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Table 1: Outline of Development Challenges and Recommended Strategies

Development challenges and
strategies

Background/ factors

Present status and issues . .
affecting the issues

Progress of activities under the current
development plan

Projects/ programs provided by
foreign donors

Expected benefits

SMEs in local-resource based industries incl. furniture, export general merchandise, and processed food industries

Enhancement of international

competitiveness

- Creative product development
and marketing capability

Strong competitive

pressure in both domestic

and export markets. The Severe competition

small shares of Philippine especially with Chinese

products in the major products, produced in big

export markets. scale at lower costs.
Philippine needs to maintain
their unique position by
offering niche products,
because of difference in
production scale.

Advanced management
techniques are not
commonly used, since most
of the businesses in the
sectors have been started
with side-work of house
wives.

and production management
capability

- Trade fairs, local & International (In

operation. Highly appreciated.)

- Permanent display corners (Planned

but not implemented)

- Support for market survey abroad (In

operation)

- Design workshop (Practiced in the

past. Discontinued due to termination
of support of foreign donors)
Buyer-supplier matching (Planned,

- but no in progress)
- Improved business management - Improvement of product design and

packaging (In practice as a program
under PRDCP, but limited budget
and resources)

- Compendium of government training

programs (Completed)

- HACCP awareness campaign (In

operation through National Caravan,
etc.)

- Industry association training program

(Planned, but not implemented)

- Increased export

- Improved awareness on needs for
creative product development
based on market analysis
Increase in the level of Philippine

- designers

- Increase in value added of the
products
- Improve in cost competitiveness

SMEs in the supporting industries of leading industries incl. electronics and automotive industries

Lack of linkages between Promotion of industrial linkages

the local SMEs and the
leading industries in the
Philippines. The leading
industries rely their parts
and service supply to
import or foreign SMEs on business
affiliated enterprises management, production
located in the Philippines. management and

Big gap between the
requirements of the leading
industries and the
understanding of local

- Practical support for
development of parts and
service supply of
local SMEs to the
leading industries

- Buyer-supplier matching (Planned,

but not in progress)

- Expanded supply of parts and
services to the leading industries
Increased linkage with the

- industries other than the leading
industries
Increased parts export




Present status and issues

Background/ factors Development challenges and  Progress of activities under the current

Projects/ programs provided by

foreign donors

Expected benefits

affecting the issues strategies development plan
Lack of SMEs having the - Expansion of basis of the
adequate technique of supporting industries

business management,
production management,
and technologies, which
form the basis to promote
the linkages with the leading

- JETRO "Supporting industry
development" (In practice.

Dispatch of experts)

- GTZ "Dual Education and
Training" (In operation. Nurturing

of technicians)

- Increased linkages with local
industries other than the leading
industries

SMEs based on the limited local demand

Difficulty of SMEs,
particularly of small and
micro enterprises, in
stable operation, growth,
and starting-up new
businesses

Identification and creation of business opportunities

Lack of business - Assistance for diversified - Product commercialization
opportunity. Insufficient managerial problems together campaigns of DOST-developed
supporting system for SMEs  with creation, identification and technologies (In operation)

in assisting them to solve provision of business - Product clinics/ consultation (In
their problems in their opportunities operation)

business start-up and

expansion.

- GTZ "Private Sector Development - Increased import substitution

Program” (Under planning)

- CIDA "Private Enterprise
Accelerated Resource Linkages"
(To be terminated. New program is

under planning.)

- CIDA "Promoting Participation in
Sustainable Enterprises” (In

operation)

- Increased employment

Applicable to SMEs in all sectors

In spite of the high
demand for short-term

Improved accessibility of SMEs to financing

finance, a third of SMEs  Limited SMEs are benefited - Reduction of risk of SME - SULONG Program (In operation.

depends their fund supply from SME finance of the financing Loan performance has increased, but

from the informal sources, formal sector, due to heavy delay in appraisal is increasingly

having the problem of collateral requirement, pointed out

high interest rate. complicated loan - Unified accreditation for rural and
application procedure, and thrift banks (In operation)

SMEs benefited by the ~ high interest rate, etc. - Program implementation which - Credit bureau development (Under

finance from the formal meets the policy needs of SME  planning)

sources, are dissatisfied financing - Equity venture fund establishment

with unfriendly (Under preparation)

application procedure,

and high interest rate, etc.

- JBIC "ISSEP-II" (In operation.

Two-step loan for SMESs)

- SME finance not dependent
heavily on collateral

- Modernization of SME
management, and capacity
building of SMEs to be able to
provide reliable credit information

- Active implementation of SME
financing program by SBC




Present status and issues

Background/ factors Development challenges and
affecting the issues strategies

Progress of activities under the current Projects/ programs provided by

development plan foreign donors Expected benefits

Establishment of an Implementation System for SME Development Plans at the Central Government Level

Policy and measures, and
system for SME
development have been
established already, but

Establishment of a system for
planning, promotion, and

administration and monitoring of

the SME Development Plan

the problem has been how The current system assumes - Establishment of the SMED

to made it work
effectively.

that the SME development ~ Authority as the central
policy planning, organization responsible for
implementation promotion, =~ SME development

and administration and

monitoring are assumed to

be made by specific agency

or organization responsible

for the specific areas.

The coordination among
these agencies or
organizations are made by
SME Core Group in the case
of inside of DTI, and SMED
Council in the case of inter-

Ministrv.

Fund required in - Securing of funds required for
implementing the implementation of the SME
development policy and Development Plan

plan is not ensured yet.

- Reorganization of the SME Core - JICA "Dispatch of SME advisor to - Establishment of SMED
Group as a permanent organization DTI" (In operation) Authority, or reorganization to
within DTI to take responsibility for establish a central organization
SME development (Under responsible for SME development

consideration)

- Funds available for
implementation of SME
Development Plan

- Effective use of programs
provided by foreian donors




Table 2: Summary of Recommended Action Plan

Development Goal

Strategic target

Major consideration in
developing the programs

Development measures

Implementation schedule

2004

2005 | 2006 | 2007 2008 | 2009

Key factors to implement the
development measures
successfully

Local-resource based industries incl. furniture, export general

merchandise, and processed food industries

Enhancement of
international
competitiveness

Creative product
development and
marketing capability

Major focus should be
placed on continuation
and enhancement of the
current support,

*

Enhanced support for trade fair
exhibitors

Design workshop (or product

- Invitation of foreign

L . 1 =1designers who have expertise
considering the high development workshop) desig P
L in the target markets abroad
appreciation of the - —
current assistance _ N N N N N - De5|gr_1 competition gt the
extended for exhibitors 2 | Design competition internationally recognized
of national/international level
trade fairs. * |Market intelligence support
3 BUSineSSSEEdS identiﬁcationand NN NN EE SN NN EEAE NN EEEEEEEEEEEEEEEEE
development
4 |Buyer-Supplier Database EEsaEEEssssEEEEEEEEEEEEESEEEEEEEEEEEEEEEEEEEE
13 Furniture&EXportGeneral AN
Merchandise Industry Support Center
14 Processed Food Industry Support
Center
Improved business  Major focus should be - Foreign support in fund for
management and placed on increase in 5 |Packaging technology development il it il ek e implementation and
production value added of the technological know-how
management products, and Dissemination of production
capability fnalntalrung of Fhe 6 \management for local-resource based .
international price industries
competitiveness through
P L 9 Develop and promote standard
productivity 11 ) : h
- curriculum for technical training
improvement.
13 Furniture & Export General EEEEEEEEEEEEEEEEEREEEEEEEEEEEEEEEEEEEs
Merchandise Industry Support Center
14 Processed Food Industry Support

Center

Notes: [_] Major projects, [_] Measures for development of implementation system,

===« Number of recommended measures and projects refers to the reference numbers shown in Figure 111-2-1.

Continuation of the current projects,




Major consideration in Implementation schedule Key factors to implement the

Development Goal Strategic target - Development measures development measures
p g g devel th p p
eveloping the programs 2004 2005 2006 2007 2008 2009 2010 successfully
SMEs in the supporting industries of leading industries incl. electronics and automotive industries
Promotion of Development of parts Needs to overcome the )
industrial linkages and service supply of following: 4 |Buyer-Supplier Database aEsEEEEsEENEEEEEEEEEEEEESEEEEEEEEEEEEEREEEEEE

local SMEs to the 1) Lack of communication

leading industries ~ On buyers' needs and 7 |Parts and service procurement seminar
suppliers' capability,

2) Significant gap between Comprehensive support for potential

buyers' requirementsand | & svE suppliers of parts and services
suppliers' managerial and
techno|ogica| capab”ny 15 Supporting |ndUStry Support Center AN NN NN NN NN AN E NN NN A AN NN RN RN NN

Expansion of basis of Focus should be on: Business seeds identification and

the support industries| 1) Production 3 development
management as the must Dissemination of production - Guidance by experts who
for starting supply ; ; ;
contracts 9 | management methods for supporting have experiences in

. industries roduction management
2) ldentification and P - g.
materialization of - Foreign support in fund for
10 Advanced Technology Center srssrsgmssnsssannannpennnnennennnnfjmplementation and

business opportunities .
technological know-how

Develop and promote standard
11 ) ; o T
curriculum for technical training

* 'Reverse trade fairs in regions e e e e e e e

15 Supporting Industry Support Center NN NN NN NN NN NN NN NN NN NN

16 SME SuppOl’t netWOI’k NN NN NN NN NN NN NN NN NN NN




Development Goal

Strategic target

Major consideration in
developing the programs

Development measures

Implementation schedule

Key factors to implement the
development measures

2004 | 2005 | 2006 @ 2007 @ 2008 | 2009 | 2010 successfully
SMEs based on the limited local demand
Identification and Assistance for Revitalization of the Business seeds identification and
creation of business |diversified current SME Center 3 development
opportunities managerial problems system with:
togetherw|th l)ASSlgnmentof 4 Buyer-supphel’DatabaSE AN
creation, counselors/ advisors of
identificationand  professional capability | ;, Entrepreneurship development of
provision of business |2) Creation of business creative SMEs
opportunities opportunities through
promotion of regional * |Reverse trade fairs in regions — — | — | — — | — | —
indgstrial linkages, and - Foreign support in fund for
reglonal development 16 ISME SUppOI’t network ssssssssssssssnnnsnnnnnnnnnnnnnnnnnnns|implementation, and experiences
projects in nurturing sufficient number of
counselors in a short-term, and
17 |SME Counselors and SME AdViSOrS  hsssssssssssssssssssnnnnnnnnnnnnnnsnnnsnsnssssssfestablishing the own training
system
Promotion of regional development
27 seeds identification by LGUs and local
CCls
to SMEs in all sectors
Improved Reduction of risk of | Recommendation on .
accessibility of SME financing supplementary measures | 17 [SME Counselors and SME Advisors
SMEs to financing assuming the high
appreciation of the 18 SME loan without collateral
current SULONG
Program 19 Personal guarantee system
20 SBCdepOSitfundSyStem AR R RN NNRNERNNNERRRNRRERRNERNENRNRENNNENERNRNENNENN]
21 Streamlining of examination system for
SBC-guaranteed loan application
Program Counter measures against
implementation the limitation of the . . -
which meets the current financing system | 24 SBC as policy execution body in the

policy needs of SME
financing

regarding SME finance

field of SME financing




Major consideration in

Implementation schedule

Key factors to implement the
development measures

Development Goal Strategic target develoning th Development measures
eveloping the programs 2004 2005 2006 2007 2008 2009 2010 successfully
Establishment of an implementation system for SME Development Plans at the Central Government Level
Establishment of the system to formulate, |Establishment of Central .
promote implementation of, and Government 22 |SMED Authority
administrate and monitor the SME Organization responsible
Development Plan for SME development, ] 23 |SME Development Fund
and securing of the fund
_requwedfor_ 25 SME statistics
implementation of the
SME Development Plan
26 SME Support information AN IS NSNS NN NN NN NN NN NN EEEREEEEEN
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Chapter 1 Background, Objective and Scope
of the Study

1.1 Objective of the Study

The primary objective of this study is to assist the Philippine government in its formulation
of the “(Long-Term) SME Development Plan” and, in the process of the study, to transfer
knowledge and skills in the field of SME development policy formulation and program
development to the staff of the responsible government agencies, support organizations and
SMEs, thereby to help them attain capabilities required for the effective promotion of SME
development.

Notably, the major focus of the study is to provide necessary support and assistance for the
Philippine counterpart that is to formulate at its own initiative the SME development plan.

1.2 Background of the Study

In the Philippine economy, small and medium-sized enterprises (SMES) have a significant
presence. The previous administrations viewed SME promotion as being important from the
socioeconomic policy standpoint, and implemented a variety of policies and programs on that
basis.

While the efforts have been producing measurable results, the government realizes that

o The development policies and programs have been often planned without sufficient basic
data and analyses on the actual needs of SMEs

e Most programs have produced less of a result than expected, due to budgetary and
manpower constraints as well as poor coordination among related agencies

¢ A system and dedicated institution to implement SME promotion programs has not been
established

The present administration of the Philippine government decided to formulate a long-term
SME development plan (plan period, up to 2010) to meet that demand.

SI-1-1



The general framework of the SME Development Plan is summarized as follows.

Framework of the SME Development Plan

(1) Positioning in the The plan will serve as the long-term strategy for the national
policy context SME development.
(2) Planning period 2004 - 2010 (defined as the long-term development plan)
(3) Planning policy Based on the policy set in the National SME Development
Plan published in November 2002, a new SME Development
Plan will be formulated on the basis of the results of the study.

1.3

Scope of the Study

1.3.1 Scope of the Study

D)
(2)

3)
(4)

Q)
(6)

Collection and Analysis of Baseline Information

Provision of knowledge and experience valuable to formulation of the SME
Development Plan, including related facilities

Identification of priority issues for SME development in the Philippines
Recommendation of specific measures and policies to be implemented in the SME
Development Plan and action plans

Support for formulation of the SME Development Plan

Seminars and workshops

1.3.2 The Study Area

The study intends to formulate a nationwide SME Development Plan. Due to time
constraints, however, the following four regions were selected.

(1) Manila Metropolitan Area and CARABARZON Region
(2) Central Luzon

(3) Cebu

(4) Davao

These five regions account for 51.4% of the national population (in 2000) and 65% of
business establishments in the country. Thus, studying the regions is expected to give
representative data and information on SMEs in the country as a whole.

SI-1-2



Chapter 2 Outline of Study

The study started in late January 2003, and submission of a final report was in March 2004.

Phase Study period

_I._Fastfinding study and analysis
e Study and analysis of the current state of | Late January — mid-May 2003

SMEs, policies and programs, etc. o Preparatory work in Japan
e |dentification and summary of key issues e First filed survey
o Kick-off seminar o First home work

Il. Support for formulation of promotion measures
__._and short:term actionplans _ |

e Technology transfer seminars and workshops Mid-May — Late September 2003
e Supplemental surveys for current state e Second field survey
o ldentification of key issues e Second home work
e Proposition of specific measures and plans, e Third field survey
together with necessary support

lll.Publication and verification of promotion
measures and plans

e Technology transfer seminars and workshops | Early October — Mid. March 2004
e Refinement, publication and reviewing of e Third home work

specific measures and plans o Fourth field survey
e Preparation of a draft final report o Fifth field survey
e Completion of the SME Development Plan o Fourth home work

e Completion of the final report

The outline of the process of study and support program is shown in Figure 1-1.

