa kw;Wk; eLj;ju
njhopy;Kaw;rpfs; Kfq;nfhLf;fpd;w
epjp trjpfSf;fhd gpuNtrk;
njhlu;ghf Gjpa cgha topfis
Nehf;fpa Kd;itg;gpid ,e;j
Mtzj;jpd; Clhf kpf Kf;fpakhd
gq;fspg;ig nra;Js;sJ. rpwpa kw;Wk;
eLj;ju njhopy;Kaw;rpfspd; epjp
trjpfSf;fhd gpuNtrk; vd;w
tplahdJ "epjp trjpfSf;fhd
fpilg;gdT" vd;W xU GwKk;
"tq;fpapay; nraw;ghLfis
Nkk;gLj;jy;" vd;gJ kW GwKkhf
vd;w tifapy; ,t; tplak; ,U NtW
gupkhzq;fspy; tpthjpf;fg;gl
Ntz;ba Kf;fpa tplaq;fshFk;.
"fpilg;gdT" vd;gjd; %yk;
Fwpg;gpLtjhtJ rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfSf;fhd epjp
fpilg;gdTfis ngw;Wf; nfhs;sf;
$ba ,aYikia cWjpg;gLj;jpf;
nfhs;sy; - jdpahu; Jiwapd;
nkhj;j fld; gq;fpid Nkk;gLj;jy;>
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfSf;fhd fld; toq;Fk;
mstpid tpupT gLj;jy;> kw;Wk;
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfSf;F nkd; NkYk;
mjpfkhd fld; jpl;lq;fisAk;
tpNrl epjpaspg;G khu;f;fq;fisAk;
toq;Fjy;. ehl;bd; nkhj;j epjpf;
nfhs;iffs;> re;ij jputj;jd;ik
kl;lk;> mur fld; ngwy; kl;lk;
kw;Wk; jdpahu; Jiwf;F
fpilg;gdtpy; cs;s fld; kw;Wk;
Fiwe;j tl;b tPjj;jpy; my;yJ
rYif mbg;gilapy; rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfSf;fhd
fld; jpl;lq;fspd; jd;ik kw;Wk;
vz;zpf;if Nghd;wd mbf;fb
nry;thf;Fr; nrYj;Jfpd;wd. ,e;j
rku;gpg;Gg; gj;jpuj;jpd; gpujhd
Nehf;fk; ,e;j Kjy; tplakd;W.
vii
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"tq;fpj; njhopy; fpilg;gdTj;
jd;ik" vd;w ,uz;lhtJ tplak;
njhlu;ghf gue;j mstpy; ftdk;
nrYj;Jfpd;wJ. rpwpa kw;Wk; eLj;ju
njhopy; Kaw;rpfspd; cz;ikahd
Gupe;Jzu;T kl;Lk; NghJkhdjd;W.
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfSf;fhd tq;fpapd; mZfy;
jpwid Nkk;gLj;Jtjw;fhd
nraw;ghlhf "tq;fpj;njhopy;
fpilg;gdTj; jd;ik"
fhzg;gLtJld; tq;fp Nehf;fpa rpwpa
kw;Wk; eLj;ju njhopy; Kaw;rpfspd;
mZF KiwapidAk;
Nkk;gLj;Jfpd;wJ. rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfs; fld;
ngWk; #o;epiyapid
Nkk;gLj;Jtjhf ,t;tplaq;fs;
,Ug;gJld; gpd;tUk; tpdhf;fs; kpf
Kf;fpakhdJ vd;Wk; Fwpg;gpLfpd;wJ
-- rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rp gpuj;jpNaf tq;fpj; njhopy;
Njitfis Nehf;fp tq;fpfs;
cz;ikahf Kidg;Gld;
,Uf;fpd;wjh?
rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfSld; nraw;gLtjw;F tpNrl
tq;fpf; fpisfs; cs;sjh? fld;
cj;juthjq;fs; kw;Wk; fld;
Gs;spaly; Nghd;wthwhf rpwpa
kw;Wk; eLj;ju njhopy;
Kaw;rpfSf;Fk; tq;fpf;Fk; ,ilapy;
jfty; kw;Wk; ,lu; rkepiyg;gLj;jy;
gpizg;Gf;fhd Kiwiknahd;W

viii

,q;F fhzg;gLfpd;wjh? rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfspd; epjp
Kfhikj;Jtk; kw;Wk; ,aYikia
Nkk;gLj;Jtjw;fhd jpl;lq;fs; kw;Wk;
tq;fpj; njhopy; tpahghu
jpl;lkply;fis mgptpUj;jp
nra;tjw;fhd ,aYik njhlu;ghd
jpl;lq;fs; cs;sjh?
vz;zf;fUj;jpay; uPjpahf kw;Wk;
nraw;ghl;L Nehf;fpy; ,Ue;J
ghu;f;fpd; NghJ> epjpr; rthy;fis
mile;J nfhs;tjw;fhd
gy;ypdj;jd;ikapid rpwe;j
Kiwapy; Gupe;J nfhs;sf; $ba
tpjj;jpy; ,e;jg; gpur;rpidapid
,e;j MtzkhdJ gpupj;J
njspTgLj;Jfpd;wJ. rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfSldhd
rpNdf G+u;tkhd tq;fpj;njhopy;
nraw;ghLfis gpd;gw;wy;> rpwpa
kw;Wk; eLj;ju njhopy; Kaw;rpfspd;
fld; jug;gLj;jy; kw;Wk; fld;
cj;juthj epjpfspd; mwpKfk;>
kw;Wk; rpwpa kw;Wk; eLj;ju njhopy;
Kaw;rpfspd; epjpapay; mwpT kw;Wk;
cs;sf Kfhik mwpT Nghd;w
tplaq;fspy; Nju;Tfis
nraw;gLj;Jtjy; rpy Kf;fpa
tplaq;fshf fhzg;gLfpd;wd.
mgupjkpjkhd nfs;if ,ilA+Wfs;
njhlu;ghf vr;rupf;ifia ,t;
Mtzk; njuptpg;gNjhL rpwpa kw;Wk;
eLj;ju njhopy; Kaw;rpfspd; fld;
ngwy; Mw;wiy ghupa mstpy;

Cf;fg;gLj;Jk; tifapyhd xOq;F
Kiwg;gLj;jy; Ntiyr; rl;lfk;
kw;Wk; nghUj;jkhd Cf;ff;
nfhLg;gdTfis murhq;fkhdJ
mwpKfk; nra;J Kd;ndLj;jy;
Ntz;LnkdTk; ,t; Mtzk;
tpthjpf;fpd;wJ.
,yq;iff;fhd rhd;Wfis
toq;Ftjw;fhd nfhs;iffs; fw;if
epWtdj;jpd; mz;ika
Ma;TfspypUe;jhd Gjpa Ma;T
KbTfspd; ghy; ftdj;ijr;
nrYj;JkhW J}z;Lfpd;wJ kw;Wk;
fpof;fhrpa nghUshjhuq;fspy;
mKy;gLj;jg;gLfpd;w ajhu;j;jkhd
nfhs;ifj; njupTfs;>
gad;gLj;Jfpd;w cghaq;fs; gw;wpAk;
ftdk; nrYj;Jk; gb
Cf;fg;gLj;Jfpd;wJ. vdNt> ,e;j
Ma;Tf; fw;ifg; gj;jpukhdJ
murhq;fj;jpd; mKypy; cs;s rpwpa
kw;Wk; eLj;ju njhopy; Kaw;rpfspd;
nfhs;if nrad;Kiw gw;wp jfty;
mwpTg;Gf;fis toq;FtJld; rpwpa
kw;Wk; eLj;ju njhopy; Kaw;rpfs;
ghy; mur Kftufq;fs;> epjp
epWtdq;fs;> tu;j;jf rk;Nksdk;
kw;Wk; ru;tNjr mgptpUj;jp
Kftufq;fspdhy; Kd;ndLf;f
,Uf;fpd;w vjpu;fhy jpl;lq;fs;
njhlu;ghfTk; jfty; toq;Ftjw;F
,yf;F itj;Js;sJ.
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1. Introduction
Broad-based inclusive and
sustainable growth with the active
involvement of the private sector is
one of the most important
development strategies opted by
many developing countries.1 It is
widely acknowledged that industrial
growth matters for employment
generation, competitiveness and
inclusive socio-economic
development even in servicesoriented emerging economies;
international experience suggests
that a robust industrial policy is in fact
essential to realize the full potential of
services-led growth.2 These
dynamics are particularly relevant to
public policy when the pattern of
intra-country growth points to
significant geographical disparities,
as is the case in Sri Lanka.
Policy experience in post-war
situations around the world suggests
that the private sector is one of the
most resilient and adaptable
institutions for socio-economic
reconstruction and revival in the face
of systemic shocks.3 Coming out of a
protracted armed conflict, the role of
private sector development in postwar development is a key
consideration in economic policy.
In this context, cross-country policy
research shows that Small and
Medium Enterprises (SMEs) play a
vital role in generating high and
inclusive economic growth, job
creation, as well as in reducing

inequality and poverty, particularly in
developing countries.4 Development
of this sector has been widely
acknowledged as a crucial strategy
for growth both in developed and in
developing economies of the Asian
region (UNESCAP, 2012). In their
industrial policies, many countries are
increasingly placing heavier
emphasis on the development of the
SME sector.
In Sri Lanka, too, SMEs have been
recognized as an important sector of
the economy due to their significant
contribution to national income,
employment, inclusive private sector
development, bridging regional
growth disparities and poverty
reduction. Since independence,
successive governments have
introduced various support
programmes to facilitate the growth
and expansion of SMEs in different
sub-sectors of the economy. However,
as the SME White Paper (2002)
argued, there has been no deliberate
policy effort to exploit the full
development potential of SMEs. Many
private sector development policies in
the past have continued to focus
more heavily on large-scale
enterprises (through Board of
Investment and other schemes) over
smaller ones. The SME sector in Sri
Lanka today faces many challenges.
Understanding these better and
devising smarter, more
comprehensive and coherent

strategies to overcome them, is now
of paramount importance. This is
especially true of one of the most
critical factors that continue to affect
SME development - access to
finance.
Although the importance of growing
the SME sector is now back in the
country's economic policy discourse,
much of the recent policies and
initiatives for SME development have
been mostly centred on successive
rounds of concessionary credit
schemes. Yet, there appears to be
limited understanding of the
underlying dynamics driving the
access to finance problem faced by
SMEs, and very little published
literature in Sri Lanka on the subject.
This paper attempts to fill this void. It
explores the drivers of the problem,
including conceptual elements
surrounding financing of small
businesses. It reviews innovative
strategies adopted by other
economies to address the problem particularly those in emerging Asia. It
highlights the scale and nature of the
problem specifically in the Sri Lankan
context, using results from a recent
survey by IPS, key interviews with the
banking sector, as well as secondary
information. It also puts forward
possible mechanisms and policy
options to tackle the challenge in Sri
Lanka. Through all this, the paper
aims to expand the knowledge on the
specific area of access to finance
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challenges for SMEs and inform the
design and implementation of
ongoing and future interventions in
this area by the government, private
sector and international agencies.
The rest of the paper is organized as
follows. Section 2 reviews the
literature on the importance of SMEs
from a global and local viewpoint.

Section 3 sets out the rationale for
overall policy support to SMEs.
Section 4 tackles the scale and
nature of the access to finance
challenge, starting with setting out
some conceptual issues and then
going on to review international
evidence, and more crucially the Sri
Lankan evidence on the access to

finance problem. Section 5 explores
the supply and demand dynamics
driving the access to finance
challenge. Section 6 discusses a
comprehensive set of policy options
to improve SME access to finance,
including exploring specific
mechanisms and models. Section 7
concludes.

2. Importance of SMEs - Global Context
The strategic importance of SMEs in
overall economic development has
been widely recognized in the past
and has been even more evident in
recent decades, both in developed
and in developing nations
(UNESCAP, 2012). The aftermath of
the global financial crisis of 20082009 witnessed a renewed interest in
SMEs as an engine of inclusive
growth in countries around the world.
The growing debate on the
advantages of small firms over larger
ones in developing countries has also
drawn much attention towards the
SME sector. Fischer (1995) highlights
that the advantages of small
enterprises over large scale
enterprises in developing countries
are threefold: 1) small enterprises
are labour-intensive and use relatively
simpler techniques of production that
correspond to the abundance of
labour and the scarcity of physical
and human capital that prevail in
most developing countries; 2) small
enterprises demonstrate a higher

degree of efficiency in using capital
and in mobilizing savings,
entrepreneurial talent, and other
resources that otherwise would
remain idle; and 3) a large share of
small enterprises is also expected to
exercise a positive influence on the
distribution of income both in
functional and in regional terms.5
Ahmed (2011) states that being a
small firm as opposed to a large one
is said to have the advantages of
being, much more capable than large
firms of overcoming economic turmoil
and much more capable than large
firms in achieving faster growth due to
the ability to make faster decisions.6
Various studies highlight the
economic importance of the SME
sector in national economies. A
review conducted by India's Ministry
of Science and Technology revealed
that 99.7 per cent of all enterprises in
the world are SMEs while large
enterprises only account for 0.3 per
cent.7 IFC (2010) indicates that formal
SMEs contribute up to 33 per cent of

The aftermath
of the global
financial crisis
of 2008-2009
witnessed a
renewed
interest in
SMEs as an
engine of
inclusive
growth in
countries
around the
world.
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GDP in developing economies.8 On
employment creation, it notes that
SMEs contribute up to 45 per cent of
employment and adds that, "in the
context of the international
development agenda, and given the
critical importance of job creation in
the recovery cycle following the

recent financial crisis, promoting SME
development appears to be an
important priority".9 Estimates on
employment creation in Hall (2002)
are much higher, indicating that
SMEs, on average, provide between
60-70 per cent of all jobs, especially
within the Asia-Pacific context. 10 The

Asian Association of Management
Organizations (AAMO) reports that, in
the Asia-Pacific region, SMEs
typically account for nearly 50 per
cent of all value addition within the
economy, directly and indirectly.11

Box 1: SME Definition: A Tricky Issue
Definitions of what constitutes an SME vary quite widely from country to country and even within single
countries. Often it depends also on the business sector concerned - e.g., agriculture, natural resources,
manufacturing, services and retailing (ESCAP, 2009). There is no universal determinant of or criterion for
an SME. Much depends on the character of the respective host country, and the profile of its own particular
corporate sector, from which a relative measure of an SME is then typically made, sometimes on a rather
arbitrary basis. The form of ownership profile, type of legal entity or general provenance of the company
is typically deemed irrelevant when creating the definition. While an SME is often imagined as a locallyowned and privately-held business, there is no reason why it cannot be a state-owned or foreign-invested
enterprise. Some countries will distinguish between a micro-enterprise and a small enterprise, while
others - by not setting a limit for SME size - effectively include micro-enterprises within their SME umbrella
definition. The above notwithstanding, most SME definitions pertain to businesses that are formal in
nature and have been registered in some manner, and exclude small-scale, informal family enterprises
(ESCAP, 2009b). According to a World Bank study, more than 60 definitions of SMEs are used in 75
countries (Indian Institute of Foreign Trade, 2011). Some countries have used the number of employees
as the sole criteria for determining whether a business is an SME or not. Other countries use this same
criterion, plus an additional one based on either the value of the firm's assets or the size of revenue in
local currency. In cases where a currency value is cited (either for assets or revenues) any marked
inflation can pose a problem for the SME definition over time. Some countries recognize this issue and
occasionally update their criteria for SMEs, but most do not (ESCAP, 2009a). The three main parameters
that have been generally applied to define SMEs are: (a) the number of employees; (b) turnover of business;
and (c) capital investment.
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3. Rationale for Policy Support to SMEs
It is clear that it is not possible to
discuss economic policy without
recognizing the role which SMEs play
in the rest of the economy and
society as a whole. Yet, it is
appropriate to examine the arguments
often put forward in favour of
government policy support for SMEs.
A widely noted reason is that there
are market failures that are peculiar to
SMEs because of their comparative
weaknesses in the market and their
relative high cost of compliance with
government regulations (Bannock
and Peacock, 1989). This argument is
that SMEs do merit support not to
give them an undue advantage over
other types of enterprise, but simply
to offset the disadvantage which they
experience by their small size and to
offset perverse effects of other
government policies. This is an
important proposition because it goes
to the heart of the current discourse
in private sector development that
cites the importance of "creating a
conducive enterprise environment". In
this framework, then, addressing
failures like access to finance, among
others, should become the focus of
policy support.
The overall objectives of government
policies to support SME development
are: (a) create jobs and generate
income; (b) improve SME
performance and competitiveness;
and (c) increase their participation in
and contribution to the national
economy. There are a number of
obstacles that need to be overcome
to achieve these objectives. The
following constraints for SME
development identified by AAMO
(2007) are useful to recall here:

4

1. Poor business environment
(e.g., bureaucracy, taxation
and unfavourable property
rights enforcement)
2. Poor infrastructure (e.g.,
transportation facilities, power
plants, industrial estates and
telecommunications)
3. Inadequate access to finance
(e.g., obtaining loans, securing
collateral and third-party
guarantees and a lack of
alternative sources)
4. Low technological capacities
(e.g., rapid technological
advancement in markets,
locating sources of appropriate
technology and acquiring
technology to develop
attractive products
5. Too few applications of ICT
(e.g., business communications, marketing intelligence
and customer development)
6. Intensified competition in
domestic, regional and global
markets (e.g., trade and
investment liberalization, less
protectionism, freer movement
of goods and capital, lower
import duties, cuts in subsidies
and cost pressures).
The focus of this present paper is
exclusively on factor number 3 above,
as the authors believe that this issue
is at the heart of the strength and
competitiveness of SMEs.
Addressing the access to finance
problem more robustly, would have
positive knock-on effects on the other
factors as well.

The overall
objectives of
government
policies to
support SME
development
are: (a) create
jobs and
generate
income;
(b) improve SME
performance
and
competitiveness;
and (c) increase
their participation in and
contribution
to the
national
economy.
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4.The Scale and Nature of the Access to
Finance Challenge
4.1 Financing the SME Sector - A Conceptual Overview
Financial inclusion is a prerequisite
for growth of the country and its
commercial sector.12 For SMEs in
particular, financial inclusion through
better access to finance is important.
The ability of SMEs to grow and
improve competitiveness greatly
depends on their potential to invest in
development of the business,
restructuring, innovation,
improvements, and diversification
over time (UNESCAP, 2012). All of
these investments need short- and
long-term capital. Therefore, access
to finance is a central issue in SME
development. Improving access to
finance means enhancing the degree
to which financial services become
available to all, through ways that are
easier to access, appropriate, and
affordable.
First, the study takes a conceptual
overview of the various stages of
SME financing and the typical types
and sources of SME financing,

if they cannot raise sufficient capital,
even though the scale of their needs
may not be that large. In this stage, a
firm may have limited sales revenues
and also profits may only be on paper
and cash in hand may be strained,
leading to inability to pay wages, bills
and other operating costs, This
mismatch of cash flow timing
continues throughout the life cycle of
an SME (see Figure 2). Survival in
this stage could depend on a firm's
ability to raise additional working
capital from the banking system.
Apart from personal loans from family
and friends, during the start-up stage
SMEs may get funds from seed
capital, venture capital, government
and/or institutional sources.
In the second period (growth), SMEs
pass the break-even point and start
making money at which point they
need additional financing including
significant working capital loans
(short-term) as well as investment
loans (longer-term) to expand

4.1.1 Stages of Financing
The financing needs of an SME may
vary throughout each stage of its life
cycle - start-up, growth, maturity,
decline, transition and exit.13 SMEs
may obtain equity capital and debt
financing from various sources at
each of these stages (Sridhar, 2008).
In the first stage (start-up), SMEs
could face a high probability of failure

12
13

production and staffing. The
availability of other funds could also
increase at this stage with local,
national and international financial
sources. Venture capital funds may
also become an important resource
for expansion. Entrepreneurs typically
experience difficulty raising funds at
this critical stage. Commercial banks
do not lend easily to those who still
have no, or limited, credit record, and
venture capital is not readily available
for small-scale investment in new
businesses, particularly in developing
countries and non-IT enterprises. In
the third period (transition), it is
necessary for SMEs that are losing
money to undertake measures to
improve profitability, either by
improving efficiency and productivity
(cutting costs, streamlining
operations, etc) and increasing sales
through enhanced competitiveness.
While long-term financing or working
capital generation is necessary for
continuous enterprise growth and
development, immediate short-term
financing, perhaps through

Figure 1
Mismatch of Cash Flow Timing

Payables

Customer
Payment

Sales

Receivables
Procurement

Payment to
suppliers

Time Gap

Operating funds needed
Source: ESCAP, 2012.

IFC (2013), 'Promoting Financial Inclusion', International Finance Corporation: Colombo.
This is a generalization for the sake of demonstration. Real life cycles may differ between individual firms and between sectors/industries.

5

Working Paper

commercial debt financing, is often
critical for SMEs during cash-drain
periods.
So it is now clear that SMEs require
access to finance of various types at
various stages of their life cycle, and
obtaining timely and sufficient loans
is a key part of this.