SI-2-1
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Study Recommendation and Development Projects in the Long-term SME Development Plan

Study Recommendation

Development projects in the Long-term SME Development Plan

Strategy 1

(For Local-resource
based industries incl.
furniture, export general
merchandise,
and processed food
industries)

international
competitiveness

Strategy 2

(For SMEs in the
supporting industries of
leading industries incl.
electronics and
automotive industries )

Promotion of
industrial linkages

Strategy 3

(For SMEs based on the
limited local demand)

Identification and
creation of business
opportunities

Strategy 4

[€ Strategy 1-1 >

Creative product
development and
marketing capability

33

Enhanced support for trade fair
exhibitors

12

27

Design workshop (or product
development workshop)

Design competition

Market intelligence support

Business seeds identification and
development

Buyer-Supplier Database

5 Packaging technology — 30
development §ﬁ 25
Improved business - A N
d 6 Dissemination of production management | 31
man_agement &l for local-resource based industries
production management
capability 1 Dev_elop and promote stan_dr:_xrd
curriculum for technical training
13 Furniture & Export General — 21
Merchandise Industry Support Center ~ 22
14 Processed Food Industry Support | 20
Center 26
Slicicny 241 4 |Buyer-Supplier Database
Development of parts , |Parts and service procurement | - 19
and service supply of seminar
local SMEs to the - -
leading ind . 8 Comprehensive support for potential
eading industries SME suppliers of parts and services
Strategy 2-2 3 Business seeds identification and
development
9 Dissemination of production management
methods for supporting industries
Expansion of basis of 10 [Advanced Technology Center
the support industries
1 Develop and promote standard
curriculum for technical training
P . 4
* |Reverse trade fairs in regions s
15 Supporting Industry Support 24
Center
16 |SME support network 5
39
Strategy 3 3 Business seeds identification and _— 3
development 23
. 15
4 |Buyer-Supplier Database
Assistance for diversified .
managerial problems 12 Entrepreneurship development of 9
together with creation, creative SMEs 13
identification and provision 11
of business opportunities * |Reverse trade fairs in regions
27 Promotion of regional development seeds 7
identification by LGUs and local CCls 10
14
16 |SME support network T
17 SME Counselors and SME 17
Advisors 6

Strategy 4-1

17

SME Counselors and SME
Advisors

18

SME loan without collateral

(FO'SSemErZ;” al Reduction of risk of 19 [Personal guarantee system 35
SME financing
Improved 20 |SBC deposit fund system
acceSS'k_)'“ty qf SMEs ”n Streamlining of examination system for
to financing SBC-guaranteed loan application
Strategy 4-2 " SBC as policy execution body in the
field of SME financing
Program implementation
which meets the policy
needs of SME financing
16 |SME support network
SME support system
17 SME Counselors and SME
Advisors
Implementation system at the .
Central Government Level 22|SMED Authority
Establishment of i
; . Securing funds for SME 23|SME Development Fund
an implementation development 45
system for SME ;/ 37
Development Plan Measures for efficient 25 | SME statistics i
implementation of SME 1
development 26 |SME support information — | =
41
Review of public service charge and
For improvement of business taxation in view of SME development 46
environment of SMEs Review of measures to encourage business| _—— 18
cooperatives — 43

Enhanced support for trade fairs and access to market services
Product Development and Design Services
Product Development and Design Workshops

//I 28 |Design competition

//I 29 |Market intelligence support

Packaging technology development
Center for Packaging Development
Industry Productivity and Quality Improvement Programs

Center for Furniture Industry, with Pampanga and Cebu as Hubs
Center for Craft Industry, with Cebu as initial hub

Center for Processed Food, with three centers initially

Center for Agro-Fisheries and Marine Industry Development

Subcontracting Promotion Seminars for Electronics, Automotive parts and other Foreign Technology Enterprises

IT-enabled SMEs though IT appreciation and application courses
Establishment of SME Sector Support Centers

Center for Supplier Development and Linkages for Supporting Industries in the Electronic and Electrical
Industries, Automotive Parts, Metal Working Industries and Advanced Manufacturing Industries

Technology Applications Promotions

Government Procurement from SMEs, systems and rules

Facilitating partnerships, market and technical support

Center for Facilitating Partnerships and Strategic Inter-regional Alliance

Business Opportunity Development and Investment Promotion for Innovative Ideas

Providing Linkages through SME Centers and Inter-regional Facilitation
Support to start-up enterprises in selected areas of industries

Strategic Business Planning Training and Self-help packages to help develop strategic business plans

Best Practice Modeling from Successful Applications
Organizing Linkages for Competitive Support

Entrepreneurship Training Camps and Enterprise Development Programs
Institutionalization of SME Opportunities Caravan

Franchising Seminars

Management Advisory, Technology and Productivity Development Programs

/I 34 |Promotion of supplementary measures to reduce the risk of SME financing

Development of personal guarantee system as alternative to physical asset collaterals

40 |Mandatory Allocation of bank resources

//I 38 |Upgrading of SME Development Network

//I 2 |SME Counseling and Advisory Program (Project 2)

//I 36 |SME Institutional Restructuring

Data Base Build-up and Information Support on SME Status/SME White Paper
SME Development Strategic Planning: Development, Implementation and Monitoring

National Business Registry

SME Information Support

Development of SME Data-bases and Information System

Development of Barangay Micro Business Enterprises Act Implementing Guidelines (RA 9178) and BMBE
support programs

Streamlining of Registration Requirements: Fees and Procedures

Cooperative Business Development Program

Incentives/Policy Measures for Business Cooperatives

42 |Consumer Awareness Programs and Fair trading Advocacy

Notes: Figures refer to the project reference numbers.

Projects with

| * | show the projects already under implementation.

I:lProjects not directly in link with the Study recommendation.
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Chapter 1 Economic Environment in the Philippines
and Economic Development Plans

1.1 Overview of Philippine Economy in the 1990s

150

100

50 |

0.0
1992 1993 1994 1995 1996 199 99 999 2000 2001

-10.0 |

-150

-20.0 ©

|—D—Phi|ippines —»— Thailand —e— Malaysia —&— Indonesia —O— Viet Nam —A—PRC

Figure I-1-1 Recent GDP Growth Rates in Selected East Asian Countries

During the 1990s, the Philippine economy grew steadily in terms of real GDP, except for a
setback in 1998 due to the Asian currency crisis. Compared to other ASEAN countries,
however, the economic growth rate was not particularly high (Fig. 11-1-1). The country was
unable to keep pace with the strong growth enjoyed in East Asia due to various internal
problems in 1990s.

Meanwhile, the country is still afflicted with a high unemployment rate of nearly 10%,
higher than in its ASEAN neighbors.

This is because of the weak employment absorption capacity compared with Thailand and
Malaysia.

1.2 Liberalization of International Trade and Its Effect on the Philippine
Economy

The AFTA member countries have agreed, as part of the CFPT (Common Effective
Preferential Tariff) scheme, to lower tariff rates toward the 0% to 5% range by 2008. Within
the framework of APEC, the Philippines had been scheduled, as part of its Individual Action
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Plan (1AP), to lower the tariff rate for raw materials and intermediate goods to 3% and that for
manufactured goods to 10% in January 2003. Furthermore, it is to adopt the target rate of 5%
or less for end-products, starting in 2004.

They pose a great threat and challenge to industries and companies that lack international
competitiveness.  In the Philippines, traditional industries (textiles, garment products,
woodworking products, furniture, general merchandise, and processed food) are already facing
strong competitive pressure in the U.S. and European markets from China and other newly
industrialized countries. As a result, the advance of the trade liberalization process brings with
it intensified competition inside and outside of the country.

1.3 Characteristics of Industrial Structure in the Philippines and Development
Challenges

(1) Slow advance of industrial development
The county successfully started to industrialize after the Second World War, much earlier
than other Asian countries. The manufacturing sector accounted for 25.6% of GDP by 1975,
far above the level of around 10% in Thailand and Malaysia. 25 years later, the GDP share
has not changed much (24.9% in 2001), while that of manufacturing industries in Thailand and
Malaysia have come to exceed 30%. Coupled with a decline in the share of the agriculture,
forestry and fishery sector, Thailand and Malaysia have been steadily transforming themselves

into industrialized economies (Table 11-1-1).

Table 1I-1-1 Comparison of Key Economic Indices in Selected Asian Countries

Balance of
GDP per capita Real GDP share (%) Grossexports | - andize trade Unemployment
ear (nominal) Agriculture/ rate
i illi illi %
forestrylfishery Manufacturing] (US$ million) | (US$ million) (%)
Philiopines 2000 953 20.0 24.8 38,078 6,691 10.1
PP 2001 892 20.1 24.6 32,150 2,600 9.8
. 2000 1,926 8.8 33.6 67,889 5,466 3.6
Thailand
2001 1,800 8.6 33.5 63,190 2,525 3.9
. 2000 3,853 8.4 33.4 98,429 20,854 3.1
Malaysia
2001 3,678 8.6 31.5 87,754 18,204 3.3
Indonesia 2000 748 17.0 26.2 62,124 28,609 6.1
2001 n.a. 16.4 26.1 56,035 25,248 n.a.
. 2000 400 24.3 18.7 14,308 -892 6.5
Viet Nam
2001 n.a. n.a. n.a. 15,100 -900 n.a.
PRC 2000 855 15.9 44.3 249,212 24,115 3.1
2001 908 15.2 44.4 266,200 22,600 3.6

Source: Edited from “Yearbook of Asian Affairs, IDE-JETRO

As shown in Table 11-1-2 the manufacturing sector grew slower than the overall average
for all the years but 2000.
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Table I1I-1-2 Change in GDP in the Manufacturing Sector

Unit: Million P (upper rows); % (lower rows)

1996 1997 1998 1999 2000 ooy | Distribution
ratio in 2001
(Compareto | (Compareto | (Compareto | (Compareto | (Compareto | (Compare to Six year
previous year) | previous year) | previous year) | previous year) | previous year) | previous year) average
Manufacturin 214,613 223,672 221,151 224,667 237,223 244,082 24.7%
9 (5.6) (4.2) (-1.1) (1.6) (5.6) 9| (3.13)
849,121 893,151 887,905 917,382 953,578 989,258| 100.0%
Total GDP
(5.8) (5.2) (-0.6) (3.3) (3.9) 3.7 (355)

Source: NSCB, NEDA

(2) Skewed investment pattern in the manufacturing sector
Strong economic growth of ASEAN countries, especially Thailand, Malaysia and
Indonesia, in the 1990s was primarily driven by direct investment mainly from Japan and
other East Asian countries, accompanied by export promotion as a result of industrial
The investment spree in the region, which continued from the late 1980s to the
early 1990s (and is referred to as the “second investment boom in ASEAN”), did not fully
benefit the Philippines, as it lagged way behind the three countries in terms of foreign
investment (Table 11-1-3).

development.

Table II-1-3 Foreign Direct Investment in Four ASEAN Countries
(Unit:US$ million,%)

Philippines Thailand Malaysia Indonesia
Amount Growth Amount Growth Amount Growth Amount Growth
rate rate rate rate
1989 804 75.1 7,966 29.3| 3,188 711 4,719 6.4
1990 961 19.5| 8,029 0.8 6,517 1044 | 8,750 85.4
1991 838 -12.8 | 4,987 -37.9 6,201 -48| 8,778 0.3
1992 285 -66.0 | 10,022 100.9 6,796 9.6 | 10,313 175
1993 569 99.6 [ 4,295 -57.1 2,995 55.9 | 8,144 21.0
1994 2,470 3341 5,881 369 4385 46.4 | 23,494 2219
Note:  Investment amounts include investment in other than manufacturing.
Source: "Yearbook of Asian Affairs, 1995" IDE

SI-1-3




IT services Other

Other manufacture 1.1% 4.4%
Machinery 3.5%
2.6%
Synthetic resin
2.4%
Metal products
1.9%
Textile

1.4%

Transportation
7.3%

Electrical/
electronics
75.4%

Figure II-1-2 Investment in Special Economic Zones
Source: NSCB

(3) Lack of industrial diversity
In the manufacturing sector in the Philippines, three industries - food processing,
textile/garment, and electrical/electronic and peripheral equipment - account for a combined
total of 45.3% in terms of the number of establishments, 49.1% in the number of employees,

and 37.6% in the value added.

(4) Dependence on export industries operating in the form of contract processing

The country’s major export items, roughly divided, are traditional items consisting of
primary goods, such as coconut products, sugar, wood, and fruit, and non-traditional ones
dominated by industrial products, including electronics products, apparel, and automotive
parts. The non-traditional group has been steadily growing since the 1970s and exceeded
70% of total export in 1985. Since then, investment by and expansion of large foreign
manufacturers which chose the Philippines as a product base for supply to export markets, led
to growth of the share of non-traditional items. The share passed the 90% mark of total
export in 1998. Meanwhile, traditional items remained more or less unchanged in terms of
export value. Thus, the country’s exports have been primarily driven by growth of non-
traditional items. Among non-traditional export items, electronics equipment and parts hold
a dominant share. As electronics production in the country takes place largely in the form of
contract processing and assembly, the country’s industrial structure generally lacks both
backward and forward linkages.
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Table I1I-1-4 Top Ten Export Items
(Unit: US$ million)

1995 | 1996 | 1997 | 1998 | 1999

Electrical/electronics equipment and parts 7,413] 9,988| 13,028 17,138| 21,166
Machinery and transportation equipment 741 1,294 2,685 3,316 4,951
Garments 2,570 2,423] 2,349 2,356 2,267
Coconut oil 826 571 673 706 342
Chemicals 343 353 383 340 294
Processed foods and beverages 292 334 346 306 256
Furniture and fixtures 276 293 322 323 353
Textiles 208 253 299 242 219
Petroleum products 171 273 257 129 216
Copper metal 341 297 232 178 236

Total exports (including other items) 17,447( 20,543| 25,228 29,496| 35,032
Source: BSP

(5) Immaturity of the local supplier base

One of major characteristics of automotive industries and electrical/electronics and IT
equipment industries in the Philippines is the small number of job shops (subcontractors)
specialized in contract processing such as metalworking, plastics shaping, and rubber
processing. However, assembly manufacturers of electrical and communication equipment,
electronics parts, and transportation equipment have broad requirements for materials and
parts that can be supplied by local industries, and they are willing to increase local
procurement in the future — provided that there is adequate supply capability. Unfortunately,
local SMEs today are not capable of meeting the needs of these potential buyers (Figure 11-1-
3).

Procurement Sources by Country of Origin Local Procurement Sources by Ownership

USA
2% EU Others

Taiwanese

4.7%

Korea/Taiwan
6%

Japan
51%

Philippines 2.8%
2%

Japanese
55.3%

Local
37.2%

Figure 1I-1-3 Summary of A JETRO Survey of Japanese Manufacturers Operating

Source: JETRO Manila

in the Philippines (2001)
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1.4 National Development Plan and SME Development

The “Medium-Term Philippine Development Plan 2001-2004” (MTPDP) specifies growth
targets for each economic sector, and assumes that relatively high growth rates area are
achieved in and after2002.

SME promotion is one of the priority areas emphasized in MTPDP. The Plan aims to
upgrade SMEs including microenterprises step by step with progress toward the ultimate goal of
helping them attain the competitiveness required to survive in the global economy.

For the SME sector, DTI announced a general outline of the National SME Development
Plan in November 2002 to increase the percentage share of SMEs (not including
microenterprises) from 8.7% to 12% in the next three years, and to raise the share of SMEs in
total value added from 32% to 40%.
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Chapter 2 Overview of SMEs in the Philippines

2.1 Definition of SMEs

At present, SMEs in the Philippines are classified into three types according to the
following definition based on the value of assets (excluding land) and the number of employees.
Note that this definition replaced an old definition in January 2003, under Resolution No. 1 of
the Small and Medium Enterprises Development Council (SMEDC).

Definition of SMEs in the Philippines

Category Total asset value No. of employees
Microenterprises P3,000,00 or less 1-9
Small enterprises P3,000,001-15,000,000 10-99
Medium enterprises P15,000,001-100,000,000 100-199

Bangko Sentral ng Pilipinas (BSP) announced the adoption of the above definition.

2.2 SMEs in Statistical Data
2.2.1  Numbers of Establishments and Employees

Percent distribution of establishments by size
According to the 2001 statistics of business establishments published by NSOl, there are
811,589 establishments in the country. Thus, SMEs hold a combined share of 99.6% in the
number of establishments and 69.1% in terms of employment, as of 2001 (Fig. I1-2-1 and I1-2-
2).

Small Medium

0.4% Large Large Micro

0.3% 31% 38%

Micro Medium 24%
91.7% &
Source: NSO Source: NSO
Figure 1I-2-1 Share of Establishments Figure I-2-2 Total Employee
by Size by Size of Establishments

! NSO, “Establishments in the Philippines in 2001.”
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Change in percent distribution
It is also noteworthy that, during the three-year period between 1999 and 2001, the total
number of business establishments as well as employment has gradually declined.

Percent distribution of establishments by industry

Classification by size of enterprise indicates that, for the manufacturing sector,
microenterprises account for 88.0% of the total number of establishments, small enterprises
10.2%, medium enterprises 0.8%, and large enterprises 1.0%, whereas the wholesaling and
retailing sector is dominated by microenterprises (95.6%).

2.2.2 Geographic Distribution of SMEs

Analysis of the geographic distribution of enterprises throughout the country indicates a
high concentration in the National Capital Region (NCR), which accounts for 24.4% of all
establishments and 40.1% of all employees. Also, 65% of SMEs are located in the five regions
(NCR, Region 3, 4, 7 and 11).  Similarly, the regions account for 72.1% of total employees.