4.1.2 Types and Sources of
Financing
SMEs obtain financing via a number
of different financial instruments.
While this paper largely focuses only
on a sub-set of these, particularly
formal debt financing through loans
from the banking system, it is useful
to take a brief overall look at these
instruments, in the interest of
completeness.
Short- and long-term loans,
especially from commercial banks,
are the predominant form of financing
for SMEs. Short-term loans are the
most common form of bank loans for
start-ups and small businesses, as
commercial lenders are generally less
willing to take large risks with new
companies. They have a maturity of
one year or less, although many are
repaid within a shorter timeframe
(Peavler, 2012). They are usually
taken out for a specific expenditure,
for example, to purchase a piece of
equipment or to pay a particular debt.
In this context, a fixed amount of
money is borrowed for a set time with
a fixed interest rate (Business
Owner's Toolkit, 2012a). In general,
the sources of short-term financing
for SMEs include a line of credit,
promissory notes, other short-term
banking instruments (e.g. , overdrafts)
and loans from other financial
companies. Short-term financing is
easier to arrange, has lower costs
and is more flexible than long-term
financing. However, short-term
financing is more vulnerable to
interest rate swings, requires more
frequent refinancing and requires
earlier repayment. SMEs tend to rely
6

on short-term loans to meet sudden
financial needs or to gain additional
working capital, especially if they
face a temporary cash crisis or an
unexpected delay in receipts from a
debtor. Long-term commercial loans
usually refer to those with tenure
beyond one year. This type of loans,
also called 'project loans', enable
businesses to invest and expand
their business with less financial
uncertainty, and increases working
capital while reducing the amount of
instalments. Longer-term commercial
loans are used for a variety of
purposes, such as purchases of
equipment and plant facilities,
business expansion and acquiring
specialty raw materials for a new
project. Lenders require significant
collateral because the risk increases
with the term length. It is more
difficult for SMEs to obtain long-term
loans due to the lack of adequate

assets to use as collateral and the
insufficient supply of such long-term
loans, particularly in developing
countries (IFC, 2009). The obvious
consequence of difficulties in
accessing long-term loans is that
SMEs are unable to plan on a longterm basis, thereby constraining
growth plans and long-term
investment decisions (Obamuyi,
2007).
Informal sources of finance also play
an important role for SMEs. Informal
financing refers to all transactions,
loans and deposits occurring outside
the regulation of a central monetary
authority (Atieno, 2001). Although
rarely seen in the Sri Lankan SME
sector, equity financing is also an
option for SMEs. In equity financing,
investors provide a capital infusion in
exchange for an ownership share in
the business. It includes a wide range
of financing sources such as business

Table 1
Types and Sources of SME Financing
Category

Type of Instrument

Informal financing

Personal savings
Borrowing from family or friends
Borrowing from moneylenders
Trade credit
Retained profit
Internal savings
Working capital
Sales of assets
Short-/long-term loans
Line of credit
Promissory notes
Credit cards
Overdraft
Corporate bonds
Seed capital
Angel finance
Venture capital
lPOs
Factoring
Invoice discounting
Inventory financing
Capital leasing (hire-purchasing)
Operating leasing
Grants
Interest subsidies
Credit guarantee schemes
Loan insurance schemes
Loan schemes

Internal financing

Debt financing

Equity financing

Asset-based financing

Leasing
Government grants and subsidies

Source: Authors.
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angels, venture capital and initial
public offerings (IPOs). Asset-based
financing is also used by SMEs
whereby funds are obtained by
pledging part of the firm's assets as
collateral or as the primary source of
repayment (Berger and Udell, 2005).
The most common types of assetbased financing are factoring, invoice
discounting and inventory financing
(Business Owners Toolkit, 2012a).
Additionally, SMEs often use leasing
as a way to financing new equipment
like machinery or motor vehicles.

A summary of the various SME
financing sources discussed above
are provided in Table 1 above.
The present financing structure of
SMEs in Sri Lanka consists mainly of
the development financing institutions
(DFIs) and licensed commercial
banks. DFIs such as DFCC Bank and
NDB Bank often offer medium- to
longer-term, project-based funding for
SMEs, and are often the Partner
Financial Institution (PFI) for
numerous concessionary loan
schemes refinanced by aid donors.

Several commercial banks also
function as PFIs in implementing
donor-funded as well as governmentfunded SME credit schemes, in
addition to providing their own
schemes aimed at SMEs. In addition,
equity market, debenture market and
venture capital act as supplements in
SME financing, but have very limited
reach. Recent venture and angel
finance initiatives like the Lankan
Angel Network have begin to gain
ground, but are largely limited to the
Western Province.

4.2 Access to Finance Gap - Exploring the International Evidence
Against this backdrop, SMEs
consistently cite lack of access to
finance as a severe handicap
(UNESCAP, 2009a). While the gap in
financing SMEs is significant both in
developed and developing countries,
some differences do exist. A survey of
SME financing by the OECD (2006)
indicated large financing gaps in both
OECD and non-OECD countries, but
the situation was more acute in nonOECD countries. Further, there were
significant differences between OECD
and non-OECD countries on the
matter of debt financing. While only 30
per cent of the firms in the OECD
countires felt a gap existed in debt
financing, 70 per cent of non-OECD
countries felt this. This suggests
underlying weaknesses in the
banking sector - the main provider of
debt financing - in dealing with small
firms in non-OECD countries. Park,
Lim and Koo (2008) confirm this, and
further explore the disadvantages in
SME financing due to the lending
policies of commercial banks, the
most important source for SMEs'
external financing. A survey
conducted by Beck, Demirgüç-Kunt
and Peria (2008) confirm this by

14
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showing that in developing countries,
commercial banks require more
collateral for small business loans
and charge higher interest rates than
those in developed countries,
regardless of firm size. Their findings
imply that the transaction cost in the
commercial banks of developing
countries is high, adding further
challenges for SME financing in such
countries.
According to a 2009 Asian
Development Bank survey of SMEs in
13 countries, obtaining capital is the
top constraint for firm formation and
growth (ADB, 2009). There are a
multitude of reasons for this, and
these reasons in the Sri Lankan
context are explored later in section
6. But Sri Lanka is not an outlier in its
access to finance problems. As
ESCAP (2012) observes, "although
most of the governments in the AsiaPacific region have formulated wellstructured policies and placed welldeveloped institutional financing
agencies on the ground to meet the
needs of SMEs, there is a gap in the
actual implementation of these
policies. Bank management may not
appreciate the dire need that SMEs

have for cash. Banks may be willing
to help but their SME clients get lost
in the shuffle as bank management
caters to larger, wealthier customers.
Unfortunately, the SME-banker
relationship may then become
adversarial, further defeating the best
intentions of policy makers. Part of
the intransigence often lies with the
owner of the SME, who may not be
able to communicate effectively with
the banker or present their needs in a
way that would give incentives for the
bank to cooperate".
Historically, SMEs around the world
have frequently had difficulties in
accessing finance. The recent global
financial crisis, however, intensified
this challenge. According to an
Economist Intelligence Unit (EIU)
survey report on access to finance
among SMEs,14 45 per cent of
respondents from the Asia-Pacific
region say that the availability of
finance has deteriorated in the
aftermath of the crisis. According to
the IMF, lending to the sector has
fallen much more sharply than it has
to larger companies.15 The stresses
and pains of SMEs owing to the lack
of finance seem to have augmented

Economist Intelligence Unit, ACCA and CPA Australia (2009), Access to Finance for the Small and Medium Sized Enterprise Sector Evidence and Conclusions.
International Monetary Fund (IMF) (2012), World Economic Outlook.
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with the tightening of financial
regulations in the aftermath of the
global financial crisis.
A recent IFC study revealed the
severity of the financing issue faced
by SMEs, particularly in emerging
markets. Approximately 45-55 per
cent of formal SMEs in emerging
markets were found to be unserved
(i.e., they need credit but do not have
access to it) while 21-24 per cent
were found to be underserved (i.e.,
they have access to some credit but
still identify financing as a
constraint).16 The survey also
concludes that only 17 per cent and
32 per cent of small firms in low and
middle income countries,
respectively, had access to a loan/line
of credit from financial institutions,
while the corresponding figure for
high income countries was 50 per
cent.17 Further, the results of the
World Bank Enterprise Surveys
indicate that SMEs in developing
countries are more likely than SMEs
in developed countries to report
access to finance as a major obstacle
for their development.18 According to
the Enterprise Surveys, 30 per cent of
all countries and nearly 35 per cent of
countries in South Asia identified
access to finance as a major
constraint.
ADB (2009) reiterates that the growth
potential of SMEs tends to be more
vulnerable to financing constraints
than large firms. They estimate that
financing obstacles result in an
average decline in growth of 10 per
cent for smaller firms vis-à-vis 6 per
cent for larger firms.
16
17
18
19

20
21
22
23
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4.3 Access to Finance Gap - Exploring the Sri
Lankan Evidence
The access to finance issue certainly
is not a new one in the SME
development discourse in Sri Lanka.
It has been identified in previous
policy documents as well. For
instance, the 'National Strategy for
Small and Medium Enterprise Sector
Development in Sri Lanka White
Paper' (2002) identifies problems
related to finance as the foremost
impediment to SME growth in the
country.19 The report further states
that the lack of SME access to
finance results in a vicious circle
linking financing problems with the
performance and progress of SMEs,
as the lack of finance in turn results in
undesirable outcomes such as the
use of outdated technology, absence
of quality control, and weakening
profitability.20
Several studies by international
agencies have reported headline
figures on the access to finance
problem. The World Bank Enterprise
Survey for Sri Lanka (2011) reported
that among 610 firms surveyed,
access to finance was the secondmost cited 'business environment
constraint' (30 per cent of firms).21
Meanwhile, an IFC micro-study of
2010 reported, "a significant
proportion (40 per cent) of firms
interviewed mentioned that
insufficient access to finance had
been a main obstacle either when
starting or expanding their
business".22

Adding to this body of knowledge is a
recent survey of SMEs in Sri Lanka
conducted by the Institute of Policy
Studies with the National Chamber of
Commerce of Sri Lanka.23 The survey
was conducted in early 2013 via a
semi-structured questionnaire. The
sample was randomly selected using

The access
to finance
issue
certainly is
not a new
one in the
SME
development
discourse in
Sri Lanka. It
has been
identified in
previous
policy
documents
as well.

International Finance Corporation (IFC) (2010), Scaling-up SME Access to Financial Services in the Developing World .
Ibid.
World Bank (2013), Enterprise Surveys.
Task for Small & Medium Enterprise Sector Development Program (2002), National Strategy for Small and Medium Enterprise Sector Development in Sri
Lanka, White Paper .
Ibid.
Survey only covered manufacturing enterprises.
IFC (2010), 'Assessing Private Sector Contributions to Job Creation: IFC Open Source Study', IFC: Colombo.
The sample was randomly selected using NCCSL database of members classified by NCCSL as SMEs. Any selection bias is unlikely owing to the strongly
heterogeneous nature of the enterprises surveyed. All are formally registered businesses.
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NCCSL's database of SME
members.24 The common feature of
the sample was that they were all
members of the Chamber and
formally registered businesses.
Although all respondents come from
this same enterprise cohort, any
selection bias is unlikely owing to the
strongly heterogeneous nature of the
enterprises surveyed. The authors
looked closely at the nature of the
business that each respondent was
engaged in to ensure that the results
aren't skewed towards any one
business type (i.e., wood work, food
processing, etc). This was deemed
not to be the case.

Table 2
Distribution of Respondents by
Province

The survey received 101 responses,
covering all provinces in Sri Lanka
(see Table 2). At the outset, the focus
in the sampling was on enterprises
outside the Western Province, taking
the argument that SME development
in other regions is particularly difficult.
As such, 96 per cent of respondents
were from regions outside the
Western Province.

this survey, 91 per cent of
respondents considered access to
finance as one of the 'top five
constraints' on their businesses, while
half of all respondents considered it
as their 'most significant constraint'
(see Figure 2).

The aim of the survey was to identify
the key issues faced by SMEs in Sri
Lanka. According to the findings of

Province

No.

Eastern

9

Central

24

North Western

24

Uva

11

Southern

10

North Central

12

Sabaragamuwa

4

Western

4

Northern

3

Source: IPS-NCCSL Survey.