2.2.3 Sales and Value Added by SMEs

Compared to the absolute number of establishments and employment, SMEs hold a
relatively small share of value added and sales, around 30%. In comparison to the situation in
other countries of the region, this suggests that they possess considerable development potential.

2.3 Results of the SME Questionnaire Survey

As part of the present study, a survey using a specially designed question sheet was
conducted to collect data and information relating to the current state of SMEs. The following
summarizes the survey results from 175 SMEs.

(1) General
The survey results indicate that major problems that were considered to impede
development of SMEs are in the areas of marketing and finance.

Companies in the food processing and furniture industries are most concerned about
marketing, followed by those in the metal products industry. Financial problems are also
most frequently cited by these industries. On the other hand, problems cited by SMEs in the
gifts/housewares, fine jewelry, and wood products industries are more or less evenly spread
over marketing, finance, customer’s requirements, and insufficient production capacity.

The differences in response between the two industry groups seems to be partially
explained by the fact that SMEs in the food processing and furniture industries use
subcontractors and have high demand for working capital, while those in the latter group —
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notably the gifts and housewares industry — have less financial demand because exporters
function also as financiers (smaller manufacturers in particular supply products to exporters).

On the other hand, SMEs in the electronics industry are not much concerned about
marketing and finance, but they feel difficulty in meeting customers’ requirements.

A high percentage of companies having concern about customers’ requirements was found
in the food processing, furniture, metal products, electronics, and gifts/housewares subsectors,
suggesting that the problem is shared by industries that make final products including parts
and components.

Insufficient production capacity was frequently cited by companies in the food processing,
furniture, metal products, fine jewelry, and gift/housewares sectors. It appears that those in
the food processing, furniture and metal products industries cannot increase production
capacity due to limited working capital (for raw materials and subcontractors) and the inability
to make equipment investment on a desired scale imposes a capacity restraint. Thus the core
problem seems to be closely related to finance.

Similar responses were made about the problems relating to business startups. In all the
industries surveyed, financial difficulty was most frequently cited by respondents, followed by
problems relating to marketing.

(2) Management
SMEs are often started as personal or family operations and many SMEs continue to be
family owned and managed after they have established themselves in the market in which they
operate. In the Philippines, this tendency is most widely observed in the metal products and
food processing industries. In the former, the number of SMEs employing the owner’s
family members exceeds those that do not. In the latter, the number is more or less the same

for both groups.
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Figure 11-2-3 Number of Firms Who Employ Family Members by Industry

30

25

O Does not Employ Family Members
W Employ Family Members

15 +

10

Food Wood Metal Electronics Furniture  Fine Jewelry Gifts and
Processing Products Products Houseware

Source: JICA Study Team

On the other hand, most companies in the electronics industry do not employ family
members, making a sharp contrast to counterparts in other industries surveyed. Finally,
SMEs in the furniture, woodcraft, fashion jewelries and gifts/housewares industries tend to
have originated as family enterprises, as the number of enterprises employing family members
is only one half those not employing. This is because they cannot continue to rely on family
management alone when they reach a certain size, and particularly because they have to use
subcontractors.

However, this does not necessarily mean that SMEs not employing family members have
successfully transformed themselves to modern management. Rather, the opposite is true as
revealed from the results of the interview survey that were conducted with the question sheet
survey. This will be discussed in more detail later.

The survey asked respondents as to whether they prepared financial reports, which are
indicative of modern management. 85% of the surveyed enterprises responded yes.
However, the caution is needed because the surveyed enterprises are registered with DTI or
SEC (or both) and do not necessarily represent SMEs as a whole.

Yet there is a notable difference in response among the industries surveyed. While all
enterprises in the electronics industry make financial reports, other industries show varying
percentages of enterprises not preparing them or preparing them occasionally. Although
direct comparison is difficult due to a difference in sample size among the industries, the
percentage share of enterprises not preparing financial reports is higher in the gifts/houseware,
fine jewelry and food processing subsectors, ranging between 17% and 29%.
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(3) Finance

Difficulty in obtaining financing was cited by enterprises in all the industries as the most
serious problem. While smaller enterprises try to rely on their internal funds as far as
possible, the larger the firm, the greater use made of financing from outside sources.

146 out of 175 enterprises financed their operations using outside sources, and of total,
41% used commercial banks and 34% informal sources. Those using informal sources are
mostly observed in the fine jewelry, metal products and food processing industries as well as
in Region 4, which primarily serve the domestic market.

On the other hand, all enterprises in the electronics industry borrow funds from
commercial banks, reflecting their reliance on export business.

When asked about financial sources they would expect to use in the future, 43% of
respondents cited commercial banks and 25% government financial institutions. Those citing
commercial banks are expecting the increase in credit line through their repeated use of the bank
and a prompt response to the loan application, whereas those citing government banks favored
availability of better loan conditions in terms of interest rate and repayment period. On the
other hand, government loan programs were cited because of technical support provided by
DOST, in addition to favorable loan terms.

Most enterprises, except those in the electronics industry, want to use outside financing to
obtain working capital. In the electronics industry, one half of the respondents wants to
obtain investment funds and the other half working funds.

The highest percentage of the surveyed enterprises needs funds in amounts between P1
million and P10 million, and P3 million was most frequently cited.

The major obstacle to obtaining commercial loans is inability to offer sufficient collateral,
as cited by 40% of respondents, followed by complicated loan application procedures and long
time required (27%) and reluctance of commercial banks to issue SME loans (17%).

(4) Human resources development
The most important problem in the area of labor management is the lack of discipline and
morale (45%), followed by difficulty in skills training (35%). In particular, the latter was
more cited than the former among those in the furniture and fine jewelry industries.
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Chapter 3 Current State and Development Issues of SMEs in
the Selected Industries

Profile of the Selected Industries

Production 2001 ™V Export 2002 ™
Value Number of Number of
added % of total establishments™ | employees™ Value % of
Million
Billion |manufacturing total
Pesos Uss$ export
Food Processing 3900 47% approx. more than 1393 M| a.0%
Industry : ° 200,000 400,000 : e
. approx. .| morethan .
0, 0,
Furniture Industry 48 1.5% 15.000 780,000 316 0.9%
Export General Not _ more than .| more than . 608 2.0%
M erchandise Industry| available 3,200 400,000 '
Electronic/electrical approx. more than
0, 0,
Parts Industry 960 11.5% 800 340,000 24,221 69.0%
ﬁ]‘étuosrt':i’/t“’e Parts 88 1% 194 | 40000 | 1167 V| 33%

Sources: *1) NSCB, *2) Information obtained from industrial associations, *3) BETP

*4) Includes processed food, fresh foods, and processed marine products.
US$588 for processed food alone.

*5) Including sub-contractors

*6) Holiday decorations and baskets only.

*7) Automotive parts only.

Notes:

3.1 Food Processing Industry

3.1.1 SMEs in the Food Industry

The major characteristic of the domestic market for processed foods in the Philippines is
the dominant position of brand products supplied by foreign companies and large domestic
conglomerates. In fact, branded products account for as much as 95% of processed foods
distributed and sold through supermarkets and other retailers .

Meanwhile, SMEs play an important role in several national markets including
supermarkets, e.g., as suppliers of concentrated juices, seasonings, sauces, and spices, together
with organics. SMEs also hold a high share in supply of raw materials to fast food chains and
large food processing manufacturers. Nevertheless, they are mainly middle-sized enterprises,
and small enterprises and microenterprises are generally unable to enter the national markets
due to the lack of ability to supply large quantities of products steadily.

! Information provided by a supermarket
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SME products exported to foreign markets are the same as or similar to those supplied to
domestic markets. Concentrated juices, seasonings, sauces, and spices are exported for
consumption by Filipinos living overseas, together with specially seasoned snacks and nuts for
local consumption.

Recently, SMEs have been active in produce development and have commercialized
various products that use materials available in the country, especially fruits and vegetables that
are processed, canned or bottled.

3.1.2 Major Issues Facing Promotion of SMEs in the Food Processing
Industry

(1) Evolution from supplying the small local market to the regional/national market
To promote processed foods that meet local demand - notably cakes, snacks and
seasonings that are currently sold at local groceries or confectioners - to a regional or national
market, much improvement should be made, particularly in the following areas.

1) Increase in product shelf life to improve marketability
This can be accomplished by taking proper measures to prevent contamination by
bacteria, without affecting product quality, and by improving packages.

2) Improvement of packaging
Products that are consumed in local markets are mostly not packaged or are put in a
simple package. If they are to be sold in a regional or national market, they should be
packaged in a proper box or container with a proper label in order to create a clear product
image. In fact, shelf life of many products can be prolonged by improving their packaging.

3) Proper bookkeeping and management
Selling products to a regional or national market requires basic management knowledge
on standard rules and methods for commercial transaction, including proper bookkeeping
practice and business planning.

4) Compliance with technical standards and legal restrictions covering the food industry
Food suppliers serving a large market are required to comply with a set of technical
standards and legal restrictions, including hygienic control, allowable food additives, and
indication and marking of food content and quality, and to establish and maintain internal
rules and standards to ensure compliance.
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(2) Securing of international competitiveness in domestic and export markets, and
strengthening of supply capacity for prospective products
As for SMEs that already sell their products to a regional or national market, efforts should
be made to help them strengthen competitiveness in their markets and expand sales further.

1) Improvement of accessibility to market information, and product development and
upgrading capabilities as well as sales promotion capabilities
SMEs are not able to obtain information on consumer attitudes and reactions to their own
products, but this is of basic importance and needs to be improved. Further, SMEs must be
made capable of obtaining information on the needs and wants of buyers.

2) Strengthening of international competitiveness

In the ethnic food market where many SMEs operate, competition with PRC and Thai
suppliers is becoming intensified in not only the export market, but the domestic market as
well.  Now, products from the PRC and Thailand destined for the Philippines are made on
the basis of elaborate study of the Philippine market, including cooking methods and taste
preferences there. To compete with these products, local products should be further
improved so as to increase their consumer appeal, including use of packages and other
features.

In fact, processed foods made in the Philippines are losing price competitiveness due to
high cost. This is another challenge to the industry.

3) Expansion of supply capacity

It appears that many products have a high prospect for market success but cannot be
made in sufficient quantity to meet demand due to the shortage of supply capacity. In
particular, small food processing companies purchase raw materials for production after
they have received an order. Any difference in payment terms will create a cash shortage
for SMEs. Some can borrow the amount equivalent to a purchase order from banks by
presenting a LC in the case of export business and a purchase order in the case of sales to a
large corporation, but this only serves to cover immediate fund requirements and the loan is
not available for capacity expansion. As a result, even if a small enterprise successfully
promotes its product and has prospects for sales, it cannot take advantage of the situation
due to the shortage of investment capital. Delays in equipment modernization is another
factor to restrict expansion of supply capacity.

4) Quality management and compliance with technical standards
Processed foods supplied by SMEs are often criticized by buyers for the lack of uniform
quality. The industry is expected to make continuous efforts to develop, produce and
distribute products that are safe to consumers by meeting technical standards in terms of
safety, hygiene and indication of nutrients, additives, etc. contained.
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In particular, export foods are required to satisfy strict hygienic standards, control on
food additives, and proper indication and marking of nutrient content, as well as other
requirements enforced in importing countries.

5) Stabilization of raw material sourcing
One of the major issues facing the food processing industry is need to ensure stable
supply of raw materials of uniform quality and in sufficient quantities. In fact, some SMEs
cannot expand production capacity largely due to the difficulty in materials procurement,
preventing them from taking advantage of healthy demand.

Another problem relating to the procurement of raw materials is the high risk of damage
and loss in the transportation and storage process, which is estimated to range between 20%
and 40% of the total material cost.

6) Improvement of accessibility to financial services
The SMEs have to borrow working capital through loans from friends and relatives at
high interest rates, unless they can use a letter of credit (in the case of exports) or a purchase
order (from a large corporation) as collateral for commercial loans.

SMEs generally lack access to financial services in a variety of aspects, including the
lack of collateral to take out commercial loans, high interest rates, strict requirements for
documentation, and a relatively long period of time to obtain loans. Because of this, they
have to borrow from informal sources and pay a high interest rate.

SMEs that make sizable exports can establish a credit line at commercial banks, but the
credit line is fairly limited, so that there often is a shortage of funds when sales increase
rapidly.

In the Philippines, export sales and distribution of SME products are handled by
consolidators. In the food industry, consolidators serve as a financier for manufacturers,
but the credit line they obtain at commercial banks is usually limited, which in some cases
in effect constitutes a restriction on export expansion.

7) Compliance with technical standards and business rules
As discussed above, hygienic control is the most important element of food production,
and is particularly important for companies that aim for export markets. They have to meet
strict hygienic standards as a first requirement for entering those markets.

Another important issue, which is becoming a major concern for food experts, is the

compliance with food-related regulations in different countries, including regulations
regarding food additives, ingredients subject to restriction, and residual chemicals.
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In addition, environmental management including water quality and waste disposal will
increasingly become an important management issue for food companies.

3.2 Furniture Industry
3.2.1 SMEs in the Furniture and Fixtures Industry

Most enterprises in the furniture industry are SMEs. According to DBP’s Furniture
Industry Profile, large enterprises account for only 10% of the total, small enterprises and
micro-enterprises 65%, and medium-sized enterprises 25%. It should be noted, however, that
subcontractors play a vital role in the country’s furniture production. In particular, those in

.2
Cebu account for as much as 80% of total production .

SMEs in the industry are multi-tiered. In the first tier, there are SMEs that maintain
business relations with major buyers on a continuous basis, have good product design and
development capabilities, and are capable of obtaining technical and other information by
themselves. They only expect government support in the area of improving the business
environment, such as the sponsoring of international trade fairs.

In the second tier, there are small enterprises that do not have regular customers and require
government support in a number of areas, such as assistance relating to participation in trade
fairs, financial support, and access to technical information.

Finally, subcontractors are responsible for supply of parts or a specific production process
of a furniture assembly manufacturer. Also, they serve as a buffer or swing producers for
demand fluctuation.

Furniture production mainly takes place in Cebu, Pampanga, and NCR, with Mindanao
where production has increased in recent years.

3.2.2 Major Issues Relating to Development of SMEs in the Furniture Industry

(1) Strategic direction

The furniture industry is facing increasing competitive pressure from companies in China,
which have been modernizing production lines and have volume production capabilities with
price competitiveness. In contrast, many manufacturers in the Philippines still rely on
manual work, and face difficulty in obtaining locally produced wood materials. For the
Philippine manufacturers, selection of volume production as strategy, following the lead of the
companies in China, is not feasible on account of the lack of infrastructure (as well as high
transportation cost for export products), high labor costs, poor productivity, and difficulty in
purchasing suitable wood materials at reasonable prices. Instead, the industry is pursuing
niche markets such as furniture using new materials, making hand-made, high-grade furniture,
and concentrating on design-intensive products.
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The key successful factor in this strategy is product development capability, especially in
the areas of materials and design.

(2) Major issues to be addressed in SME promotion
1) Comprehensive and focused support for marketing and product development by using
trade fairs as recurring, major opportunities

International trade fairs have been playing the most important role in marketing of
furniture products in the Philippines. In fact, many manufacturers, of all sizes, emphasize
marketing activities and actively participate in trade fairs.

The industry also emphasizes the sending of trade missions for a variety of purposes
including normal promotion, collection of market information, contributing to product
development activities, and benchmarking. Information obtained from such missions is
shared within the industry.

2) Strengthening of design and development capabilities, including raw materials
The furniture industry in the Philippine is increasingly required to develop and offer new
products in order to win over competitors from neighboring countries. To offer a new
product acceptable to the market, marketing and information gathering activities are of
critical importance. Based on market information, a new product is developed by applying
design and development skills, including skills and know-how related to raw materials.

In the area of materials development, there must be an adequate organization and system
to enable acquisition and use of knowledge about available raw materials for the purpose of
using them for furniture and provide consultation, testing and guidance services for
manufacturers.

3) Learning of production management techniques
The largest problem in the area of production management is related to proper control of
subcontractors in terms of quality and lead-time. They are generally unreliable in terms of
on-time delivery. Also, their quality control is very poor, resulting in a defective rate of
10% to 20% and delays in delivery.

At the same time, furniture manufacturers can be improve their situation by learning
proper control techniques. As they have their own assembly and fining (coating) lines and
focus on flexible production (large variety, small lots) rather than mass production, they can
improve productivity and competitiveness by mastering the latest process management
techniques, including flexible production and by purchase control. In particular, computer-
based management techniques should be introduced where feasible.
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4) Effective training for skilled workers
Small furniture manufacturers can rarely afford to provide in-house training for their own
workers, and instead send them to outside training courses. However, many companies
feel that these courses provide general training only and additional training is required
internally.  Also, most training facilities use old equipment and fail to provide a practical
training environment.