The most significant reason for
inadequate access to finance
experienced by most of the survey
respondents was attributed to the
inability of financing development/
expansion plans. Of the respondents

Figure 2
Most Significant Constraints on Businesses as Perceived by SMEs

Lack of access to finance
Lack of access to technology
Lack of access to markets and information
Lack of business development services
Lack of other facilitation services
Other responses

Source: Survey results.

24

who reported they had inadequate
access to finance, 69 per cent said
they had more difficulty in accessing
finance for development/expansion,
while those who stated it was more
difficult to access working capital
were relatively fewer (around 31 per
cent).
According to the survey results,
financial restrictions also contributed
to the tightening of other constraints
on the working of the business. Of the
individuals that participated in the
survey, more than one-third of those
whose employees had not received
any training, credited insufficient
finances as the main reason for it.
The majority of respondents (60 per
cent) noted that formal channels were
their main source of financing (37 per
cent) of which government banks
were the preferred option. Informal
sources were acknowledged by
nearly 40 per cent of all respondents
as part of their financing options, with
the majority coming from friends/
relatives and local moneylenders
(Figure 3). This is not unusual. While
commercial banking plays a key role
in formal SME financing, informal
financing often dominate the financial
sources of SMEs because of the very
nature of their structure and networks
(sole-proprietorships, locally-based,
etc). A report by RAM Consultancy
Services (2005) on SMEs in the
ASEAN region revealed that 75 - 90
per cent of SMEs rely on informal
financing and internal financing.
Hussain, Millman and Matlay (2006)
report that, in China, 15 per cent of
financing needs of SMEs come from
borrowing from friends, relatives and
other individuals while approximately
20 per cent comes from bank loans.
For SMEs examined in our survey, the
most common reasons for using such

The size of the database was 400 members. However the authors acknowledge that this does not capture the entire SME population in these Provinces.
Such information is not available from government census and statistics data owing to SME definition and classification issues.
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sources were listed as high interest
rates and the inability to provide
collateral requested by formal
banking institutions, with seemingly
little relief from development banks.
The unwillingness of formal banking
institutions to serve SME clients, for a
number of reasons, was another
significant motive for using
alternatives. However, the survey
further revealed that 75 per cent of
those currently using informal
sources declared that they would
prefer using formal financing sources
instead.
Two subsequent surveys reinforced
the notion that banks and financial
institutions are not able to suitably

cater to SMEs' access to finance
needs. An IPS survey focussing on
manufacturing-oriented SMEs in the
Western Province, noted that while

Figure 3
Current Sources of Finance for SMEs Reporting Access to Finance
as Most Significant Constraint

Source: IPS-NCCSL Survey.

Figure 4
Access to Finance by Province

Source: IPS-NCCSL Survey.
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only 44 per cent of enterprises
sought access to finance in the last
year (2013), the majority of those that
did (79 per cent), sought it from
commercial banks. Of those that did
not seek finance from formal credit
channels, the second most-cited
reason (19 per cent) for it (the first
being that the enterprise had
sufficient capital) was that 'application
procedures were too complex'. Other
reasons included 'need for formal
registration' (15 per cent), 'interest
rates not favourable' (4.6 per cent),
'collateral requirements were too high'
(1.3 per cent), 'did not think it would
be approved' (2.6 per cent), and 'size
of loan and maturity were insufficient'
(2 per cent).
Meanwhile, a further IPS survey
focussing on women entrepreneurs in
the SME sector revealed very
strongly that support received from
financial institutions to start and grow
their businesses was not satisfactory.
According to male and female survey
respondents from five districts
(Moneragala, Batticaloa,
Anuradhapura, Kurunegala and
Matale), nearly 60 per cent disagreed
or strongly disagreed with the
statement that 'support received from
financial institutions were good'
(Figure 5). Only 20 per cent indicated
satisfaction about the services
received from financial institutions. Of
the 44 per cent of women-owned
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Figure 5
Support Received from Financial Institutions that Helped
Grow the Business

Figure 6
SME Lending by Banks in 2012

Source: Authors' calculations based on Ministry of
Finance and Planning (2013), Annual Report
2012 .25

Source: IPS (2014), 'Female Entrepreneurship and the Role of Business
Development Ser vices in Promoting Small and Medium Women
Entrepreneurship in Sri Lanka'.

SMEs that had applied for a loan in
2013, development banks were the
main source of funding. Furthermore,
of the women SME entrepreneurs in
this survey who had started their own
businesses, only 34 per cent had
obtained finance via bank loans or
local-level finance companies - the
majority (70 per cent) had raised
capital from informal sources like
friends, relatives, neighbours,
spouses, parents, children, siblings,
and also through pawning.

Against this backdrop, it would be
interesting to look at the recent
performance with regard to SME
lending in the Sri Lankan financial
system. Recent trends in SME
banking are certainly encouraging.
In line with Government efforts to
promote the SME sector in recent
years, the banking sector of Sri Lanka
has diverted more attention towards
serving this segment. It appears that
private sector banks have been the
major driver of SME financing in the

country. In 2012, for instance, private
sector banks accounted for 87 per
cent of total SME lending (Figure 6).
Further, SMEs in the industrial sector
have been the recipient of a relatively
larger share of SME loans in 2012,
while SMEs in the agriculture sector
have received the lowest (Table 3).
Very little published data is available
from the individual banks as to their
SME lending portfolios. A closer look
at company Annual Reports along
with key informant interviews revealed

Table 3
SME Loans Provided by Banks in 2012
Bank

Bank of Ceylon
Peoples’ Bank
Regional Development Bank

Agriculture
No. of
Amount
Loans
Rs. Mn.

Industries
No.of
Amount
Loans
Rs. Mn.

Services
No. of
Amount
Loans
Rs. Mn.

Other
No. of
Amount
Loans
Rs. Mn.

12

15.0

356

3354.0

231

2395.0

36

346.0

3247

6869.9

1607

10393.7

1795

4135.5

1227

3643.4
590.0

385

195.0

590

490.0

170

85.0

280

Lankaputhra Development Bank

42

101.3

241

1120.6

39

243.2

31

113.5

Sanasa Development Bank

22

152.0

42

581.0

9

139.0

61

625.0

National Development Bank

370

1725.8

1098

3346.7

380

1132.9

2817

5748.3

DFCC Bank

487

1445.4

2953

13053.6

1017

5981.1

-

-

18362

8986.7

31186

50939.9

9724

19224.5

18210

16362.9

Commercial Bank of Ceylon PLC
Sampath Bank
Hatton National Bank PLC
Nations Trust Bank PLC
Union Bank of Colombo Ltd.
Total

163

894.9

1828

7746.3

215

1074.3

191

1633.4

4364

9323.8

2553

8800.0

4670

13500.0

10397

31000.0
10929.4

132

679.2

537

1129.9

2453

3806.1

8876

2526

756.0

3286

4839.0

1382

2326.0

34873

3680.0

30112

31145.1

46277

105794.6

22085

54042.6

76999

74671.9

Source: Ministry of Finance and Planning (2013), Annual Report 2012.

25

Private sector banks include NDB Bank PLC, DFCC Bank, Commercial Bank of Ceylon PLC, Sampath Bank, Hatton National Bank PLC, Nations Trust Bank
PLC and Union Bank, while public sector banks include Bank of Ceylon, People's Bank, Regional Development Bank Ltd., Lankaputhra Development Bank
Ltd., and Sanasa Development Bank Ltd.
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Very little
published data
is available
from the
individual
banks as to
their SME
lending
portfolios.
some information for a few of the
larger banks. As shown in Table 4, the
levels of SME lending in the total loan
portfolio differs widely from bank to
bank. For instance, the NDB Bank,
originally set up as a development
bank to finance sectors such as SME,
demonstrated only a 10-15 per cent
SME loan portfolio. Meanwhile, the
other development bank, DFCC,
demonstrated an over 50 per cent
average SME lending ratio over the
last four years. Commercial banks like
Nations Trust Bank (22 per cent) and
Sampath Bank (40 per cent) have
been steadily raising their SME
lending as well. Yet, what cannot be

determined from these numbers is
the lending to small enterprises vs.
lending to medium-sized enterprises.
As there is no regulation to report
information in this manner, together
with the added complication of a lack
of a consistent SME definition, this
information cannot be ascertained. It
remains questionable if smaller firms
readily have access to bank financing
or if the funds are concentrated
amongst the more 'medium' end of
the SME spectrum. Additionally, while
the active participation of private
commercial banks in SME lending is
a promising sign, it is unfortunate that
state banks accounted for only 13 per
cent of SME loans in 2012 (Figure 6).
The coverage of the formal banking
system across the country too has
improved, post-war. Among just three
banks - NDB Bank, Commercial
Bank, and Nations Trust Bank - there
was a tripling of the number of
branches in conflict-affected Northern
and Eastern provinces from 13 in
2009 to 38 in 2011. For these banks,
10-15 per cent of all branches are
now in these provinces, which the
IFC (2013) calls 'frontier regions'.
Meanwhile, recent budgets have had
an SME finance focus; the 2012

Table 4
SME Banking Portfolio of Selected Banks26
Bank
NDB Bank
DFCC Bank

(c)

Nations Trust Bank
Sampath Bank
Notes:

2010

2011

2012

10.5%(a)

10.2% (a)

11%(b)

-

(d)

(e)

(d)

(f)

48%

52%

23%(g)

17% (h)

-

-

61%

2013

49%

22%(h)

-

-

(i)

40%

(a) Includes SME and refinance loan portfolio; (b) Refers to total SMEs portfolio as a
percentage of total portfolio; (c) Refers to data pertaining to financial years 2009/2010, 2010/
2011,2011/2012,2012/2013; (d) Refers to SME portfolio as a percentage of total credit portfolio;
(e) Refers to SME portfolio as a percentage of total portfolio; (f) Refers to SME portfolio as a
percentage of total loans and advances portfolio; (g) Includes the SME banking and leasing
portfolio as a percentage of the total loan portfolio; (h) Includes Retail/SME loan portfolio; (i)
SME loans as a percentage of its total loan book.

Sources: NDB Bank, Annual Report 2011; NDB Bank, Annual Report 2012; DFCC Bank Annual Reports,
various years; Nations Trust Bank, Annual Report, various years; Sri Lanka's Sampath Bank
plans My anmar branch, strong credit growth (Online). Available at: http://
www.lankabusinessonline.com/news/sri-lankas-sampath-bank-plans-myanmar-branch,strong-credit-growth/459288551; Banking on SMEs (Online) http://www.island.lk/
index.php?page_cat=article-details&page=article-details&code_title=3450 .

25

Banks have been selected based on the availability of data.
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Budget in particular contained the
most number of SME finance related
proposals in recent years. In Budget
2012, the President announced that
state banks would be requested to set
specialized 'SME Banking Centres' in
several provinces. Additionally, all
banks were required to set up an
Investment Fund Account (IFA) with
the Central Bank of Sri Lanka to
deposit the savings made from two
reductions on taxes on banks corporate income tax from 35 per
cent to 28 per cent and VAT on
Financial Services from 20 per cent to
12 per cent. Banks were instructed to
lend to SME development out of the
funds in the IFA. It was also
announced that interest income from
SME banking would enjoy a reduced
income tax rate of 24 per cent (from
the standard 28 per cent).
Additionally, 50 per cent government
guarantee is given for those banks
providing loans to restructure SMEs
and improve their performance.
Subsequently, in Budget 2013 a
rather intrusive move was
announced, which ordered that any
funds lying undisbursed in the IFA (as
at a stipulated date) would have to be
transferred to the Treasury.

It remains
questionable if
smaller firms
readily have
access to bank
financing or if
the funds are
concentrated
amongst the
more ‘medium’
end of the SME
spectrum.
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5.Supply and Demand Dynamics Driving SME
Access to Finance Challenge in Sri Lanka
5.1 Unpacking the Problem
As alluded to earlier, the challenges
of access to finance broadly includes
four sub-sets of problems, namely,
availability of funds and other credit
instruments, access to loan capital,
cost of borrowing and management of
finances. The problem of availability
of funds is said to owe partly to
'intrinsic weaknesses' within SMEs
and partly to the underdeveloped
nature of Sri Lanka's financial
markets. The lack of venture capital
and equity financing options for Sri
Lanka are said to compel SMEs to
depend mostly on bank loans (aside
from informal sources). The problem
of poor SME access to funds is said
to attribute to factors such as the
inability of SMEs to produce collateral
with proper titles, the lack of
development orientation on the part
of both commercial and development
banks, and the lack of proper skills
among SMEs to make bankable
project proposals. The third problem
of cost of funds is said to attribute
mainly to the high risk credit profile of
SMEs which inevitably lead to high
interest rates being offered to the
segment, while the problem of
management of finances is said to
attribute to several factors including
insufficient equity base, high cost of
finance, over-ambitious business
acceleration, lack of financial
management experience, nonseparation of business and private
expenditure, over-expenditure on
status symbols such as cars, and
unexpected policy changes.27
Sri Lanka currently has a widespread
network of banks covering most of
the rural corners of the country. In
27
28

2011 alone, 194 new branches were
opened across Sri Lanka.28 Hence
the problem of low SME access to
credit is due to reasons that go
beyond merely not having access to
the country's existing banking
network. It has become clear that the
weak SME access to credit situation
in Sri Lanka stems from both demand
and supply-side factors. The authors
conducted in-depth key informant
interviews (KIIs), especially with
senior officials of banking and
financial institutions in the country, to
uncover more insights on this issue.
The following sections take a closer
look at the findings of this.

The problem of
low SME access
to credit is due
to reasons that
go beyond
merely not
having access to
the country’s
existing banking
network.

5.2 Demand-side Factors: SMEs' Intrinsic
Weaknesses
When considering the demand-side
factors, the lack of collateral seems to
be the most significant constraint on
SME access to credit. Financial
sector institutions surveyed observed
that the high non-performing loans
(NPL) ratio of SME customers have
prompted them to demand higher
collateral when giving out SME loans,
in order to cover potential default
losses. Banks assert that although
they have tried alternatives to
collateral-based lending, like cash
flow-based and risk-based lending,
the NPL ratio was higher for such
lending and felt that collateral is
necessary in order to exert pressure
on SME customers to repay their
loans. The banks also expressed a
concern that effective credit

guarantee schemes, which would
ease high default risks of the SME
segment, were not available in Sri
Lanka, but if introduced would
improve the SME credit climate by
allowing banks to lend collateral-free.
The lack of transparency and
financial discipline among SMEs was
considered as the second most
significant demand-side factor. SMEs
are hesitant to fully comply with
preparing financial reports due to the
fear of exposure to government
regulatory matters like taxes. Tax
implications appear to be causing
reluctance among SMEs to disclose
proper financial accounts to banks.
Preparing financial reports based in a
standardized manner is also a

Ibid .
Central Bank of Sri Lanka (2012), Economic and Social Statistics of Sri Lanka 2012.
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challenge for many SMEs as they do
not have dedicated and large
accounting and finance departments.
The lack of proper financial data
makes it virtually impossible for
banks to evaluate the
creditworthiness of SMEs and has
thus constrained the amount of credit
given to the sector.
SMEs often do not have a proper
management or organizational
structure. The enterprise could be
comprised of just a handful of
individuals or set up as a 'one-manshow' with no specific skilled
professionals for financial
management and reporting. This may
be an off-putting characteristic for
banks.
The lack of access to markets, market
information, and effective supply
chains are considered as 'intrinsic
characteristics' constraining SME
growth. This in turn, has an impact on
SMEs' access to finance. The
interviews revealed that this lack of
access to markets, market
information and supply chains have
prevented SMEs from making better
evaluations of critical business
criteria such as their respective
market size and market trends.
This in turn, has made SME business
plans less feasible prompting banks
to refrain from lending to SMEs due to
inadequate and/or poorly-prepared
business plans. The lack of sufficient
knowledge of business practices such
as the effective financial management, business planning, bookkeeping, etc., prevent SMEs from
making bankable business proposals.
Banks have begun making efforts to
address this issue by conducting
training programmes and establishing
special SME centres to assist SMEs
in preparing proposals. However,
certain banks expressed concern that
SME entrepreneurs were reluctant
and unmotivated to gain such skills
despite their clear importance.
Moreover, the banks also believe that
14

there is a strong need for government
attention on this matter, remarking
that the banking sector alone cannot
help address the challenge
sufficiently. The findings of the
interviews also reveal that 'intrinsic
characteristics' within SMEs such as
the lack of proper technology, poor
quality products and labour issues
not only impose major challenges on
SME growth but also make SMEs
riskier than other segments for banks
to serve. This in turn, makes banks
hesitant to lend to SMEs. Necessary
measures need to be taken to
overcome such weaknesses in order
to minimize the risk profile of SMEs
and thus make banks keener on
serving the sector.
The interviews also highlighted the
fact that administrative delays and
difficulties in obtaining permits and
licences from government institutions
enforces problems for SMEs in
obtaining credit because the banks
are unable to provide credit without
proper documentation. Most banks
believe that bureaucratic procedures
need to be reformed so that a
speedier service can be provided for
the SME sector when obtaining
permits/licences.
Our findings suggest that the lack of
proper insurance coverage for the
SME segment is yet another critical
factor limiting SME credit. Banks feel
that the insurance providers of Sri
Lanka seem to have given very little
emphasis to the SME segment as
most SMEs have been unable to
obtain proper insurance coverage.
The high risk profile of SMEs make
banks hesitant to lend to SMEs that
do not have proper insurance
coverage.
The lack of proper management and
leadership plans was found to be yet
another demand-side shortcoming
constraining SME access to credit.
Most SMEs are family run businesses
and there seems to be no second line
of management for these businesses

(especially when the children of the
SME owner are reluctant to take up
the business). The banks are not in a
position to lend to SMEs without a
proper line of management, as any
mishap to the entrepreneur would
mark an end to the business, leaving
banks at a loss.
Accounting firms can play a role in
addressing this by assisting in
financial reporting in the simplest
format in order help SMEs to
overcome the complexity of financial
reporting. The Institute of Chartered
Accountants of Sri Lanka is currently
setting out a simplified version of
accounting system for small
enterprises to assist in financial
reporting, together with the Small and
Medium Practitioners (SMPs) in local
areas.
Overall, banks are of the notion that
SMEs are substantially riskier than
other enterprises and the cost of
servicing this segment is higher.
Recovering non-performing
advances/loans from SMEs is costly
and burdensome. SMEs are also
seen to be more vulnerable to shocks
as they do not possess adequate
financial resources to weather difficult
periods.

The lack of
access to
markets, market
information, and
effective supply
chains are
considered as
‘intrinsic
characteristics’
constraining
SME growth.
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5.3 Supply-side Factors: Limitations within the Banking Sector
The KIIs revealed several constraints
within the financial sector itself that
hinder SME access to credit. Majority
of the banks interviewed stated the
lack of effective government support
and/or incentives given to the banking
sector for promoting SME lending as
a key factor limiting SME credit. The
banks stated that the extremely risky
nature of the SME market makes it
difficult for banks to serve the
segment and that, incentives were
needed to make it worthwhile for
them to serve such a risky market.
This was a surprising observation
given the number of concessionary
and SME-specific loan schemes
available in the market, particularly
those refinanced by the Central Bank
of Sri Lanka or international
development agencies. Banks
expressed their disappointment in the
current refinance facilities provided by
the government as they were found to

be ineffective and unprofitable for
banks. They also felt that the
government needs to take a more
proactive role in providing necessary
credit lines for SME lending. As the
IPS survey revealed, the respondents
cited reasons like poor credit history,
weak past financial performance and
management, and risky/weak market
potential to be the main grounds on
which loans were turned down by
banks. So, clearly, banks do have to
battle significant challenges with
SMEs' credit worthiness.
The lack of staff that is skilled in SME
lending emerged as a critical supplyside constraint. SME lending is a
service that calls for a different kind of
banking approach. A more analytical,
patient, and small business-oriented
banking attitude is required for SME
lending. SME bankers require more
training in handling SME customers

Box 2: Methods and Criteria for Bank Loan Appraisal
There are two major appraisal methods for loan applications -transaction
lending and relationship lending. The main difference between the two
methods is that the former is primarily based on quantitative data (e.g.,
financial statements, bank accounts, credit scores, size of equity, assets
and cash flow prediction) while the latter is based on qualitative data (e.g.,
management skills, leadership, owners' characters, banking relationship,
reputation and quality of human resources). In practice, particularly in
developing countries in Asia and the Pacific, these two methods are often
used by commercial banks in a mixed way to fit in with their unique operating
environment. The World Bank's global survey on the banking sector reveals
that banks consider specific factors in evaluating commercial loan
applications. In general, the following criteria are used: (a) Financial
assessment of the business; (b) Firm's credit history with the bank; (c)
Characteristics of the firm's owner (age, sex, leadership, managerial skills
etc.); (d) Purpose of the loan; (e) Collateral; (f ) Firm's credit history from a

than a normal corporate customer
since SMEs do not possess the
capacity to produce reports on tight
deadlines set out by the banks.
Moreover, it was highlighted that staff
in branches rarely have time to attend
to SME customers as they are
preoccupied with achieving strict
monthly targets. Hence, there seems
to be a lack of staff in banks that can
and are willing to attend specifically to
SME customers and provide a
specialized service to them.
Banks are often ultra-cautious when it
comes to SME clients, owing to
information asymmetry and lack of
understanding. Often, a key reason
for default among the SME segment
is poor credit origination, i.e., credit
evaluation that has not correctly
ascertained the applicant's
background, project potential, and
economic conditions.

Banks are
often ultracautious
when it
comes to
SME clients,
owing to
information
asymmetry
and lack of
understanding.

credit registry; and (g) Size of the loan.
Source: ESCAP, 2012.
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The findings also underscored that
financing facilities provided for the
SME segment in Sri Lanka seemed to
be limited predominantly to loans,
leasing and pawning. The lack of
diverse and innovative banking
products and services aimed at startups and small businesses are limited,
often non-existent, in Sri Lanka's
financial markets. The limited range of
SME-focused or SME-friendly
financial products offered seems to
be a factor constraining SME credit.