5) Improvement of accessibility to financial services

Financial access is the most serious problem for SMEs in the furniture industry. While
large and medium-sized enterprises can use commercial banks, including those providing
export finance, small enterprises and microenterprises point out that commercial banks and
government financial institutions are not accessible to them because of: (1) high interest
rates; (2) cumbersome and time-consuming procedures in an unfriendly atmosphere; and (3)
strict collateral requirements.

Also, exporters serve as a financier for subcontractors by making advance payments or
down payments, so that financial access to exporters is equally important to ensure smooth
production by the small enterprises which rely on them.

3.3 Export General Merchandise Industry
3.3.1 SMEs in the Export General Merchandise Industry

Of the commaodity goods and general merchandise sold in the country, 70% are locally
made products and 30% are imports (according to supermarkets and other industry sources).
Among locally made products, those made by large enterprises account for 60% while SME
products account for 40%.

However, export general merchandise is mostly manufactured by SMEs and micro-
enterprises. The supply chain for export-destined general merchandise is controlled by
manufacturers and exporters that are also SMEs. They generally use subcontractors to make
parts or semi-finished products and assemble and finish them at their own facilities, followed by
coating and packaging for shipment. Subcontractors are usually microenterprises, family-
operated enterprises or self-employed workers, and manufacturers and exporters often provide
design and materials. They also serve as an intermediary by making advance payments to
subcontractors.

3.3.2 Major Issues Relating to SME Promotion in the Export General
Merchandise Industry

(1) Strategic direction
While the world market for export general merchandise has been expanding steadily,
exports from the Philippines have been on a constant decline, while imports have increased.
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This largely reflects the fact that the PRC, the largest exporter of export general merchandise,
mainly supplies mass-consumed products (including plastics and metal products), whereas the
Philippine products are mainly handicrafts. On the other hand, competition with products
exported by other Asian countries, including Thailand, Indonesia and Vietnam, is governed by
various factors such as price and quality. As yet, detailed analysis of market-related
problems has not been carried out.

As for design, general merchandise designers in the Philippines are highly valued by
buyers. Designs of Philippine products are sometimes copied by exporters in other countries,
while the PRC companies hire Philippine designers and craftsmen at higher wages than paid
by companies in the Philippines.

As for raw materials, some point out that what is used in the Philippines is not much
different from that available in India or Thailand. Furthermore, raw materials available in the
Philippines are often exported to the PRC where they are processed for exports.

Thus, the export general merchandise industry in the Philippines is still very small in terms
of world market share. While one can say that it has large growth potential in export markets,
it is facing intensifying competition with various countries and may continue to lose share
unless it establishes its own differentiating factor.

(2) Major issues to be addressed in SME promotion
1) Lack of market analysis

As in the case of furniture, marketing of export general merchandise also concentrates on
participation in trade fairs, which serve as the best opportunity for SMEs to promote their
products to buyers.

Compared to the furniture industry, there are more small enterprises and micro-
enterprises in the export merchandise sector. They cannot collect market information by
themselves and their marketing activity is limited to exhibition of their products at trade
fairs. Despite the recent decline in exports, the industry lacks the ability to collect and
analyze relevant information in an organized manner.

2) Multi-faceted marketing and product development efforts targeting trade fairs
Undoubtedly, trade fairs provide the most important marketing opportunity for the export
general merchandise industry. However, many companies do not seem to take full
advantage of the potential of these fairs. Further efforts should be made to attract the
attention of buyers by presenting a product that has been developed on the basis of careful
analysis and evaluation of market trends.

In this connection, technical support organizations that assist SMEs in product

development should provide multi-faceted support for participation in trade fairs by
collecting and disseminating market information, and by mobilizing support of designers
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and buyers in and outside the country. It is especially important to obtain information on
raw materials, technologies and merchandising, which is hard to get in the Philippines.

3) Improvement of design skills through training of designers

Household articles and interior decorations are basically designed by modifying and
adapting traditional goods to modern life. It is therefore important to redesign traditional
handicrafts to make them suitable and acceptable for everyday use. This requires high
levels of creativity (conception and design), while appealing to consumer taste in each
export market. As export general merchandise does not require sophisticated production
techniques, design capability, including the ability to express an idea effectively, constitutes
a competitive edge for the industry.

Market information can also be learned from designers working in foreign markets.
This is particularly effective in understanding a market in which Philippine designers
difficult to understand consumer taste. By inviting to the Philippines foreign designers
who are familiar with their own markets, in-depth information can be collected for the
benefit of effective marketing.

4) Systematic R&D efforts on commercialization of natural materials
Export general merchandise made in the Philippines has as an important feature the use
of locally available materials, which should be carefully commercialized on the basis of
their characteristics. Commercialization of materials should be started from the viewpoint
of product development. In the Philippines, there are various research institutes
specialized in specific types of materials, and commercial development of materials tends
start with basic research. For effective and efficient development, however, production
design should come first, and based on functional and design requirements, development
efforts should focus on selection of a material suitable for the application and

commercialization of technology required to ensure its effective use.

5) Establishment of permanent access by potential buyers
There is no formal response system for handling inquiries and questions by buyers
outside of trade fairs. Now is the right time to provide a permanent exhibition space and
build an Internet-based system to disseminate and receive information on a continuous basis.

6) Production management techniques optimized to the export general merchandise industry
Export general merchandise in the Philippines is mainly handmade and has a competitive
advantage from its flexible production (capable of making a wide variety of products each in
a small lot). Such an advantage, however, can be translated into a lack of uniform quality
and an unreliable delivery schedule.
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To make the Philippine products competitive, especially against Chinese products, the
industry should make efforts to reduce cost by means of rationalization, including
productivity improvement and cost control.

7) Poor management skills
Many general merchandise companies in the Philippines lack business experience and
expertise because they have been started by individuals whose primary interest lies in
making handicrafts. As a result, they do not have proper management know-how in the
areas of pricing, cost control and subcontract management.

Recently, more and more U.S. buyers require vendor compliance, i.e., manufacturers are
required to certify their compliance with various standards, including working conditions,
environmental standards, and the manufacture of electrical products according to
international technical standards such as UL and CE. Philippine companies are no
exception to this and have to start efforts to satisfy vendor compliance requirements,
otherwise they will run a risk of losing the U.S. business and market. In this connection,
establishment of a support organization, which extends support services on behalf of overall
development of the general merchandise sector, is urgently needed.

8) Improvement of accessibility to financial service

Production of export general merchandise is highly dependent upon microenterprises and
independent contractors, and exporters and assembly manufacturers constitute the first tier
and generate cash flow to subcontractors.

Medium-sized enterprises with stable business (exporters) can obtain short-term loans
from commercial banks on the basis of a credit line established for each company.
However, the credit line is generally set at a relatively low level and is not sufficient to
provide operating funds required for business expansion.

3.4 Electronic and Electrical Parts Industry
3.4.1 SMEs in the Electronics Industry

Semiconductor production is entirely in the hands of European and American
multinationals, which make no purchases from local SMEs.

Manufacturers of computer peripheral equipment (e.g., HDDs, FDDs, printers, CD-R/W
drives, and DVDs) purchase most parts and components from affiliate plants in other countries,
which form the global production bases, or other sources through their global procurement
centers or companies. Compared to semiconductor production, they purchase much more parts
from local suppliers (as much as 20% for a Japanese manufacturer), which are mostly foreign-
affiliated companies operating in the country.
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SMEs that are classified in the electronics industry or its support industries are mostly
foreign-affiliated companies and are located within two hours from Manila. The remaining,
small part of the industry, are represented by local SMEs, which are exceptionally advanced
manufacturers or metalworking or plastics molding shops that have major customers in other
industries.

3.4.2 Major Issues Relating to Promotion of SMEs in the Electronics and
Supporting Industries

(1) Strategic direction
Foreign electronics manufacturers (assemblers) operating in the Philippines do not have to
discriminate local procurement from global sourcing. They are willing to purchase from any
source so long as their specifications are complied with, and lead-time and cost requirements.
In reality, however, for various reasons it is not feasible for local SMEs to supply key parts to
foreign manufacturers..

The strategic focus of SME promotion in the electronics industry should be placed on
provision of diverse business opportunities, rather than mere expansion of the parts supply
business.

As for parts supply, efforts should be made to focus on SMEs having high growth potential
by providing intensive support in the form of a pilot project, from which experience and
benefits can be expanded to other suppliers.

(2) Pursuit of diverse business opportunities
1) Development of an effective communication channel between electronics manufacturers
and local SMEs
Clearly, the major problem that hinders market development in the industry is the lack of
information, i.e., local SMEs do not have information on potential customers, who in turn
do not have information on local suppliers.

The reverse trade fair, meaning a trade fair sponsored by buyers rather than sellers, is
expected to provide an opportunity for electronics manufacturers to expand local
procurement.

Meanwhile, the reverse trade fair has a clear disadvantage in that it requires large costs
compared to the limited effects that normally can be expected. It is therefore necessary to
develop other matchmaking methods, such as seminars and an 1T-based approach.
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2) Improvement of production management and quality control
To promote a workable linkage between electronics manufacturers and local SMEs,
production management capabilities are indispensable for delivery of a product that meets
quality requirements within a specified schedule, in addition to production technology itself.

3) Encouragement of technology transfer to suppliers

It is not feasible to promote supply contracts for key parts between local SMEs and
electronics manufacturers given consideration of the economics of production (not technical
skills).

Instead, the linkage between the two parties should be promoted for parts and dies/molds
that do not require cost competitiveness based on economies of scale and that are already
supplied by local SMEs, such as bulky parts.

To win supply contracts from electronics manufacturers on a continuous basis, however,
local suppliers must have high levels of production techniques. At present, local sourcing
is limited to a handful of local suppliers and a number of Malaysian and Singaporean
companies, which have achieved international technology levels by means of licensing from
industrialized countries or joint research and development efforts with foreign partners.
On the other hand, local suppliers and foundries that supply products to the industrial
machinery industry cannot meet requirements for electronic parts unless they introduce
advanced production technology from outside. Technology transfer or licensing should
play a vital part in the process.

3.5 Automotive Parts Industry
3.5.1 SMEs in the Automotive Parts and Supporting Industries

Most local suppliers, with the exception of wire harness assembly, supply secondary or
lower tier parts or manufacture and sell spare parts. Details of their ed operation are not
known, but many of them are specialized in machining, plastics molding, die making and/or
assembly and finishing and make automotive parts as part of their business.

3.5.2 Major Issues Relating to Promotion of SMEs in the Automotive Parts
and Supporting Industries

(1) Strategic direction
The auto industry has a broad supplier base. Automakers in the Philippines manufacture
and export motor vehicles in keeping with the global production strategy established and
implemented for the entire MNC group. Procurement of parts and components is also carried
out for the interest of globally optimum sourcing. Thus, the BBC and AICO schemes are not
intended to serve the country’s interest but are based on the premise that the country can
supply specific parts under the best terms and conditions.
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At the same time, most MNCs are pursuing the policy of promoting local procurement,
except for key parts and components that are to be procured from global sources. Thus, local
suppliers can win contracts from automakers as far as they can supply products that meet strict
technical and cost requirements.

(2) Major issues to be addressed for SME promotion
1) Development of an effective communication channel and tool linking automakers,
suppliers, and supporting industries
Generally, auto makers have suppliers form a group for systematic control and guidance
in order to communicate and enforce procurement policy and request the improvement of
production management practice and standards. On the other hand, local SMEs that do not
belong to such group do not understand the needs of auto makers.  Also, they do not have
an established communication channel whereby they can contact auto makers’
representatives in charge of procurement, excepting some medium-sized enterprises.

On the other hand, auto makers intend to use local suppliers by publicizing requirements
for parts and components that they willing to procure locally. However, such information
is rarely known to local SMEs.

The reverse trade fair is an effective method to create a business opportunity for
manufacturers and buyers in many industries, but it has not been widely used for
procurement of automotive parts because, although the reverse trade fair has attracted a
number of visitors, many of them did not have experience in production of automotive parts
and few results have been produced.

Clearly, it is important to develop an alternative system or mechanism to link buyers and
suppliers and enable them to exchange information quickly and efficiently. The system
should cover not only first-tier suppliers but also second- and third-tier ones. Feasible
methods include seminars held by buyers (auto makers or first-tier suppliers) and a supplier
database system.

2) Deployment of multi-faceted and focused technical support specifically for certain parts

Generally, an auto maker purchases a new part or component by ordering its prototypes
to candidate suppliers and evaluating them for final selection. The selection process
usually involves companies that presently supply products to the auto maker, while other
companies not on the supplier list do not have access to information, and even if they obtain
information, they usually will have difficulty in making the prototype due to technical
and/or financial burdens. It is therefore important to disseminate procurement information
from automakers to a large number of potential suppliers, while providing technical and
financial support for prototyping and other procurement procedures. It should be provided
in the form of one-stop shopping support including reference service for proper support
organizations and potential partners.
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Furthermore, SMEs do not have advanced production technologies - in particular “soft”
technology such as die making and design — and do not have an opportunity to learn them.
As a result, they cannot respond to procurement information in many cases.

In addition to advanced production technology, local SMEs have to learn quality control
and production management techniques and know-how if they are to win contracts from
foreign manufacturers.

It is important to provide such multi-level and multi-faceted technical support for
prospective SMEs according to the level of technical requirement for candidate parts and
components in order to maximize effectiveness.

3) Nurturing of technicians

Various public organizations centering on TESDA have provided training courses for
nurturing of technicians.  Also, there are some training courses provided by foreign donors.
However, there are some comments on these training courses that the contents of the
courses do not meet the target level. The comments are mostly for courses operated by the
public sector.

There are some private enterprises, which are offering training courses, and supply
trained technicians not only for their enterprise but also for other enterprises. If the
Government utilizes these enterprises entrusting the analysis of the training needs, setting of
the training target, formulation of curriculum and the course management, while the
Government showing only the basic needs for the training course, then these private
enterprises will implement the training more efficiently.

Some success cases of training of supervisors and technicians may bee seen in that of
Japanese affiliated enterprises. They send their trainees to their parent company or
relevant companies in Japan for training. This method have especially been found
effective in terms of technical transfer.

In the future, industries are recommended to take initiative in training, as have been seen
in the furniture industry in Cebu, formulating practical standardized curriculum in
consultation with parts procurement companies, and entrusting the operation to the private
enterprises, vocational schools and/or training organizations.

4) Encouragement of investment in equipment modernization
Manufacturers in the Philippines are generally cautious about capital spending, especially
equipment investment, in the wake of the persistent recession.  As a result, they are lagging
behind competitors in other countries in terms of productivity and quality, including
precision. Even advanced SMEs continue to use obsolete and aging equipment.
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5) Improvement of accessibility of SMEs to finance

Few local metalworking companies can have access to commercial loans or credit service.
However, they cannot obtain commercial loans for several reasons. First of all, many
SMEs do not keep accurate books and records on their business operation or even practice
double-entry bookkeeping. Secondly, many companies cannot meet collateral
requirements largely because a very small portion of their asset value (say, 20%) is
acceptable as security or machinery cannot be used as a collateral. Thirdly, SMEs do not
have time and resources to prepare documents that should be attached to a loan application.
Many companies do not have any middle manager, and owners have to deal with
documentation but have little time to do so.
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Chapter 4 Current State and Development Issues of SME Finance

4.1 Financial System in the Philippines
4.1.1 General Outline

The financial system in the Philippines is roughly divided into two sectors, formal and
informal. The formal financial sector is led by Bangko Sentral ng Philipinas (BSP=Central
bank) and is composed of various types of institutions, namely commercial banks, expanded
commercial banks, governmental specialized banks, thrift banks, rural banks, and finance
corporations. The informal financial sector includes private money lenders, Rotating Savings
and Credit Associations (ROSCAs), and financing from relatives and friends, but details on the
sector are not known. The governmental specialized banks and finance corporations are
categorized also as the non-bank institution. The non-bank institutions includes the largest
pension funds in the Philippines, the Social Security System (SSS) and the Government Social
Insurance System (GSIS), which extend loans for housing and other purposes to their members.
Furthermore, they serve as wholesale banks to supply funds, via local financial institutions, for
resending to SMEs and MEs.

4.1.2 Regulatory Measures for Financial Reforms

The Asian currency crisis, which originated in Thailand in July 1997, adversely affected
already vulnerable financial institutions in the Philippines and prompted the government to
proceed with reforms of the financial system at an accelerated pace. The series of regulatory
measures that have been introduced in recent years are summarized below.

1) Imposition of an equity capital to risk assets ratio standard
2) Setting of a minimum capital requirement
3) Loan portfolio regulation
. Limit imposed on the amount that can be provided to a single given borrower
. Lending requirements were imposed for agriculture and agrarian reform
. Real estate loans were restricted
. SME loan requirements were imposed
All lending institutions are required to set aside and lend at least 6% of their total loan
portfolio to small enterprises and at least 2% to medium-sized enterprises. However, they
can satisfy this requirement by making equivalent funds available to BSP or by holding
government-issued or government-approved bonds.
4) Regulation of the requirement for bad debt reserves
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4.1.3 Financial Institutions and Their Operation

As of the end of 2002, there were 42 commercial banks (including 17 expanded commercial
banks), 94 thrift banks, and 776 rural banks. They operated a combined total of 7,454
branches throughout the country.

4.2 Current State of SME Finance
4.2.1 SME Finance by the Private Financial Institutions

(1) Analysis of SME Loans
Table 11-4-1 shows the changes in the balance of SME loans between December 1998 and
June 2002. While the total amount of loans has gradually declined since 1998, SME loans
gained in share from 23.3% in 1998 to 27.0% in the first half of 2002.
The absolute amount of SME loans, however, remained more or less unchanged. While
financial demand has been recovering since 2002, it is reported that SME loans have increased
significantly after the introduction of SULONG in 2003.

Table 1I-4-1 Recent Changes in SME Loans
(Unit: P1 billion, %)

Small Medium Small & Medium Net Lo-an
Portfolio

Year Amount Share Amount Share Amount Share Amount | Total
Dec. 1998 141 13.7 99 9.6 240 23.3 1,028 100
Dec. 1999 148 14.8 100 10.00 248 24.8 1,002 100
Dec. 2000 125 12.7 106 10.8 231 234 986 100
Dec. 2001 155 15.6 94 9.5 249 25.1 992 100
July 2002 166 16.9 99 10.1 265 27.0 983 100

Source: BSP.

(2) SME loans by type of lending institution

Table 11-4-2 shows the composition of SME loans by type of bank, as of June 2002.
Clearly, commercial banks have a dominant share in SME loans, i.e., 82.4% for small
enterprises, 84.9% for medium-sized enterprises, and 83.3% for SMEs as a whole. In
contrast, thrift banks account for 11.7% of the total, while rural banks account for only 5.0%.
Thus, it is interesting to see that commercial banks which are based in urban areas are
dominant as lenders to SMEs, whereas thrift banks and rural banks, which operate in rural
areas where there is a large number of small enterprises and microenterprises, hold relatively
small shares.
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Table 11-4-2

Composition of SME Loans by Type of Bank (June 2002)

(Unit: 1 billion P)

Small Medium Smal_l & Net Loz?ln

Medium Portfolio
Amount | Share | Amount [ Share | Amount | Share | Amount | Share
Commercial banks 136 82.4 84 84.9 220 83.3 879 89.4
Thrift banks 19 115 12 12.1 31 11.7 76 7.7
Rural banks 10 6.1 3 3.0 13 5.0 28 2.9
Total 165 | 100.0 99| 100.0 264 | 100.0 983 | 100.0

Source: BSP

According to BSP’s data, 58.6% of loans to SMEs have been provided by five banks, and
The fact that only 5 out
of 912 banks in the country provide more than half of SME loans indicates that a small
number of banks are accessible to SMEs.

notably, the top bank accounts for 36% of the total amount of loans.

(3) SME loans by region and industry
Table 11-4-3 summarizes the balance of loans made by commercial banks, disaggregated
by region and industry. Among the three regions, Luzon holds a predominant share of 80%,

Visayas 10% and Mindanao 10%.

largest borrower, followed by the manufacturing sector.

As for industry, the wholesale and retail sector is the

Table 1I-4-3 Composition of SME Loans Made by Commercial Banks,by Selected

Regions and Industry (2002)

(Unit: P million)

Luzon Visayas Mindanao Total
Manufacturing 46,842 4,530 1,947 53,319
Electricity/gas 409 109 59 577
Construction 6,276 996 1,149 8,421
Wholesale/retail 49,076 7,407 8,674 65,157
Transportation/warehousing 3,734 777 806 5,317
Real estate 20,718 2,109 1,642 24,469
Source: BSP

Manufacturing industries are concentrated in urban areas and Luzon, as reflected in their

large shares in SME loans.

Rural regions where thrift banks and rural banks are based are

dominated by microenterprises and small enterprises and need a financial system that

promotes social welfare more than they need industrial development.
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4.2.2 SME Financing by Government Financial Institutions

(1) Loan status
1) DBPand LBP
Table 11-4-4 shows recent changes in outstanding loans made by government financial
institutions, which amount to around P200 billion and account for 12% to 13% of the total
balance of loans made by commercial banks. The Government financial institutions play
an important role in that they are supplying funds to commercial banks.

The loans made by government financial institutions for SMEs have increased.

Table lI-4-4 SME Loans by Government Financial Institutions
(Unit: P million)

6% 2% 8% Net
. Small &
Small Share | Medium | ghare Medium | Share Lone Share
(%) (%) (%) Portfolio (%)
Dec. 2000 11,290 10.0 6,497 5.7 17,787 15.7 113,053 100
Dec. 2001 12,334 15.9 8,826 11.4 21,160 27.3 77,548 100

Source: BSP

Recently, government financial institutions are playing a more active role in financial
services relating to promotion of SMEs, by means such as a special SME loan program
offering favorable conditions, and by significant expansion of branch networks.
Nevertheless, it is pointed out that the increase in direct SME loans by government financial
institutions has intensified competition with private financial institutions, and that they
require stricter loan conditions (especially collateral requirements) in order to have
assurance of the soundness of retail finance. As a result, government financial institutions
do not pay as much attention to fulfilling their role of supporting the private financial sector .

2) SBC (SBGFC)

SBC is a loan guarantee organization the mission of which is to facilitate supply of funds
to SMEs by reducing risks for financial institutions that supply SME loans. It was
established pursuant to the Republic Act 6977 of 1991 (generally referred to as the “Magna
Carta for Small Enterprises”). Since then, it has been expanding its scope of business,
including direct lending to SMEs, and it is in the process of establishing a venture capital
division. It is therefore becoming a financial institution providing comprehensive credit
and loan services for SMEs. It is under DTI’s jurisdiction and primarily operates in line
with a policy guideline established by the SME Development Council (SMEDC). SBGFC
offers five guarantee programs and six loan programs.

From answer to questionnaire survey.
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The total values of loans and guarantees provided by SBC in FY2002 are summarized as
follows.
1) Guarantee program: P119 million
2) Long-term loan: P53 million
3) Short-term loan: P242 million
4) Wholesale lending: P17 million
5) Discount financing: P741 million

The operating results in 2002 indicate that loan and rediscount services as a percentage of
SBC’s total operations have surpassed that of the traditional guarantee service.

(2) SULONG Program

The SME Unified Lending Opportunities for National Growth (SULONG) program is a
newly started SME loan program created by a presidential decree in December 2002. It is
implemented as part of programs under the National SME Development Plan. In particular,
it aims to expand fund supply to SMEs by mitigating much-criticized barriers to SME finance,
including the difficulty in loan application documentation, strict collateral requirements, and
high interest rates. It functions through government financial institutions (GFls), and started
in January 2003.

The government does not provide a special fund for the program, which is basically funded
in the form of commitments by the participating banks to make the source fund available to
the program.

The participating banks make wholesale and retail loans. Wholesale lending is made
through thrift and rural banks that operate throughout the country (which, however, are
required to satisfy certain standards). As SMEs can apply for loans to thrift and rural banks
by using a unified form of application, they have ease of access to many more banks than
before. The program provides short-term operating funds (with a repayment period of one
year or shorter) and long-term funds (five years or less, with a one-year grace period), with the
maximum amount of loan being limited to P5 million. Interest rates are 9% p.a. for direct
loans from GFls participating in the program and 12.75% p.a. for long-term loans (and
11.25% for three-year loans). The maximum amount of each loan is P5 million for both
short-term and long-term loans.

The following differences exist between the previous SEM loans and SULONG loans.
- Interest rates for the SULONG loans are lower than the previous SEM loans. For

instance, direct loans from the participating GFIs can be had at 9% p.a., much lower
than the 11% - 12% for ordinary SME loans.
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- Compared to the 100% collateral requirements for the previous SEM loans, the
SULONG loans require collateral to supplement personal guarantees and other forms of
security.

- An application form consists of only two pages and is in a uniform format that can be
used by all banks handling the SULONG loan. The application is thus much simpler
and streamlined than before, with a shorter examination period (although not yet
realized significantly due to a larger number of applications).

While it is too early to evaluate the program and its effectiveness as a small number of
borrowers have started repayment, the program is being well received by SMEs compared to
the previous programs. At the same time, however, it is pointed out that the program has not
fully accomplished its main goals, including modification of the lending stance of relying
heavily upon collateral, simplification of the examination process, and the lowering of interest
rates.

(3) Micro-enterprise loans

BSP has issued a guideline for loans to micro-enterprises (MEs), separate from that for
SME finance. It states that ME loans should be P150,000 or less per case, non-secured and
short-term (repayment period of one day, one week or one month). The interest rate should
be based on the market interest rate, not necessarily at a concessionary rate. To facilitate ME
loans, BSP designates thrift and rural banks as microfinance-oriented banks that are required
to lend 15% of total loanable funds to microenterprises and provide funds by means of
rediscounting. As of February 2003, there are four microfinance-oriented banks, and in
addition, 88 rural banks are designated as financial institutions specialized in ME loans.

In addition, the government enacted the Barangay Micro Business Enterprises (BMBES)
Act of 2002, which establishes new incentives for microfinance. In particular, the law
requires GFIs to maintain a special loan desk for ME loans. Similarly, it requires that the
credit guarantee service set a special line of credit for micro-enterprises.

4.2.3 Credit Guarantee System

SBC renders credit guarantee service for a total of 45 financial institutions (20 commercial
banks, 15 thrifty banks, and 10 rural banks) through its head office in Manila and four branches.
In 2002, 42 guaranteed loans totaling P118,860,000 (average, P2,830,000 per loan) were
extended. It was equivalent to only 17% of the annual target. By type of bank, 50% was
accounted for commercial banks, 35% thrifty banks, and 15% rural banks. A regional
breakdown is as follows.
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Region No. of quaranteed loans Total amount Amount per loan

Metro Manila 15 P42.8 million P2, 850,000
Luzon 9 P27 million P3, 000,000
Visayas 16 P43.7 million P2, 730,000
Mindanao 2 P5.3 million P2, 650,000

4.2.4 Equity Financing

For SMEs in the Philippines, loan arrangements including loans from the informal sector
are virtually the sole means of raising funds. Equity financing facilities such as venture capital
(VC) and private equity (PE) are underdeveloped and there is no equity financing market to
supply funds to SMEs.

4.3 Major Issues for Improvement of SME Finance

(1) Vulnerability of financial institutions

As pointed out earlier, financial institutions in the Philippines are relatively small in terms
of asset holdings, while there is a relatively large number of institutions. These
characteristics seem to stem from several factors. First of all, national income and the
propensity to save are very low. Secondly, reliability of financial institutions is generally
low, causing capital flight to overseas or to the informal sector, preventing the healthy
circulation of funds. As a result, many financial institutions face difficulty in raising
sufficient funds for lending. In particular, they have to borrow funds from larger financial
institutions as well as governmental ones to make up for the shortage of deposits, causing a
cost increase (including the interest). Thirdly, the small size delays cost reduction efforts,
including efforts through use of IT.

(2) Overemphasis on collateral requirements
Rarely are project feasibility or creditworthiness of personal security is taken into account
when SME loan applications are evaluated. The SULONG program that was launched in
2003 has made significant improvements in financial accessibility, but it is said to give heavy
weight to collateral requirements in actual operation. One of the reasons for this may partly
be attributable to the inability of lenders to evaluate loan applications on the basis of criteria
other than non-personal security.

An immediate solution to deal with the lack of collateral on the SME side is to make the
credit guarantee system more accessible to SMEs. Further, personal security should be
adopted, where possible, as an alternative to physical assets.

(3) The lack of a credit information system and the highly centralized examination system

Large financial institutions operating nationwide examine and decide on most loan
applications at their head office. While they have their own reasons for the centralized
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system, it is problematic in terms of customer service. In particular, loan application
examination often takes a long period of time, causing loss of opportunities for potential
borrowers who need to make prompt payment or investment. Further, credit information
used for examination (corporate information, land valuation, past credit performance, etc.) is
not integrated or updated, so that most financial institutions do not have a formal examination
system utilizing advanced information technology.

(4) Reinforcement of the guidance system for SMEs
Commercial banks require SMEs to submit financial statements and present their business
plan or project, but they seldom provide consultation service or guidance for SMEs (based on
the interview surveys). As financial institutions have a large amount of information on
industries, markets and individual companies, together with the ability to analyze financial
statements and other data, they should be able to provide systematic advice and guidance for
SMEs (including computer-based corporate diagnosis).

(5) Major issues relating to equity financing for SMEs
1) Lack of attractiveness of the SME Board
The SME Board, which is supposed to introduce emerging companies, lacks attractive
investment opportunities. As discussed earlier, the SME Board lists only two companies
as only three years have passed since its opening.

2) Fostering of investors and investment companies

At the same time, the establishment of a government investment company should be
considered. At present, SBC is preparing itself for SME investment. However, the
investment business is substantially different from guarantee and loan businesses in terms of
risk management as well as fund management. In the initial stage, an SME investment
initiative can be started in the form of a pilot project within the same company, but it should
be separated from the guarantee and loan unit from the standpoint of asset/liability
management.

3) Easing of the IPO requirements
The stock exchange should review and modify IPO requirements and their operation
policy in order to provide sufficient incentive for individual companies as well as
investment companies to find the IPO an attractive opportunity.

(6) Major issues relating to SBC’s credit guarantee system
1) Poor recognition among SMEs
While all the banks knew the content of the system, nearly one half of the SME managers
surveyed did not know about SBC or did not have knowledge on the credit guarantee system.
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2) Lack of standard credit information and data
In the Philippines, there is no organization that serves as a credit bureau having reliable
credit data; financial institutions make credit ratings on the basis of their own customer data.
The absence of the credit bureau is considered to be a major factor for the lengthy time
needed for examination of SMEs and small loans.

3) Revision of guarantee conditions

Financial institutions using the credit guarantee system complain about expensive fees
(guarantee and processing), strict collateral requirements, and a large number of documents
to be submitted. The guarantee fee should be based on an insolvency rate and a collection
rate determined from past experience and should be set within a range where revenues and
expenditures - including gains from investment - can be balanced. In addition, favorable
conditions may be set for prospective projects or strategic areas and a mechanism to cover
the loss from the government budget (subsidy) may have to be considered.
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Chapter 5 SME Promotion Policy, System and Organization

5.1 Major SME Related Laws

(1) Magna Carta for Small Enterprises (RA6977 and amended RA 8289)

The basic law governing SME promotion in the Philippines is generally referred to as the
Magna Carta for Small Enterprises (Republic Act 6977; amended and renamed as RA 8289 in
1997). Essentially it sets forth basic rules for SME promotion and provides for the definition
of SMEs and mandates the establishment of the institutional framework for the existing SME
promotion system, the Small and Medium Enterprises Development Council (SMEDC) and
the Small Business Guarantee and Finance Corporation (SBC). It also stipulates the
provision of the mandatory quota for SME loans. After the major amendment in 1997, the
law has been regularly reviewed and its amendment is currently under discussion.

(2) Barangay Micro Business Enterprises Act of 2002 (RA 9178)

The Barangay Micro Business Enterprises Act was recently enacted to support
microenterprises as well as the informal sector, which have survived through the financial
crisis. RA 9178 legislates public support in response to programs for the alleviation of
poverty. The Act calls for enterprise promotion in rural areas, especially focusing on the use
of local resources and creation of employment opportunities. It provides for the following
incentives for microenterprises:

o Exemption from the business income tax for two years

e Exemption of minimum wage requirements

o Financial support which can be sourced from government financial institutions such as
DBP, SSS and GSIS, and

e Technology transfer, production and management training and marketing assistance
through the DTI, DOST, University of the Philippines Institute for Small-Scale
Industries (UPISSI), Cooperative Development Authority (CDA), and Technical
Education and Skills Development Authority (TESDA).