The banks also expressed concerns
about the policies adopted by the
government with regard to financial
markets such as imposing credit
ceilings and high interest rates as a
constraint on SME lending. The banks
believe that a favourable financial
environment with less interruption is
needed so that they will be at a
position to follow strategic plans to
promote the SME sector. The cost
and time taken to deal with policy
changes are said to take away time

and effort from serving the SME
market, as most often than not, banks
are found to be preoccupied
responding to ad-hoc policy changes
rather than following systematic plans.
So, as the preceding sections have
amply demonstrated, the access to
finance challenge in Sri Lanka is
multifaceted, and has both demand
and supply features. The paper now
turns to some possible policy
interventions to tackle this.

6. Policy Options
The study now attempts to explore
some policy options in tackling this
issue. This section first provides two
overarching areas, which if addressed
can significantly improve the access
to finance climate for SMEs - reorienting the banking system towards
SME lending and addressing the
information asymmetry that exists.
This section then goes on to put
forward a few specific mechanisms
that could be considered for adoption
and also provides case studies of
interesting mechanisms adopted by
other countries.

6.1 Policy Options - Overarching Measures
6.1.1 Re-orienting Financial
Institutions towards SME
Lending
Banks' discriminatory behaviour
towards SMEs is quite rational. From
their point of view, the scarcity of
credit in most developing economies
(savings-investment gap) means
there is less incentive to seek out
SMEs when larger and more qualified
clients are available. Banks often find

Figure 7
Banker's Traditional Interest in SME Lending

Source: Nanayakkara (2011).
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that dealing with SMEs incur higher
transaction costs because the credit
monitoring process requires more
capacity at the local branch level, and
this is further complicated by the poor
financial management and
accounting systems of many SMEs
that was highlighted earlier. The
underdevelopment of risk
management skills related to SME
lending has contributed to this
continued disincentive among banks
to lend to SMEs.
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Even though there has been a recent
shift in the focus of banks (especially
in Sri Lanka), from large corporates to
a newer, smaller, but yet lucrative,
segment of SMEs, the banking
procedures and practices carried out
by Sri Lankan banks seemed to have
not changed accordingly to best suit
the new SME focus. Nanayakkara
(2011) reckons that the traditional
banking functions practised in Sri
Lanka involving SME financing do not
help in promoting SME lending.29
Nanayakkara (2011) goes on to state
that SMEs, who are most often than
not, unskilled in preparing business
plans find themselves unable to
complete even the first step of the
traditional banking process and often
do not succeed beyond the first step
of the process (see Figure 7). The
high rate of failure of SME
applications at the project viability
stage is said to owe mainly to the
inability of bank staff in accurately
assessing the business proposals as
they lack entrepreneurial skills to
assess the projects.30 Most loan
applicants are start-ups with no prior
financial statements, thus SMEs lack
the necessary records to prove their
financial strength. It remains
questionable if SMEs should be
evaluated based on the same criteria
imposed by traditional banking
procedures.
Given the inability of the traditional
banking procedure to meet the
demands of the SME clientele, the
need to streamline Sri Lanka's
banking procedure to best suit SME
customers is essential.
Banks and other financial institutions
need to develop more SME-friendly
products, services and processes,
develop comprehensive risk
29

30
31

management skills and improve
information transparency.
Increasingly, these institutions would
have to move towards offering nonfinancial assistance to SMEs as well helping them with capacity-building to
enhance their profitability. It is with
this in mind that Budget 2012
proposed a special SME bank branch
(known more commonly now as 'SME
centres') to be set up by each state
bank in all districts. This has already
commenced with the specialised
SME Banking Centres set up by
Peoples’ Bank. Even though these
measures were taken in the right
direction, the effectiveness of it is
uncertain. Interviews conducted by
IPS with leading banks unveiled the
difficulties faced by such banks in
establishing SME centres. The banks
(including state banks) revealed that
they are constrained by the lack of
financial and human resources to run
these SME centres.
Sri Lanka's recent efforts can learn
from the examples in Pakistan and
Malaysia. The SME Bank of Pakistan
offers a range of business
development services in the areas of
marketing, accounting, product
design and business planning. The
SME Bank in Malaysia (also known
as the Bank Perusahaan Kecil &
Sederhana Malaysia Berhad)
provides advisory services to SMEs including entrepreneurship-training
programmes to complement loan
products.31

6.1.2 Improving the BankSME Relationship
Despite successive efforts of
governments to increase availability
of bank loans to SMEs, the lack of
understanding between banks and

Banks and other
financial
institutions need
to develop more
SME-friendly
products,
services and
processes,
develop
comprehensive
risk management
skills and
improve
information
transparency.
SMEs often holds this back. For
instance, banks may not appreciate
the SMEs' dire need for quick capital,
while SME owners may not
understand bank policies and
procedures when it comes to SME
lending and mitigating risk. While
SME development practitioners and
policy makers may craft certain
programmes and strategies, their
efforts may be frustrated when
applied in practice. PFIs and other
intermediaries may lack either the
incentive or the competence to build
and sustain bank-SME relations.
Banks may often be more interested
in focussing on their standard loan
products rather than special SME
ones. To bridge these gaps,
communication and awareness
creation are important, for both SMEs
and banks on a sustained and
ongoing basis. For example, a

Nanayakkara, G. (2011), "Enhancing the Capacity of Banks to Shaping Development of SMEs". In: Association of Professional Bankers Sri Lanka. 23rd
Anniversary Convention 2011: Banking Foresight- Shaping Integrated Development.
Ibid.
Bank Perusahaan Kecil & Sederhana Malaysia Berhad (2012),"Corporate Info", Kuala Lumpur. Available at www. smebank.com.my/web/guest/home.
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research programme has been
conducted in Sweden since 1999 to
foster better relationships between
banks and SMEs through interactions
and information exchange between
the two groups: (a) banking
representatives, SMEs, auditors and
tax authorities; and (b) academic
representatives32 (European
Commission, 2007). Another example
involves the SME Centre for Asia in
the Philippines, which provides a
training framework for financial
institutions dealing with the SME
sector, comprising seminars, exhibits
and a venue for banks to build
linkages with SME entrepreneurs .33
As part of the National SME Policy's
access to finance pillar or a future
SME development programme of an
aid donor, there can be a
comprehensive training and capacitybuilding module that is implemented.
It is recommended that such a
module must include the following
components: 1) researching and
identifying the training needs and
existing knowledge materials (locally
and globally); 2) Adapting suitable
training materials and preparing
training modules; 3) pilot testing/field
testing of training packages with a
sample of selected banks; 4)
conducting training-of-trainers
programmes and building training
capacity within the banks itself; 5)
make training material freely available
online and/or offer a structured online
e-learning course to reduce
manpower and financial costs of
scaling up training island-wide.

6.1.3 Reducing Information
Asymmetry
One of the main underlying drivers of
the access to finance challenge for

SMEs is the asymmetry of
information, which impinges on the
banks' ability to discern the
creditworthiness of SMEs. On one
hand, it is too costly and inefficient for
individual lenders (banks) to collect
this information while on the other,
SMEs usually lack financial
administrative skills to provide this
information, or may even lack the
basic knowledge about what type of
information should be prepared. This
creates somewhat of a market failure.
Addressing this can be a two-step
process that happens simultaneously.
Firstly, SMEs need to learn to get
better at providing the kind of critical
information that banks need when
making assessments about
creditworthiness. This goes back to
the discussion on 'SMEs' intrinsic
weaknesses' like transparent
bookkeeping, credible accounting,
business planning, etc. The help of
banks, regional chambers of
commerce, as well as national
accounting and auditing bodies can
help in this. The government, along
with national accounting bodies like
CA Sri Lanka would need to look at
the regulatory climate related to
SMEs accounting, and see what
bearing does changes to accounting
standards adopted nationally and
internationally have on SMEs.
Policy intervention is also required to
ensure that banks and financial
institutions are more transparent and
responsible in their lending terms and
conditions. At several Private-Public
Dialogues (PPDs) hosted by The Asia
Foundation that IPS participated in,
many SME owners cite the difficulties
they have with understanding the
"small print" of the loans they
obtain.34 This was especially true of

SMEs in the North and East. Due to
years of conflict and isolation, many
potential borrowers in the North and
East struggle with lower levels of
financial literacy than borrowers in the
rest of the country. Throughout the
PPDs, many of the participants were
often unable to understand the
nuances of interest rate calculations
and payment formulas, and accused
the banks of imposing "hidden
interest rates". Much of this is
attributable to the lack of
transparency in some banks' lending
practices, and is a clear case for
simplifying the procedural aspects of
SME banking, while safeguarding the
interests of the banks.
The second aspect of this is the need
to introduce mechanisms like SME
credit scoring, which will be dealt with
in the next section.

Due to years of
conflict and
isolation, many
potential
borrowers in
the North and
East struggle
with lower
levels of
financial
literacy than
borrowers in
the rest of the
country.
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European Commission (2007), Transparency and Dialogue: Final Report, Enterprise and Industry Publications. EC: Brussels.
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SME Centre for Asia (2011) , "Programs & Services’, Makati City, the Philippines. Available at www.smecenterfor asia.com/programs-services.
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Wijesinha, A. (2010), 'Access to Credit: Critical Issue for Conflict-Affected Enterprises', Talking Economics, http://www.ips.lk/ talkingeconomics /2010/10/07/
access-to-credit-critical-issue-for-conflict-affected-enterprises.
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6.2 Policy Options - Specific Mechanisms

banks with trade information and
probability of default of a company.

6.2.1 Credit Guarantee
Schemes

In Thailand, the Small Business
Credit Guarantee Corporation
(SBCG) is responsible for the Small
Industry Credit Guarantee Fund that
provides credit guarantees to
unsecured parts of a loan. Three
guarantee schemes are functional - a
normal scheme which guarantees
unsecured loans between 10-40
million baht, a risk diversification
scheme where financial institutions
and SBCG share the risk of loans
provided, and a loan guarantee
scheme which guarantees up to 10
million baht and payment of up to 10
million baht for a term of 7 years.

A key characteristic of SME lending is
the relatively higher level of risk and
transactions cost. An IFAC-Banker
survey found that lenders do not
value information industry trends and
clients' business plans nearly as
much as they do cash flow
statements, collateral and transaction
histories.35 As Storey (1994)
observes, SME lending is
characterized by asymmetric
information; principal-agent issues;
higher objective risk; costly
monitoring; etc. In order to deal with
these challenges, specifically credit
risk and information asymmetry, a
tool often used is Credit Guarantee
Schemes (CGS). This helps to
dampen the risks associated with
SME lending by sharing it between
the government, the lending
institution and the borrowing firm.
Rather than successive rounds of
concessionary credit lines, CGS are
regarded as long-term mechanisms
for SME support by cushioning banks
from the risks associated with lending
to small businesses. These schemes
help entrepreneurs to secure both
short-term and long-term credits with
less collateral or even without
collateral. Another policy objective of
the schemes is to provide an
opportunity for banks to learn more
about SMEs - their problems and
operations - and to help improve
handling of their SME loan portfolios.
Through their direct association with
SMEs, financial institutions can
gradually learn how to lend
independently to SMEs.