5.2 SME Development Plans

“SME Development Strategy 1998” which was announced by DTI in June 1998 has served
as a general yardstick for SME development to this date. Then, SME Development Plan/SME
Core Group Action Plan for 2002 was announced in September 2002, followed by the National
SME Development Plan 2002 that was presented in November. The three development plans
have the following common elements that are considered to serve as the general framework for
the country’s SME development policy:
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1) To reinforce the industrial (inter-company) linkages;
2) To reinforce financial support (accessibility) for SMEs; and
3) To review the existing programs and ensure their efficient management as a whole.

National SME development Plan 2002 is considered as the formal SME development plan
currently being implemented.

5.3 SME Promotion System and Organization
5.3.1 DTI's SME Promotion System

(1) Central government level

At present, public policy for SME promotion in the country is formulated by the Bureau of
Small and Medium Enterprises Development (BSMED) of DTI.

Another organization that plays a key role in SME-related administration is the Small and
Medium Enterprises Development Council (SMEDC), which is chaired by the Secretary of
DTI. Established under the mandate of RA 6977 (the “Magna Carta”), SMEDC is the key
organization responsible for the formulation of SME promotion policies, organization, system
and institution, and offers its opinions and recommendations to other organizations where
SME is a major consideration.

Within the framework of the Magna Carta, the establishment of an inter-departmental SME
promotion organization is being planned by using the existing organizations, but it has not
been materialized.

(2) Local level
SME promotion at the local level is implemented by DTI regional and provincial offices.
SME promotion programs are implemented with BSMED’s budget. The local DTI offices
are under the jurisdiction of the Regional Operation Group (ROG) and thus report directly to
ROG. The regional offices employ an average of 55 persons each and supervise all DTI
offices within the province.

(3) SME Centers

There are 79 SME Centers throughout the country. They have been established in the
provinces since 1996. 65 centers are currently accommodated in DTI regional or provincial
offices. Other centers are located in the local chamber of commerce or the municipal/city
office. SME Centers are primarily responsible for providing information on SMEs as well as
implementing programs and projects.

While 79 SME Centers are reported to be operating throughout the country, the actual
number of centers engaged in substantial activities seems to be fairly limited, less than ten as
of April 2003. The low budget and limited manpower account for the inactivity of most
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SME Centers. Active centers are gaining support from local chambers of commerce and
industry.

(4) SME Production Centers
DTI is authorized, under the General Appropriations Act of 1994, to establish seven SME
Production Centers throughout the country.

These centers are expected to be self-supporting after the government funding has been
provided during the initial five-year period. But three centers, namely Los Banos, Bicutan,
and Albay have suspended operations due to financial problems. The other centers are facing
difficulties in maintaining efficient facilities and equipment due to budgetary constraints.

5.3.2 Other SME Support Organizations

(1) Other public organizations
In addition to DTI, there are a number of organizations providing support for SMEs, which
are under jurisdiction of various departments.
Department of Science and Technology (DOST) implements a relatively large number of
SME support programs, most of which focus on technical support but some are engaged in
loan programs relating to equipment upgrading.

(2) NGOs and SME promotion

In the Philippines, a number of non-government organizations (NGOs) have been
extending a variety of support and assistance services for microenterprises in rural areas.
They vary greatly in size and scope of activity, ranging from large organizations that conduct
nationwide civilities to local, community-based organizations.

NGOs are mainly engaged in technical training and guidance services, which are largely
contracted to various government organizations that are responsible for SME support services.
Many NGOs are involved in financial support activity whereby they make use of their close
contact with microenterprises in rural areas; they are often used to verify credit standing of
small lenders and to help collection of loans.

5.3.3 SME Promotion by Local Governments

The Local Government Code delegates some of its services to the LGUs, including those
relating to industrial development. However, actual activities of LGUs funded by their own
budget are largely limited to infrastructure development (mainly roads), education and medical
service. Few LGUs implement industrial development projects or programs.

SI-5-3



5.4 SME Promotion Programs
5.4.1 Ongoing SME Promotion Programs by BSMED

SME promotion programs (short-term programs) underway, as led by BSMED, are
described as follows.

(1) Trade Fairs

(2) SME Opportunities Caravans
(3) Entrepreneurship training
(4) Franchise seminars

(5) Display House/SME Corner
(6) SME Centers

In addition, BSMED implements several continuous programs, such as SME Week and
SME Awards.

5.4.2 Other SME Promotion Programs

There are 32 leading SME support organizations (13 under the supervision of DTI).

28 organizations are engaged in the service providing market information, although the
details of their service have still to be analyzed. Notably, many SME support organizations are
engaged in two types of services, education/training and technical assistance, reflecting the fact
that these service areas are most suitable for public support. And they generally face problems
relating to the shortage of production or training equipment due to aging or obsoleteness of the
equipment.

5.4.3 Major Issues of the Past SME Promotion Policies and Programs

The country has established its basic SME promotion policy and system relatively early.
In fact, the government started its SME promotion initiatives much earlier than other ASEAN
countries, but it has been criticized for having failed to produce significant results. Yet it
seems to set forth ambitious goals that are to be achieved within a relatively short period of time,
and major issues relating to program implementation, such as the delay in budget execution and
the shortage of human resources, remain unchanged.

SII-5-4



Chapter 6 Other Environment related to SME Promotion
and Policymaking

6.1 Current State of SME Support by Major Donor Organizations

(1) Japanese government
The Philippines is one of the countries to which the Japanese government gives the
highest priority in its official development aid. Similarly, for the Philippines, Japan is
the top donor country. Japan’s current ODA policy for the Philippines focuses on the
following four priority objectives or areas.

1) To strengthen the economic base and overcome factors restraining sustainable
growth
(including assistance for fostering of supporting industries as part of reinforcement
of the industrial structure);

2) To reduce poverty and correct regional disparity
(including development of social and economic infrastructure in rural areas);

3) Environmental preservation and disaster prevention
(including industrial pollution control measures); and

4) Human resources development and institution building
(including the enhancement of skills and technical education to meet the industrial
needs of local communities)

In the area of support and assistance for industrial development and SME promotion,
Japan’s ODA projects concentrate on JICA’s development studies as well as technical
assistance including consultation and guidance by JODC and JETRO (e.g., the sending of
experts). Also, JBIC provides two-step loans for SMEs (ISSEP-I11) via the Development
Bank of the Philippines.

(2) Support by other major donor countries
1) GTZ (Germany)

GTZ in Germany is implementing various support programs in the Philippines, of
which the largest program is titled “Promotion of Dual Education” with TESDA being
the counterpart. The program was started in 1996 and is designed to train skilled
workers using TESDA's facility as well as on-the-job training.

GTZ will also participate in the Private Sector Development Program that will be
launched in 2004 by allocating a total budget of $5 million over three years for
reinforcement of the SMEs and provision of business development services. The
program is expected to be implemented under the aegis of the chamber of commerce
and industry as the counterpart. In addition to GTZ, KfW has been rendering support

Sl-6-1



in the area of SME finance (particularly microenterprises and small enterprises), which
will be continued for limited geographical areas.

Germany’s assistance has primarily focused on human resources development such
as vocational training, and the program covers the entire country but is highly
concentrated in Visayas.

2) CIDA (Canada)

CIDA is currently implementing 15 projects.

Among them, Private Enterprise Accelerated Resource Linkages (PEARL) and
Promoting Participation in Sustainable Enterprises (PPSE) are closely associated with
SME promotion. Basically, they aim to reinforce competitiveness of small enterprises
through technical assistance and consulting service. Note that CIDA has discontinued
PEARL and is contemplating a new SME support program.

Geographically, CIDA’s development assistance mainly takes place in Mindanao
(60% of total) and Visayas (30%). Also, CIDA emphasizes support for
microenterprises.

3) Others
Development aid by the United States has been provided as part of the anti-terrorism
campaign in Mindanao. The assistance by the U.S. government emphasizes projects
conducive to the island’s economic development. Among them, USAID has been
conducting the Regional Enterprises Development Project, together with the
reinforcement of the chambers of commerce and industry in major cities. It was
carried out with PCCI as the counterpart up to 1997.

Australia has been involved in projects to create cash income sources and improve
hygiene in rural areas, as well as environmental remediation in Mindanao. Finally, the
World Bank and the Asian Development Bank emphasize SME support in the area of
assistance targeting eradication of poverty.

6.2 SME Statistics and Major Issues

Business statistics in the Philippines are based on different types of databases
maintained by NSO and other organizations, which try to develop their own statistical bases
of essentially similar content. It is important to realize that the development of a cost-
effective system should start from the linking of different databases of NSO and other
organizations, e.g., when DTI takes charge of current statistics, it should develop the list of
surveyed establishments by using such linkage. Then, if any shortage of data or
information is found, efforts should be made to add it to the existing system in a
coordinated manner.
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The following statistical data are very important in formulation of SME development
policy and monitoring of program implementation.

1) Statistical data for quantitative analysis of SMEs from macroeconomy viewpoints,
e.g., the number of establishments, employees, geographical distribution, industrial
distribution.

2) Data for the relation between category of SMEs classification and actual business
conditions to formulate SME development policy.

3) Data for ascertaining the nature and extent of the influence and impact of specific
policy themes (or measures)

Therefore, the institution in charge of SME development (currently, DTI or SMEDC)
has to define a category of SMEs or number of employee together with NSO, and apply it to
SME statistics. This will make it possible to obtain the necessary data on total numbers
relating to 1) and 2) above.

The SME development institution (DTl or SMEDC) is also necessary to conduct,
periodically, a dedicated sample survey apart from national statistics for the purpose of
grasping the above 2) and 3) data. The survey will be the combination of a standardized
survey, which surveys change in business size and management status, and an impact
survey (with/without survey) to define the impact of a specific policy or change in
economic environment.
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1.

Chapter 1 Basic Direction and Policy Framework
of SME Development Plan

Objectives and Challenges of SME Development
1.1 Expected Role and Contribution of SMEs in Economic Development

The SMEs are expected to play an important role in economic and social development in

the Philippines, in the following aspects:

1)

2)

3)

1.

Development of SMEs in the secondary and tertiary industries will contribute to
diversification of local industries, and increase the local value added.

The same also applies to national economy. Development of SMEs in various industries,
which the Philippines now lacks, will establish niches, bridge gaps among industries, and
contribute toward a reduction in dependence on imports.

SMEs are suitable to form the supporting industries providing niche services, and
contribute to enhancement of the major industries of the Philippines, which have the
feature of producing on consignment, and operation with insignificant linkage with local
industries. Thus, SME development will contribute to deepening of industrial structure
of the Philippines.

Development of SMEs generates employment and contributes to poverty reduction. If it
results in increase and improvement of distribution of income, it will increase domestic

demand for industrial products, and form a strong base of industrial development.

1.2 Goal and Challenges of SME Development

Goal of SME development

Prerequisites for realization of the above role of SMEs are the stable operation and growth

of the SMEs, and robust activity in the start-up of businesses. This must be accomplished,
however, in the economic environment of an internationally open and free market economy,
which is basic assumption of Philippine economic policy. These constitute the goal of SME
development.

Development challenge

The development challenge of SMEs to achieve the goals varies depending on the business

environment of each sector, and may be summarized as follows:

@)

Development challenge of SMEs in export-oriented industries using local resources
SMEs in the Philippines, those exporting products using local resources are facing strong

competitive pressure from foreign products in both export and domestic markets, and pressure
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especially from Chinese products, except for processed food products in the domestic market,
where local large manufacturers are dominant.

As China is the world-leading exporter of products for mass consumption, and has support
for this furnished by the gigantic domestic market, Philippine industries have been
maintaining their unique position in the competitive environment by offering niche products
that appeal to specific consumer groups. Continued efforts to maintain their unique product
positioning and customer base are essential to ensure their sustainable growth.

SMEs in these sectors are dominated by those that are characterized by familial or one-
person operation, and lack modern management knowledge and skills, while there are some
that have gained international competitive through exports. At the same time, many of SMEs
that make export products contract the bulk of the production process to specialized SMEs
(subcontractors). To meet the quality, delivery and cost requirements for having
competitiveness in export markets, therefore, manufacturers must control subcontractors and
their operations, while subcontractors must modernize their production and management.

The development challenge of SMEs in these particular sectors, in view of the above, is
enhancement of international competitiveness with consideration given to their position in the
international markets. In this regard, the key features the SMEs must possess are as follows:

1) Creative product development and marketing, based on adequate market intelligence

2) Improved management and production capability including what is needed to increase
value added of products, and meet the requirements of the markets as to technical
regulations, delivery condition and quality maintenance or improvement

(2) Development Challenge of SMEs in the supporting industries
The electronics/electrical and automotive industries, except for the electrical appliance
industry, have imported most of their parts or have purchased a portion of their requirements
from foreign suppliers operating in the country. As a result, only an insignificant number of
local SMEs have become established in the supplier base for the country’s key industries.
This is because of the significant gap between the requirements of the leading industries and
capability of the local SMEs in technology and production management.

In particular, an emphasis should be placed on the automotive industry. Compared to the
electronics industry, for which the establishment of a linkage with local SMEs seems to be
difficult in the short run, some automakers are interested in improving their international
competitiveness by increasing local procurement. As a case in point, at this moment an
automobile assembler is selecting potential local suppliers to increase procurement of the local
parts at the next model change. These moves will create many opportunities for local SMEs.
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The leading industries, however, do not have adequate information on potential suppliers,
while the SMEs do not understand the requirements of the leading industries on technology
and management, since they have had limited experience in transactions with the former.

Thus, the major challenge for development for the SMEs in this sub-sector is to promote
the linkages among them, with the essential points being as follows:

1) Promotion of communications between the potential buyers and the potential suppliers,
and upgrading of capability of SMEs in technology and management to meet the
requirements of the leading industries

2) Expansion of bases of the supporting industries, considering that the number of SMEs,
which have potential as suppliers of parts and services to the leading industries, is limited

(3) Development challenge of SMEs active in the local-demand markets

In the Philippines most of SMEs are concerned with the markets of local demand, a type of
market, which is limited to a narrow geographical scope. Such local demand is very diverse,
including as it does demand concerning the clothing, food and housing needs of the local
residents, demand concerning other everyday needs, education and transportation, and demand
concerning supply of services and goods to local industry. They are generally small in scale
of management, and lack basic knowledge of business management.

The main obstacles to development include the fact that those SMEs have only limited
business opportunities and the fact that they are limited as regards the business management,
production and financial capacities needed for market and customer development, but the
situation varies greatly from enterprise to enterprise, and it is therefore not possible to deal
them in view of specific problems for any particular industry.

The key requirements in supporting the SMEs in this sector are as follows:

1) Provision of services to respond to the diversified problems they are facing in the
operation and expansion of the businesses
2) Creation, identification, and/or provision of business opportunities

1.1.3 Policy Framework for SME Development

In moving toward the development goal set in the foregoing section (1.1.2), the government
should address the following policy framework for SME development (see Fig. I11-1-1).
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Figure llI-1-1 Proposed Development Policy Framework
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(1) Provision of business opportunities to SMEs, while providing concentrated and
comprehensive support for enhancement of the SMES’ managerial and technological
capability to tap the opportunities

(2) Improvement of accessibility of SMEs to finance

(3) Improvement of SMES’ business environment in view of diversification and deepening of
industrial structure

(4) Development of an implementation system allowing comprehensive and concentrated
support for SMEs

1.2 Role of Government

Necessity of Government Support for SME
While recognizing the role and importance of SMEs in the social and economic
development of the Philippines (see 1.1.1), and taking seriously the difficulty of SMEs to
sustain themselves under the conditions of a globalization of the economy, the Government
needs to take appropriate actions to support SMEs.

Role of the Government in SME Support
Government's direct support in the form of market intervention is desirable to some extent
in countries where a large number of SMEs are not ready to compete in the international
marketplace, and at the same time, liberalization of the national economy has been selected as a
major development goal. In these countries including the Philippines, government is expected
to provide active support to reinforce SMEs from their foundation up, so that they can compete
with large companies as well as foreign companies on a level playing field.

Sustainability and viability of government support
The concept of service-for-pay for sustainable project on individual project basis, would
limit the number of recipients and therefore adversely affect program effectiveness — with a
result contradictory to the spirit of SME support policy. This is because that policy is
specifically intended to help SMEs that cannot afford to conduct a project on their own.

It does not necessarily mean, however, that any support programs or projects should be
justified regardless of their feasibility.

Unnecessary free services and wasteful subsidies should be avoided, and, in general,
programs, which involve services that can generate revenues according to general business
practice should seek to generate reasonable revenues.

Use of private or non-government organizations in providing the support services

The Government should entrust the implementation of support programs to enterprises or
organizations, instead of the government’s implementing it by itself, if firms or organizations

SlI-1-5



having appropriate implementation capability are available. It is also recommended to
introduce the market mechanism in selecting the firms or organizations to be entrusted with the
implementation, and make most of the capability of private/non-government organizations in
the process of policy implementation.

The government, however, is required to be involved in more-direct support activities,
considering the insufficient supporting measures presently available in the Philippines.

The active involvement of the private sector and LGUs in the support activities will be
useful to make the support more practical and effective. However, the initiatives of the
government in planning the policies and administration and monitoring of the implementation,
together with the actions needed to ensure the effective implementation of support programs and
projects, should remain unchanged.

Further, the government should prepare supplementary measures for LGUs, considering the
limited capability of LGUs in providing support services.

1.3 Need for the Development Plan

Despite the fact that SME development is vital for the social and economic development of
the Philippines, the fund and resources available for allocation to SME development are very
limited.

There is a need for the funds and resources to be concentrated in strategic policy areas and
programs selectively and in an optimum manner in order to maximize the impact. Also, there
is a need for co-ordination and co-operation among the support agencies in keeping with the
clearly defined national strategy framework. The Plan now under development, will provide a
road map for support for the development of SMEs, on the basis of thorough analysis of the
issues to be focused on.

1.4 Discussion on coverage of the SME Development Plan

(1) SMEs and microenterprises

Microenterprises require different policy considerations compared to the SMEs.

However, when it comes to the Philippines’ case, microenterprises are not a special
segment of the SMEs, with microenterprises accounting for 92% of total enterprises, and 38%
of total employees including large enterprises.

The SME development policy is different from the policy, which seeks to contribute to
livelihood support for poverty groups. The SME policy deals with enterprises (and
entrepreneurs intending to start up businesses) engaging in economic activities. The policy
measures are provided to encourage and support their business activities.
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If the businesses had been started with the objective of improving the livelihood of people
in target groups, but developed so as to become involved in economic activities as enterprises
or cooperatives, then, such businesses will be the target of the SME policy.

(2) Industrial policy vs. SME policy
Many countries including Japan, have implemented development policy targeting
development of SMEs in specific sub-sectors (namely, sectoral development approach).

In the case of SME development in the Philippines, there are many cases wherein the
sector-focused policy programs including market development and technology development,
are deemed effective in achieving the policy goal. These include the cases of SMEs in local-
resource-based industry active in the export markets, and SMEs in the supporting industries of
the leading industries.

On the other hand, there are some cases where a policy or program relating to the
development of SMEs may not be suitable for implementation by an agency in charge of SME
policy. Such policies and programs are roughly divided into two types: those that affect not
only SMEs but also a large number of large enterprises, and those that require a specific or
technical consideration other than SME development.

The SME development support system, nevertheless, should have a mechanism to grasp
the problems of SMEs through the field contacts with SMEs or industrial associations, to
analyze the problems, and to generate proposals of measures to solve the problems, and be
coordinated with appropriate agencies in the problem solving process. Establishment of a
central government agency, which is responsible for SME policymaking, program
development, and implementation, is urgently needed also in this point of view, as discussed
later.

1.5 Limitation of Current Policy, System and Measures for SME Development

There are some critical constraints in implementation, as follows:

(1) Limited resources, particularly insufficient funding and lack of required staff.

(2) Lack of adequate training of staff, which can extend the appropriate counseling and advice
to SMEs.

(3) The contact windows for the support services are limited to metropolitan areas.

(4) Insufficient involvement of LGUs.

(5) Need to establish an agency, which is responsible for SME policy planning,
administration and monitoring of implementation in a totalized manner. SMED Council
and SME Core Group are not sufficient take the expected responsibility, since they are ad-
hoc organizations run by periodical meetings, and lack permanent organizations of their
own staff, though each has a secretariat organization.
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2.1

2.

Chapter 2 Recommended SME Development Plan

SME Development Strategy
1.1 Confirmation of Development Strategy

In formulating the development strategy of SMEs in the Philippines, we proceed to roughly

divide SMEs into three types and set forth development goals that are designed to address the
needs facing each type, as described below.

1)

2)

3)

2.

SMEs requiring (a) strengthening of their international competitiveness, and typically
local-resource based industries as furniture, export general merchandise, and food
processing firms, which are active in the international markets and (b) stabilizing of
operations and promoting of growth

SMEs with existing or potential relations with the leading industries in the Philippines,
such as the electronics and electrical, and automotive industries, whereby there is high
potential to form backward linkages, and therefore where promotion of industrial linkages
with the local SMEs and entrepreneurs having potential of forming the supporting
industries is desirable policy

SMEs that need assistance to secure their growth; these SMEs are active in local markets
in many areas of the nation, and potential SME entrepreneurs that need support for starting
up of new businesses, support that can be through provision of business opportunities and
support for development of business seeds.

1.2 SME Development Strategies

It is recommended that use of available funds and resources should be concentrated in

the strategically most-important policy areas, so that the policy measures and actions to be
taken will be effective and efficient.

Access to markets, customers, and/or business opportunities is the key factor for SME

development, but at the same time the markets, customers, and business opportunities will
become accessible to SMEs, only when the SMEs can utilize these opportunities. Taking this

into

consideration, provision of business opportunities, and support to SMEs so as to enable

them to utilize these business opportunities, are the proposed strategic focus for each of three
SME sectors.

(The development challenge, and overall system of the strategies and programs are shown

in Figure 111-2-1.)
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2.1.3 Policy Measures and Programs of Priority

Among the programs proposed in 2.2, the most urgent one is nurturing of SME
Counselors (#17)1, who are expected to play the key role in revitalizing the SME support
network. As presented in 2.2, Industrial Support Centers and SMED Regional Centers will be
the key organizations in implementing most of the proposed programs, and these organizations
are expected to provide professional consultation and guidance services. The SME Counselors
are the professionals in these organizations. Nurturing of the SME Counselors takes
considerable time, and therefore, there is need to start as soon as possible.

The priority next to the above is to secure the fund for program implementation. For
this purpose, the Government should exert every effort possible for this purpose (see 2.3.2),
including establishment of the SME Development Fund (#23).

Among the proposed programs and projects, the following should be given of priority:
1) Those that would be directly effective on market creation and exploration; and
2) Those designed for upgrading of management and technology capabilities, which would
are required in penetrating the markets created in 1) above.

Policy Measures and Programs of Priority

Design workshop (or product
development workshop)
Business seeds identification
and development

Packaging technology
dewvelopment

Dissemination of production
management for local-resource

@ 4 | Buyer-Supplier Database

Establishment of
SME development
fund

Efforts to secure
necessary funds

. SME support
Nurturing of SME network | Parts and service procurement
Counselors 7 -
development seminar

Comprehensive support for potential
SME suppliers of parts and services

Dissemination of production
management methods for supporting

SME Counselors and SME

17 B
Advisors

19| Personal guarantee system

20| SBC deposit fund system

SBC as policy execution body

?*lin the field of SME financing

! The numbers with (#) in this section and following sections mean the reference numbers of projects/programs
shown in Figure I11-2-1.
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Figure 11I-2-1 Outline of Development Challenges, Strategies and Measures for SME Development
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Buyer-Supplier Database
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Strategy 1-2

local demand)

Improved business
management and
production
management capability

Packaging technology
development

13

Furniture & Export General
Merchandise Industry Support Center

14

Processed Food Industry Support
Center

Dissemination of production management
for local-resource based industries

11

Develop and promote standard
curriculum for technical training

(SMEs based on the limited

Strategy 3

Identification and
creation of business

]

opportunities

(SMEs in the supporting
industries of leading

industries incl. electronics
and automotive industries )

Promotion of

industrial linkages

Assistance for diversified
managerial problems
together with creation,
identification and provision
of business opportunities

Business seeds identification and
development

Buyer-Supplier Database

1

=Y

SME support network

Strategy 2-1

Development of parts

and service supply of
local SMEs to the
leading industries

12

Entrepreneurship development of
creative SMEs

17

SME Counselors and SME
Advisors

Buyer-Supplier Database

27

Promotion of regional development seeds
identification by LGUs and local CCls

Parts and service procurement
seminar

15

Improved

accessibility of SMEs
to financing

Strategy 2-2

Expansion of basis of
the support industries

Comprehensive support for
potential SME suppliers of parts

Business seeds identification and
development

Dissemination of production management
methods for supporting industries

— 10

Advanced Technology Center

Strategy 4-1

Reduction of risk of

11

Develop and promote standard
curriculum for technical training

17

SME Counselors and SME
Advisors

SME financing

1

©

Personal guarantee system

18

SME loan without collateral

Strategy 4-2

Program
implementation which
meets the policy needs
of SME financing

2

o

SBC deposit fund system

21

Streamlining of examination system
for SBC-guaranteed loan application

2

=

SBC as policy execution body in the
field of SME financing

Establishment of an implementation system for
SME Development Plans at the Central
Government level

Supporting Industry Support
Center

25

SME statistics

2!

N

SMED Authority

Sli-2-3

26

SME support information

23

SME Development Fund




2.2 Recommended Action Plans for SME Development

Strateqy 1 Strengthening of support for SMEs of local resource-based industries active in
international markets (including furniture, export general merchandise,
processed food industries, etc.), in the area of creative product development
and marketing

A Background and Outline of the Strategy

Figure 111-2-2 shows the way schematically to achieve the goal targeted with the Strategy 1
through implementation of the proposed projects and programs.

Strategy | gives priority to a development program (1-1 below) that provides support for
individual companies to upgrade their creativity in product development and marketing,
followed by another program (1-2) that is designed to improve the management and production
capabilities of individual companies and industries through development of a system for
extending the appropriate supports.

B Development Programs for Strategy |

1-1 Programs to support enhancement of creativity and product development
capability of local-resource based, and export-oriented industries

This program focuses on the enhancement of the ongoing measures to support SMEs that
participate in national and international trade fairs, which have been implemented with BSMED
and CITEM, respectively. The program consists of support measures for (1) the upgrading of
design and product development capabilities, (2) information gathering and analysis of target
markets and consumer groups (by stepping up the CITEM program), and (3) initiatives to
identify and promote business seeds including development of new materials.

Major projects
(1) Provision of comprehensive support for participants in trade fairs
This is a continuation and enhancement of the ongoing support program.
This project recommends that this assistance be continued, and improved in effectiveness
in collaboration with Projects (2) and (3) below.

(2) Design Workshop (or Product Development Workshop) to support the upgrading of design
development capability (#1)

The Design Workshop is a tool for learning a design and product development process that
is based on the detailed analysis of new target markets and customer groups. It will help
participants to understand techniques for analyzing market and customer trends as well as
product development techniques that incorporate the results of market and consumer analyses
(including due consideration given to production technology).
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Figure IlI-2-2 Strengthening of support for SMEs of local resource-based industries active in the international markets
(including furniture, export general merchandise, processed food industries, etc.), in the area of creative product
development and marketing to enhance their international competitiveness
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(3) Market study support project
The project is a continuation and enhancement of the ongoing program. The project calls
for provision of subsidies to the participants to cover part of their costs for such market studies
as trade missions and market study missions, which will be conducted by relevant industrial
organizations or groups. The project is to enhance the ongoing program implemented by
CITEM in collaboration with the Philippine embassies abroad, and the chamber of commerce
and industry, in the following points:

1) To secure the funds required for the market study, and expand the scope and target of the
study;

2) To digitize data and information obtained from the market studies, and make it available to
related parties who do not participate in the mission; and

3) To build up a system to make the market information owned by CITEM and BETP
accessible from regions, with networking for information exchange among the Industry
Support Centers and SMED Regional Centers.

(4) Support for development and commercialization of business seeds and new materials (#3)
The project is intended to build a mechanism to refer entrepreneurs, who have business
ideas or technologies, to qualified consultants or technical institutions, thereby to facilitate
support for commercialization.

Projects that supplement the major projects
(1) Design competition for domestic and foreign designers (#2)

This program is designed to hold design competitions for the purpose of encouraging
designers to improve their design capability, and work with product development in these
sectors.

The program will organize a competition open to designers active domestically or

internationally.

The focus should be placed on a high-level design competition that meets the above
objectives. It will be held annually with an award ceremony to be scheduled concurrently
with a major international trade fair, such as Cebu X and Manila FAME, so as to draw the
attention of international buyers and obtain their evaluation.

(2) Development and operation of a buyer-supplier database that can be used as a unified
database among SME support activities including the business matchmaking service (#4)
This project builds a database that includes information on buyers and suppliers, and will

be used by government agencies and technical support organizations engaged in SME support.
In particular, the database will be used primarily by Industrial Support Centers, SME Centers,
and SMED Regional Centers for business matchmaking and other support service purposes.
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Although it can be made accessible by the general public, the database per se does not
produce any meaningful result. It is recommended to establish an ad-hoc board to coordinate
operation of the database by organizations that have access to it and define the rules for
database maintenance and updating.

1-2 Provision of measures by the Industry Support Centers to support SMEs of the
local-resource based industries, in upgrading their managerial and technological
capability

To provide better service for SMEs that face a variety of problems, and to meet the needs
for professional support focusing on a specific industry or market, Industrial Support Centers
are recommended to be established within SMED Authority to serve key industries. Initially
there should be three centers - Furniture and Export General Merchandise Industry Support
Center (#13), Processed Food Industry Support Center (#14), and Supporting Industry Support
Center (#15). Also, local offices will be established within selected SMED Regional Centers,
in consideration of industrial concentration.

Major projects
(1) Dissemination of packaging technology that focuses on the processed food industry (#5)
The project proposes a nationwide system to provide technical guidance on packaging,
including a system to provide this service to regional SMEs. Its primary purpose is to
enhance the capacity of PRDCP in terms of both equipment and personnel and to develop
local contact points using the SME Support Networks. The project will start with the
establishment of a plan to enhance the support delivery system by identifying the specific
needs for improvement of packaging technology among SMEs, while dissemination of modern
packaging technology should be promoted at the same time using the existing organizations
and resources.

(2) Dissemination of production management, quality management, and hygienic management
(for the processed food industry) through coordinated training and guidance programs
including seminars, workshops, and training courses (#6)

As pointed out earlier, SMEs in the Philippines rely on a flexible production strategy
(characterized by large variety/small lots) in order to compete with foreign products,
especially those made by Chinese manufacturers. It should be noted, however, that flexible
production is, by its nature, inferior in efficiency and is susceptible to cost increase without
careful production management. The high cost offsets the product’s advantage in serving a
niche market. Also, many of the SMEs that make export products are contracting the bulk of
the production process to outside subcontractors. To meet quality, delivery and cost
requirements for competitiveness in export markets, therefore, manufacturers must be able to
control subcontractors and their operations, while subcontractors are required to modernize
their production as well as management. However, most SMEs in these sectors do not
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realize the importance of production management, which is a vital element in the effort to
secure and maintain competitiveness.

In addition, SMEs in the processed food industry, especially small enterprises, do not have
necessary knowledge on modern hygienic management and fail to incorporate such knowledge
in their production system or employment education. Meanwhile, export markets and major
distribution channels in the country (e.g., fast food and franchise chains, and large
supermarkets) are increasingly demanding adoption of and compliance with strict standards
(such as HACCP and GMP).

Furthermore, some foreign buyers tend to select suppliers who can comply with the
operational conditions set by the latter, such as working conditions (including the working
environment) and waste treatment practice. Thus, SMEs intending export are increasingly
required to keep abreast of relevant regulations and requirements and to apply them to their
production system properly.

The proposed project focuses on guidance as the activities by Industrial Support Centers to
raise awareness of SMEs in their day-to-day operation, and the development of a training
program on production management, which takes into consideration SMEs’ prevailing
conditions such as available time after work, etc.

Projects that supplement the major projects
(1) Development of a standard training curriculum for specific industries by reflecting the
needs of each industry in cooperation with industrial organizations, establishing training
program applicable to the actual operation, and dissemination of the standard curriculum to

TESDA and vocational training organizations for their use (#11)

At present, a large number of training courses for technicians are offered at vocational
schools and other technical training organizations. However, since most courses are intended
to teach general skills and do not address industry-specific needs, many companies have to
conduct in-house training in order to develop their human resources. This creates a heavy
burden for SMEs that cannot afford to maintain an organization or personnel dedicated to
human resource development. CFIF has created its own training curriculum and furnished it
to vocational training schools for customized training of skilled workers. This should be
applied to other industries that face a similar problem.