As uncovered during the KIIs with
bankers - and is no doubt a common
feature globally - inadequate
collateral is a serious issue for
lending in the SME sector in Sri
Lanka, because banks are traditional
and risk averse in their lending, and
are strongly collateral-conscious.
CGS has the objective of absorbing
part of the loss resulting from the
default of a bank loan. It reduces the
risk of a lender, serves to improve the
supply of credit, and facilitates the
smooth operation of the loan market.
The interviews conducted by IPS with
the banking sector of Sri Lanka
confirmed the notion that the banking
sector is dissatisfied by the credit
guarantee schemes (CGSs) that have
been introduced in the past. But they
unanimously agreed that a profitable
CGS has the ability to bolster SME
access to finance.
Against this backdrop, it is useful to
look at some examples of CGS from
the Asian region, particularly
Malaysia, Thailand, India, Pakistan
and Korea.
In Malaysia, the CGS offered by the
Credit Guarantee Corporation (CGC)
enables viable SMEs without or with
minimal collateral and no track
record, to gain access to financing
from financial institutions.36 Further,
the SME Credit Bureau established in
2008 by the CGC (and supported by
Dun & Bradstreet, UK) enables SMEs
to be aware of their own credit
standing and identify critical areas for
improvement that will enhance their
creditworthiness. It also provides

In India, the Small Industries
Development Bank (SIDBI) has a
credit guarantee scheme that
provides financial and deferred
payment guarantees to its MSME
customers. SIDBI, together with
India's Ministry of MSMEs has
created the Credit Guarantee Fund
Trust for Micro and Small Enterprises
(CGTMSE). This fund encourages
lending institutions to emphasize the
firm's project viability and extend
credit based on primary assets rather
than secondary collateral. Thus,
CGTMSE covers collateral free loans
up to 1 Crore (approx. US$ 200,000)
to new and existing SMEs and also
provides rehabilitation assistance to
the lender, should factors go beyond
management's control.
In Pakistan, the SME Credit
Guarantee Fund (CGF) incorporated
in 1984 as a public-private
partnership company operates as a
subsidiary of the Small and Medium
Enterprises Development Authority of
Pakistan. The fund was initially
endowed by pooling equity

35
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investment of Pakistan Rs. 10 billion
by the Government and partner
banks on a 1:1 basis. Funds are
invested in deposits and securities
and returns are used to meet the
operational expenses and offset
subrogation losses. The upper limit of
guarantee exposure may be up to 10
times that of the endowment fund
(e.g., Pakistan Rs. 100 billion). The
Pakistan CGF operates different
schemes - some offer guarantees
with as much as 20 per cent required
from the SME as collateral to zero per
cent from the SME depending on the
specific needs of disadvantaged
regions and sectors.
Korea has what is widely regarded as
one of the most successful CGS in
Asia. Korea established the Korea
Credit Guarantee Fund (KCGF) (later
renamed as Korea Credit - KODIT) in
the very early stages of SME
development. To capitalize the KCGF,
the government enacted the Korea
Credit Guarantee Fund Act,
mandating that all banks in Korea
contribute 0.5 per cent of their
outstanding loans to the fund
(reduced to 0.225 per cent in later
years). SMEs approach KODIT to
obtain a guarantee on a potential loan
from a commercial bank, after which
KODIT analysts conduct an
assessment of the application
(creditworthiness check, site visit,
interview with entrepreneur, etc.),
issue a credit rating and offer a
certain loan guarantee percentage
(could be as much as 90 per cent).
The ceiling of the guarantee could be
up to US$ 3 million, and in some
special cases up to US$ 7 million (in
sectors designated by the Financial
Services Commission of Korea in line
with government policies to promote

exports, green growth projects, etc.).
KCGF's success is evident in the
increase in loans to SMEs, from 35
per cent of total loans prior to 1975 to
77 per cent at present.37 Meanwhile,
to further strengthen SME lending at
the 'Bottom of the Pyramid', the
government introduced 16 regional
Korea Credit Guarantee Foundations
(KCGFs) since 1996, followed by the
Korean Federation of Credit
Guarantee Foundations in 2002 to
provide re-guarantee services to the
KCGFs. The 16 KCGFs assist in
providing finance for promising micro
and SMEs as well as consulting
services to address technology and
managerial skill needs.
There is an urgent need for Sri Lanka
to establish a CGS and a national
institution for it - an SME Credit
Guarantee Fund (SCGF). The
institution ought to be separate from
the Central Bank of Sri Lanka and
function independently. Capital
(funding) for it can come in part from
the government and in part from
private commercial banks. The SCGF
ought to have multiple regional
branches to cater to SMEs where
they are located and in line with the
government vision of developing
'lagging regions'. Like in KODIT and
other examples, qualified analysts,
ideally graduates from a business
administration or management

background, must staff it. The SCGF
can provide between 75 - 90 per cent
of loan coverage for an SME seeking
a loan facility, which is offered
following a credit rating exercise done
by it and possibly also using credit
information from the Credit
Information Bureau that already
exists in Sri Lanka.
Moreover, a critical aspect that
determines the success of CGS - and
particularly evident from the Korean
case - is that the system must be
supported by an adequate branch
outreach and human resource
capacity. Without these, the ability to
attain a reasonable portfolio scale
and the ability to fully assess loan
applications is limited. As suggested
by Oehring (1995), credit guarantee
schemes will only function
successfully on the existence of
certain factors: (i) if they are part of
the national private sector (including
banks); (ii) if there are no restrictions
regarding the origin of funds used for
the scheme; (iii) income from fees
and investments cover the cost of
running the scheme; (iv) guarantees
are granted only to financially sound
projects and companies; and (v) the
schemes consist of backup programs
that provide training, professional
advice, and other services.38 These
must be incorporated into any design
of a CGS in Sri Lanka.

6.3 SME Credit Scoring and Credit Information
The credit history of SMEs is an
important piece of financial
information that can help bridge the
information asymmetry and default
risk problems that often drive the
access to finance challenge.

IFC (2010) defines credit scoring as a
mathematical technique that uses
historic credit data to predict a future
outcome, typically the probability of
default.39 Wells Fargo, a leading bank
in the United States, pioneered the

37
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use of credit scoring systems for
SMEs in 1992.40 The automated
credit reports and scoring enabled
the bank to provide a cost-effective
service to its SME clientele. Credit
scoring involves the process of
granting a score to an individual/
individual business based on
parameters such as length of time in
business, nature of business, length
of time with bank etc. The traditional
banking process as depicted in
Figure 7, typically involves banks
evaluating the creditworthiness of
SMEs based on financial data. As
discussed in the previous sections of
the chapter, asymmetric information
due to the lack of proper financial
data with regard to SMEs make it
impossible to evaluate their
creditworthiness based on traditional
appraisal methods. Hence the credit
scoring method can be used to
evaluate the creditworthiness of
SMEs and can help in overcoming
information asymmetry.
The process of SME credit scoring
typically consists of a number of
factors: a comprehensive assessment
of the overall condition of an SME; a
review of the financial condition and
several qualitative factors that have
bearing on the creditworthiness of an
SME (e.g., management skills; and
reputation and goodwill); a composite
appraisal/condition indicator and size
indicator; classification of an SME,
based on industry and size, for
comparison against peers;
characteristics of leadership quality;
and tools that enhance the market
standing of an SME among trading
partners and prospective customers
(e.g., technologies, patents,
production facilities, knowledge,
distribution channels, etc.).

40
41

42

These models are already prevalent
in the East and South East Asian
region. A study showed that more
than 70 per cent of financial
institutions surveyed in ASEAN
economies have implemented some
form of rating or scoring for SME
loans. Banks in some ASEAN
economies were able to increase
loans to the SME sector by 61 per
cent by 1995 since the introduction of
credit scoring in 1992.41
The KIIs conducted with banking
sector officials in Sri Lanka
underlined the fact that the top
management of banks was aware of
such innovative tools. Yet, what
seemed to be lacking was the
confidence to courageously embark
on such schemes due to the typical
risk-averse nature of Sri Lankan
banks. Even though it is unlikely that
Sri Lankan banks would rely solely on
a credit score to make a lending
decision, these models can be
deployed as a pre-screening tool to
determine which applications to
investigate more thoroughly and
which applications to reject
completely. They could reduce the
average time spent on processing
applications and the cost of
acquisition - two key factors that limit
banks from lending to the SME
segment.
However, it should be kept in mind
that several challenges which are
unique to developing countries make
the execution of credit scoring
challenging. The 'Access Finance'
Newsletter (World Bank, 2006)
identifies four challenges in adopting
Small Business Credit Scoring
(SBCS) in Developing Countries:42

1. Limited availability of timely,
accurate and reliable data in credit
bureaus and similar data registries
2. Poor record management and MIS
systems in financial institutions
3. Significant investment cost to
develop SBCS tools
4. Bank's reluctance to share
information on SME customers
among peers.

A possible jump start developing
countries can employ is the 'pooleddata' model, by obtaining detailed
SME portfolio data from a number of
lenders. This method is a low cost
alternative to custom built models.
Recent research by the World Bank
and the Fair Isaac & Company in
several Latin American countries
such as Colombia and Mexico,
demonstrates the feasibility of such
pooled data SBCS solutions.
In terms of structuring a credit rating
scheme, Sri Lanka can learn from
neighbouring India. India's
Performance and Credit Rating
Scheme, a program that rates small
scale industries was formulated in
consultation with the Small Industries
Associations, the Indian Banks'
Association and various credit rating
agencies including Credit Rating and
Information Services of India
(CRISIL), Investment Information and
Credit Rating Agency of India Limited
(IICRA India), and Dun and
Bradstreet. The rating agencies
combine an evaluation of the
performance and creditworthiness of
the enterprise and include
parameters that measure operational,
financial, and business and
management risks. Even though each
enterprise is responsible for paying

Ibid .
UNCTAD (2001), Improving the Competitiveness of SMEs in Developing Countries: The Role of Finance to Enhance Enterprise Development, New York and
Geneva, 2001.
World Bank (2006), Access to Finance Newsletter.
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6.4 Business Development Services to Address
Access to Finance Challenges

the special "small-scale industries
fee" set by each credit rating agency,
the Ministry of Micro Small and
Medium Enterprises subsidizes 75
per cent of the fee charged. Further,
the Ministry funds an initiative to
create awareness amongst MSMEs
about the strength and weaknesses
of their existing operations and
provides them an opportunity to
enhance their organizational
strengths. The ratings have improved
access to banking finance by at least
20 per cent of rated clients, and
collateral requirements have
decreased by 10 per cent of rated
cases.43
Businesses with both the highest
operating performance and financial
stability are entitled to a reduction of
100 basis points (1 per cent) from the
annual interest rate on their borrowing
if they participate in the credit rating
scheme, while those with strong
performance and stability are
rewarded with a reduction of 0.5 per
cent (Petkar, 2010).

As highlighted in Section 5.2, SMEs'
intrinsic weaknesses are a key
contributing factor to their access to
finance problem. By addressing these
weaknesses through provision of
advisory services, SMEs could better
understand how to approach banks,
cater to bank's requirements, and
securing financing. By seeking
support from business development
services (BDS) providers, SMEs can
improve the management of their
business, bookkeeping and
accounting, business planning, etc.,
and be more attractive to banks.
The lack of availability of BDS
providers in Sri Lanka was reported
as a top constraint by SMEs. The lack
of access to business development
services limited business operations
in over 40 per cent of SMEs that
participated in the survey conducted
by the IPS-NCCSL (Figure 8).

As a second-best solution, business/
trade associations, chambers of
commerce and federations of
industries, can help SMEs work with
banks to resolve financial and
operational concerns that are holding
loan approvals back. Meanwhile,
banks themselves may want to
engage in some BDS activities as
well. For instance, the newly
established SME Banking Centres of
People's Bank attempts to do
precisely this.
In providing BDS, BDS providers as
well as banks and financial
institutions should consider the
following elements:
(a) improve management and
operational systems to enhance
transparency and governance
(b) address gaps in bookkeeping/
accounting
(c) assist SMEs to develop
bankable business expansion
plans

Figure 8
Lack of Business Development Services by Economic Sector

Lack of BDS top constraint

% of respondents

Lack of BDS a constraint

Agriculture

Manufacturing

Services

Source: IPS-NCCSL Survey.

43

IFC ( 2010), Scaling-up SME Access to Financial Services in the Developing World .
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(d) guide SMEs on financial,
taxation and other regulatory
compliance matters.

If the government is keen on
embarking on programmes to boost
BDS provision, a useful model to look
at is the EMPRETEC capacity
building programme established by
UNCTAD. EMPRETEC - the Spanish
acronym for emprendedores
(entrepreneurs) and tecnología
(technology) - addresses the
business development requirements
of SMEs with the aim of making them
globally competitive. The entrepreneurship training workshops

conducted under the programme
have helped SMEs improve their
creditworthiness and attractiveness to
potential investors from venture
capital funds and financial
institutions. Meanwhile, a UNDP
programme modelled on similar lines
called Enterprise Africa, encourages
the large private sector companies,
banks and consulting firms, to
support BDS provision for SMEs
through training and post-training
programmes and services. A key
feature of this programme is the
provision of support and capacitybuilding services, and assumes

responsibility for loan referral and
monitoring - thus reducing transaction
costs for partner financial institutions
and improving SMEs' chances of
securing access to finance (UNCTAD,
2001). Additionally, the government
can embed BDS provision in current
government departments as well. For
instance, by installing an SME desk
at Provincial Inland Revenue
Departments, Central Bank Regional
Offices and Industrial Development
Board branches, SMEs can gain
specialised advice on regulatory and
other matters relating to government
services.

6.5 Challenges and Risks in Public Interventions to Improve SME
Access to Finance
In devising suitable SME financing
support strategies, governments must
guard against twin risks. The first,
being the assumption that successive
rounds of concessionary SME credit
lines will solve the problem. And
secondly, being overly zealous in the
government's role in improving the
SME access to finance environment.
Governments have a suite of tools
that they often use to promote the
SME sector - special loan schemes or
subsidized credit, tax breaks or
reduced tax rates, easier access to
land and buildings in industrial parks,
special tariffs for electricity, grants for
technology upgrading, etc. In this
regard, Sri Lanka is no different.
Recent years have seen many of
these being used, for instance cutting
tax rates on SMEs to 10 per cent
(Budget 2011), providing interest free
loans up to Rs. 250,000 for women
entrepreneurs (Budget 2013), and
reducing electricity tariffs for SMEs by
25 per cent (Budget 2015). Among the
most consistent measures used by
governments, however, are those that
relate to SME access to finance.

Governments use both direct and
indirect interventions to promote SME
financing. Direct interventions include
grants, subsidized credits, refinance
schemes, special loans by state
banks, etc. Indirect interventions
include setting mandatory SME
lending ratios, instituting credit
guarantee schemes, setting up new
financial infrastructure for SMEs to
raise capital (for instance, a special
SME board on the stock exchange),
and using SME-mandated public
institutions to build SME capacity and
creditworthiness.
However, direct public interventions
are not always a panacea. With
concessionary loan schemes and
subsidized credit programmes it is not
easy to ensure that the financial
support reaches the targeted SME
group. This is especially difficult when
the target group cannot be well
defined, like in Sri Lanka's context
where no consistent definition for
SMEs exists and no database of
SMEs is available. Hence, any public
interventions could end up being
costly, poorly funded, and have sub-

par impact. Moreover, government
refinanced SME loan schemes
administered through private PFIs
may not reach lower-level SMEs if the
incentives of the PFIs are misaligned.
These PFIs would pay more attention
on selling their own proprietary loan
products than a loan product of a
multi-bank programme.
While recognizing the desire of the
government to provide concessionary
SME lending, it is important to guard
against potential distortions it could
bring to the financial markets.
Government intervention should be
carefully designed so as to avoid any
disincentive for private sector
providers of financial services to
serve the SME segment.
Mandatory lending ratios for SMEs -another tool used by governments -may be well intentioned, but may not
have the desired effect. While it would
certainly nudge more banks towards
more SME lending, it might also have
perverse effects. It may encourage
riskier lending by some banks that
are less prudential, just to meet the
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mandatory ratios in the absence of
good projects. It may also result in
banks choosing somewhat less risky
"medium" segment firms and lending
large volumes to a few firms in this
segment, just to meet the mandatory
ratio.
Setting up state-owned and funded
specialised SME banks may not
necessarily solve the SME finance
problem either. For instance, although
Sri Lanka set up the specialised 'SME
Bank', it was poorly capitalized and
poorly managed and was later
merged with Lankaputhra
Development Bank (LDB).
Subsequently, LDB has not been able
to make a significant mark on the
SME lending landscape. Plagued by
delinquent lending of the SME Bank
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which it merged with, and continued
practices of non-prudent politicallymotivated lending, has led to very
high non-performing loan ratios (from
19 per cent in 2009 to over 45 per
cent by end 2013). As warned by IFC
(2011b), "the failure of many state
banks can be also explained by
political interference, excessive risk
exposure due to irrational
development goals and internal
operational inefficiencies". More
generally too, many state banks have
fared less impressively than private
banks when it comes to SME lending.
In fact, during the last two years
lending by private banks to the SME
sector has outpaced that of state
banks by around seven times.
The guiding principle of government
intervention in SME financing should
be ensuring that financial
intermediation is efficient and works
for SMEs. For this, it must properly
identify the market failure. If the
market failure is in the form of
asymmetric information for instance,
the appropriate intervention could be
to push through an SME Credit
Guarantee Fund and/or SME Credit
Scoring schemes. Undoubtedly, a
less distortionary public intervention
to the SME financing problem would
be a well-structured and adequately
capitalized credit guarantee fund,
similar to the KODIT of Korea. But in
the absence of a suitable privatepublic partnership approach, the
mechanism may not attain the
necessary scale or effectiveness. The
banking system must contribute to
capitalize the fund at the start, and
continue to make small contributions
throughout the lifespan of the fund.
The fund must be professionally
managed and investments made
prudently. Its fund must not be set up
as a fully government-owned entity,
or as a scheme under the Central
Bank (like in the case of previous

credit guarantee schemes), but rather
as a separate company.
Overall, the role of the government or
the nature of public intervention in
SME financing should be to create a
good enabling environment that
incentivizes financial providers to
provide financing options that meet
SME needs. Meanwhile, the
government can facilitate SME
promotion agencies, banks, and other
stakeholders in the SME space to
provide capacity building and training
for both financial institutions as well
as SMEs to improve the bank-SME
relationship to address the issues on
both the supply and demand sides as
highlighted in Section 5.
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ensuring that
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intermediation
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7. Concluding Remarks and Way Forward
A unique contribution of this paper is
that it puts forward a new way of
looking at the access to finance
challenge for SMEs. This 'Twin-Pillar
Approach to Access to Finance'
argues that improving access to
finance for SMEs is a case of
improving 'availability' on one hand
and improving 'bankability' on the
other. 'Availability' refers to ensuring
that funds are available for SMEs to
borrow - enhancing overall private
sector credit, expanding lending
volumes to SMEs, and providing more
and more funding lines and special
credit schemes for SMEs. These are
often influenced by the overall
monetary policy of a country, liquidity
levels in the market, level of
borrowing by the state and credit
availability to the private sector, and
the number and nature of SME loan
schemes with lower interest or
concessionary terms. This first pillar
was not the main focus of this present
paper. It largely focussed on the
second pillar - 'bankability'. This
stems from the understanding that a
flush of SME credit alone is not
enough. It has to do with things that
improve the climate for SMEs to
borrow and addresses questions like
- are there a good reach of SME
branches? Are there specialized
branches dealing with SMEs? Are
banks genuinely oriented towards the
unique banking needs of SMEs? Are
there mechanisms to bridge the
information and risk asymmetry
between SMEs and banks, like credit
guarantees and credit scoring? Are
there schemes to improve SMEs’
financial management and ability to
develop bankable business plans?
Overall, the second pillar of
'bankability' is about improving banks'
approach to SME lending as well as

improving SMEs' ability to approach
banks.
This paper has attempted to explore
the current evidence on the access to
finance problem faced by SMEs in Sri
Lanka; the questions around what
limits access to formal finance
(particularly bank lending) for SMEs;
and possible solutions to tackle the
challenge. The findings of the survey
and our interviews suggest that the
difficulties in access to credit for
SMEs in Sri Lanka owe both to
shortcomings within SMEs as well as
shortcomings in the financial system
and the overall access to finance
enabling environment. The former is
driven by poor knowledge on financial
management, poor financial literacy,
lack of transparency in SME
management, etc., while the latter is
driven by a highly risk-averse banking
system, lack of understanding on
genuine SME-oriented banking
practices, and insufficient
mechanisms to improve information
asymmetries in SME banking. Even
though the steps taken in recent
times by both the Government and
SME lenders are steps in the right
direction, it appears that much more
needs to be done.
This paper has not attempted to
provide any assessment of the
efficacy of ongoing or completed
concessionary SME loan schemes
offered by the government or by
international development agencies
in partnership with local banks.
Previous IPS publications like
Williams (1999) have for instance,
evaluated the impact of World Bank
credit schemes on small and
medium-scale industries in Sri Lanka.
This approach in this paper was
intentional. The paper focussed on

the need to look beyond the typical
SME finance 'quick fix', the go-to
policy tool, which is the
concessionary SME loan scheme.
The paper has argued for the need to
approach SME access to finance
from a much more holistic viewpoint an approach that calls for improving
the overall context that underpins
SME lending.
As this paper has discussed, the
dynamics driving the problem are
multi-faceted, and arise from both the
supply and demand sides. Both
dimensions must be addressed
simultaneously. The Government,
together with the financial sector,
should create an enabling
environment for SME lending in the
country through innovative initiatives
like a Credit Guarantee Fund and
Credit Scoring, for instance. The
banking sector needs to boldly adopt
more SME-friendly banking
approaches. Both of these will go a
long way in addressing the lack of
trust that is looming large in the
minds of both banks and SMEs in Sri
Lanka. Meanwhile, support must be
lent to SMEs to ease their 'intrinsic
weaknesses' that lead to a
disadvantaged position in accessing
formal finance.
As Sri Lanka aims to achieve rapid
growth over a sustained period in an
inclusive manner, the contribution of
SMEs to the growth process is
paramount. By tackling the SME
access to finance problem in this
holistic manner, much more progress
can be made in improving the ability
of SMEs to find the finance they need
to start, run, and grow their
businesses and make a stronger
contribution to growth and
development in the country.
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