C Institutional Framework for Implementation of the Strategy

Furniture and Export General Merchandise Industry Support Center (#13), and Food
Processing Industry Support Center (#14) will play a critical role in implementation of Strategy
1. Both centers should hire advisors who have expertise in the respective industries, and in
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markets, to meet the needs of SMEs. At the same time, they should upgrade their expertise by
inviting foreign experts as required.
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Strategy 2 Provision of comprehensive and concentrated support for selected SMEs of
high potentials to supply parts or services to the leading industries in the Philippines (such as
electronic and electrical industries, and automotive industries), which are estimated to have
high backward linkage potentials, to promote industrial linkages between them

A Background and Outline of the Strategy

Figure 111-2-3 shows the way schematically to achieve the goal targeted with the Strategy 2
through implementation of the proposed projects and programs.

Under the strategy, Program 2-1 will be firstly deployed to provide intensive support for
selected SMEs with a high “linkage” potential.

At the same time, the focus of Program 2-2 should be placed on expansion of the supplier
base by disseminating modern production management, which is one of the basic requirements
for SMEs that supply parts and services to the leading industries. The efforts will be led by the
Supporting Industry Support Center. Other projects under this program include that of
building the infrastructure for dissemination and promotion of advanced technologies and skills,
in collaboration with other technical support organizations and skills training institutes.

B Development Programs for Strategy 2

2-1 Program to develop communication tools for linkage needs of the leading
industries, and to provide comprehensive support for promotion of linkages for
the high-potential local SMEs in the supporting industries

Development of measures to communicate the needs of the leading industries (potential
customers) to SMEs is of primary importance in promoting the assembler/supplier linkages.
Actually, most local SMEs do not have contact with foreign manufacturers in the Philippines,
and lack understanding of their needs. On the other hand, the leading industries do not have
sufficient information on local suppliers and supply capabilities.

Next to the establishment of the communication channel, integrated support also must be

provided for SMEs with a high potential for linkages with the leading industries, including
support in financial and technical fields.
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Figure 1l1-2-3 Provision of comprehensive and concentrated support for selected SMEs of high potentials to supply parts or services to
the leading industries in the Philippines (such as electronic and electrical industries, and automotive industries),
which are estimated to have high backward linkage potentials, to promote industrial linkages between them
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Major projects
(1) Development of a buyer-supplier database, and support for business matchmaking (#3)
This program is intended to build a unified buyer-supplier database that can be used by
government agencies and technical support organizations involved in SME support, allowing
them to use it for responding to the inquiries from buyers and suppliers.

To ensure the effective use of the database, it must be operated and maintained by an
organization with the proper personnel.  As for supporting industries, the Supporting Industry
Support Center should be responsible for database maintenance and updating.

(2) Parts and service procurement seminars by parts procurement firms (#7)

Seminars are to be held to help potential parts (and services) suppliers find requirements of
automakers and parts suppliers (who are the buyers of parts and services at the same time),
who intend to procure parts locally. Automakers and the parts suppliers (buyers) will be
invited to the seminars, with participation of potential suppliers. The buyers are expected to
present procurement requirements including product specifications, price, delivery schedule,
and requirements relating to production management and specific technology to be used by the
potential suppliers.

The seminars will help the SMEs to obtain specific information that they must have, and
will help them to realize what they need to improve to become qualified as a supplier.

(3) Integrated support for SMEs who have won contracts from the leading industries, in the
areas required to perform their contract such as finance, management, and introduction of
advanced technology (#8; also #15 Supporting Industry Support Center; and #16 SME
Support Network)

The project is intended to provide consulting service for SMEs that have been awarded or
are expected to be awarded a contract from manufacturers in the leading industries. The
service will range from evaluation of project feasibility to preparation of loan application.

For consultation in the areas of management and finance, including the development of a
business plan and the support for making loan applications, SME Centers, SME Desks and/or
SMED Regional Centers will provide consultation. For SMEs that have a high prospect for
landing a contract, venture capital could be referred to provide funds for business expansion
and capital investment.

If production of the parts requires special technology or know-how, and the customer can

introduce the supplier to the company that has such technology, the project will assist the
supplier in licensing negotiation and technology transfer.
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2-2  Provision of measures by the Supporting Industry Support Center together with
their regional operation arms, for expansion of potential supporting industries to
form linkages with the leading industries, assisting the SMEs in improvement of
enterprise management, production management, and production technology

The program is intended to provide measures for expanding the base of supporting
industries, including dissemination of production management, which is a minimal requirement
for formation of a linkage with an advanced industry, and formulation of the technological and
skill base relating to advanced technology.

Major projects
(1) Dissemination of production management through a combination of seminars, training
courses and factory diagnosis and guidance (#9)

Understanding of production management, and putting it into practice is the minimum
requirement for those who are intending to supply parts and services to the leading industries,
such as electronics and automobiles.

For understanding and application of production management, learning the theory of
production management is not enough. Guidance for application on the shop floor is also
necessary. In this project, dissemination of production management is to be achieved
through various methods of dissemination. The Supporting Industry Support Center is to
organize and operate the project in collaboration with technical personnel of the leading
industries, technical institutions, etc.

Projects to supplement the major projects
(1) Advanced Technology Transfer Center for promotion of linkages between local SMEs and
the leading industries and their parts supply industries (#10)
It is necessary to set up a system to transfer advanced technology, selecting the object
technology, on the basis of consultation with the leading industries, in order to select
technology which has demand sufficient for actual utilization in the Philippines.

Nevertheless, even at this point the following technologies can be considered to be likely
candidates:
Metal surface treatment technology
Precision metal processing technology
Press die technology
Die cast technology
Powder metallurgy technology

The possible methods of technical transfer include not only training, but also temporary
supply with guidance on its utilization (equipment open for use by the public).
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The training course should be designed also on the basis of consultation with the leading
industry side regarding the skills which the leading industry expects at the supporting
industries in the Philippines.

Since there are no personnel presently in the Philippines capable of carrying out such
technology transfer, it will be necessary to invite instructors from abroad for implementation
of such training programs. Besides implementation of the training, it will also be necessary
to train future training personnel.

(2) Reverse Trade Fairs in Regions
This project is the continuation and reinforcement of the project currently under
implementation.
Trade fairs should be prepared targeting the linkages with enterprises other than in the
advanced industries, and according to the conditions of the regions, with initiatives taken by
SMED Regional Centers, LGUs, and private sector.

(3) Support for identification and development of business seeds (#3)

This is to build a mechanism capable of providing support for the whole process of
business seeds development, including consultation on business ideas originating at SMEs,
and introduction of the originators to parties having the appropriate expertise, as well as help
all the way to starting up such new businesses. Particularly, in the supporting industry field,
collaborative efforts by SMEs each with different type of expertise will be useful in starting
new parts production that requires a development process, since it requires a variety of kinds
of technical know-how in solving problems, or making developmental production.

(4) Formulation of standard training curricula in collaboration with industrial organizations,
the curricula to reflect the need for effective and practical skill training; and dissemination
of the curricula to TESDA and other vocational training organizations for implementation
(#11)

Although there are many vocational training schools and skilled worker training courses,
few of them meet the real needs of industries. Most SMEs have no alternative other than to
train their skilled workers in-house. It is therefore proposed to formulate standard training
curricula in collaboration with the relevant industrial organizations reflecting the
organizations’ needs for effective and practical skill training, and then to disseminate the
curricula to vocational training organizations for implementation.

C System for Strategy Implementation

The Supporting Industry Support Center is to play a center role in carrying out the projects.
The Center is an organization within the SMED Authority, and has local branches at SMED
Regional Centers as places that SMEs can contact for first-stage consultations. Technical
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advisors with experience in the supporting industries and capability for providing SMEs with
guidance will be appointed at the headquarters and regional branches for providing the
consultation services. Technical guidance will be carried out in close collaboration with
MIRDC.
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Strategy 3:  Facilitation of supports for diversified needs of SMEs active in local markets,
through nurturing of SME Counselors and SME Advisors, and assignment of
them to local contact window networks to be developed

A Strategy Background and Summary

Development Challenges

Figure 111-2-4 shows the way schematically to achieve the goal targeted with the Strategy 3
through implementation of the proposed projects and programs.

The first component of the strategy is to establish a system for assisting SMEs to achieve
stable operation and growth. This system should respond to the specific management problems
faced by individual enterprises. The second component is support focusing on creation of
business opportunities for local SMEs with full utilization of the potential of local governments
and local private sectors.

To provide assistance to individual enterprises to help them adequately respond to the
problems they face, there is an urgent need for training of personnel capable of providing local
SMEs with management, marketing, financial and other guidance. It is firstly proposed that
such training be undertaken, together with assignment of the trained personnel to local contact
windows.

Next to the above, SMED Regional Centers should be established according to the needs in
the region, as the core of the SME Network, which provides SMEs with the local contact
windows. The SMED Regional Centers are expected to be the key for revitalization of the
existing SME Centers, by means of concentrated use of the limited funds and personnel
available. Under the SMED Regional Centers, SME Centers will be newly developed or
revitalized at the initiative of LGUs and local CCls, thus enhancing the guidance for SMEs on
management.

The Network will provide guidance for enhancement of competitiveness to the SMEs
engaged in export business, and those active in the nationwide markets (Strategy 1), and
guidance to help ensure management stability for small-scale enterprises catering to limited
local demand. At the same time there will be provision of appropriate advice to SMEs
regarding finance and tax payment obligations so as to enhance their capability to furnish
financial institutions with appropriate credit information for improvement of their access to
financing (Strategy 4).

The second major component is to establish a support system for identification and
development of business “seeds” that individual SMEs have. Also important is to encourage
and assist LGUs and local private sectors to provide business opportunities for SMEs when they
plan and launch regional development projects.
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Figure 111-2-4 Facilitation of supports for diversified support needs of SMEs in the local markets, through nurturing of SME Counselors
and SME Advisors, and assignment of them to local contact window networks to be developed
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B Development Measures for Strategy 3

Major projects
(1) Nurturing of SME Counselors and establishment of a system for SME Counselor training

(#17)

The SME Support Center Network to be discussed next assumes the active presence of
SME counselors and SME Advisors. The SME Counselors are expected to provide
consultation services to SMEs at the Centers in the field of management and finance, and
introduce them to appropriate institutions when needed. The SME advisors are characterized
by having business experience, and provide guidance in specialized areas such as marketing,
technology and product development.

Since so far almost no staff members are available to provide such advice, it is necessary to
create a group of persons who are capable of providing such guidance. This must be done on
an urgent basis, and by using the existing system, while also establishing a new system to
nurture the Counselors.

(2) Development of an SME Support Network consisting of SMED Regional Centers, SME
Centers, SME Desks and Industry Support Centers; Assignment of SME Counselors and
SME Advisors to the Network; and provision of support on management and finance
through One-Stop Service Windows at the Support Network (#16)

The project is to revitalize the SME Support Network following the basic concept of SME
support system based on SME Centers, but with concentrated allocation of limited personnel
and funds to the strategic points. Namely, SMED Regional Centers, which constitute the
core of SME support, will be set up in a few places where the demand for the support is great.
It is assumed that eventually 16 Centers will be established, in as many Regions. As for the
SME Centers, only the Centers that are active will be retained, while other centers that are
operated by DTI provincial offices only with their own staff will be converted to SME desks.
The SME guidance system will be enhanced by nurturing and assigning the SME Counselors.

Projects that Supplement the Major Projects
(1) Establishment of a buyer-supplier database for broad utilization in SME support activities,
together with business matching support (#4)
(For further details, see aforementioned description.)

(2) Support for identification and development of new materials and business "seeds", and
development for commercialization of it (#3)

(For further details, see aforementioned description.)

(3) Local Reverse Trade Fairs
This is a continuation and reinforcement of the current project.
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Reverse trade fairs will be held targeting large companies, food product chains, etc. in the
provinces, taking into account the conditions special to each region. The SMED Regional
Centers, LGUs, and local private sector players should take the initiative in planning and
implementing the fairs.

(4) Encouragement and support for regional development projects based on identification and
development of business seeds with initiatives by LGUs and local CCls (#27)

The project is intended to support local SMEs for creation and growth of small businesses
through identification and utilization of regional resources to serve as business opportunities
for them.

One possibility is support for the review and redrafting of plans of presently advocated “1
Municipality, 1 Product, 1 Million Projects” that has run aground because of business
planning and organization difficulties. Coordination with regional promotion projects being
carried out by the DILG would be also useful, and projects provided by foreign donors should
be coordinated also from the standpoint of making most of them.

C Strategy Implementation System

The SME support network consisting of the SMED Regional Centers, SME Centers, SME
Desks and SMED Authority (including the Industry Support Centers) will play a central role.
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Strategy 4:  Development of SME financing programs which depend not on collateral
heavily, but on cash flow of the project and personal credit of entrepreneurs,
centering on SB Corporation as the policy execution body for SME financing

A Strategy Background and Outline

Strategy Recommendations
Figure 111-2-5 shows the way schematically to achieve the goal targeted with the Strategy 4
through implementation of the proposed projects and programs.

The strategy is composed of measures and proposals for promotion of short-term
procedural improvements, and proposals regarding medium-term improvement of the SME
financing system.

The short-term, procedural, aspect consists of measures to promote introduction of
supplementary means for alleviation of the high risk of SME financing by financial institutions,
including furnishing of reliable credit information, and preparation of credit guarantee
instruments that can replace physical collateral, and proposals for improvement of efficiency of
SME-loan application screening. As for the medium-term, the program proposes clear
definition and positioning of SBC as a core policy institution responsible for SME financing and
enhancing the SME financing system.

B Development Measures for Strategy 4

4-1: Promotion of supplementary measures to reduce the risk of SME financing
Major projects
(1) Guidance for management and making applications for financing, as means to enhance
capability of SMEs in furnishing credit information (#16)

The project is intended to increase the confidence of financing institutions in credit
information prepared by SMEs, providing management guidance (introduction of standardized
forms and entries, and assistance for preparing business plans, etc.) and guidance in preparing
applications for financing.

At the same time, the program provides a scheme of financing without collateral for SMEs

that make use of this program, as an incentive to use this program (#18, to be described later).
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(2) Supplementation of physical collateral by promotion of a credit guarantee system (#19)

This program aims to make SME financing easier through promotion of credit
supplementation by personal guarantees as opposed to the present system of financing of
SMEs that relies too heavily on physical collateral. Namely, insufficiency of physical
collateral is supplemented by guaranteeing of the credit standing (credit debts) of SMEs by
personal guarantees furnished by corporate representatives and third parties. In promotion of
the system it will be necessary to have means of limiting the scope of responsibility of the
guarantor to a certain degree and avoids excessive guaranteed debt. This project includes
preparation of the legal structure for that and promotion of guaranteed debt.

(3) Increase in the available amount of loans which are guaranteed with a credit-guarantee
issued by the SBC, through introduction of a deposit fund system (#20)

This is complementary scheme to the present SME financing using the credit guarantee
system to encourage financial institutions to increase the amounts of loans. The government
makes a contribution to the SBC at an amount equivalent to a guarantee target. Then, the
SBC deposits that contribution at financial institutions that have concluded guarantee contracts
with the SBC, and at the same time the SBC requests those financial institutions to increase
the granting of loans using SBC's credit guarantee to an amount approximately three times of
the deposit received.

That increases the amount of financing to SMEs under the credit guarantee system.
Further, it also serves to create new funds, since the additional funds come from private funds
held by the private financial institutions.

Projects supplementing the major programs
(1) Provision of collateral-free finance to SMEs that receive management and financial
guidance from the SME Support Network (#18)

This program aims to provide financing without collateral and without guarantees to SMEs
that have received guidance on management for at least 6 months and guidance on loan
applications through the above-mentioned SME support network (#16), provided that they
meet the other conditions required for loan application. The project is intended to promote
supplementary credit by methods other than physical collateral, and also serves making SMEs
more aware of the importance of actively working for improvement of their management
methods.

(2) Improvement of loan application appraisal systems for loans which use a credit guarantee
(#21)
This is a project to shorten the time required for loan appraisal, which is a problem point in
SME financing.
The project is intended to enable SBC to increase the number of loan appraisals to be
handled, by changing the appraisal practice from the current group screening to the screening
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to be performed by individuals who are delegated the appraisal work according to their
positions.

4-2: Increased presence of the Government in SBC to ensure its position as the policy
execution body in the field of SME finance

This recommendation is to increase the presence of Government in SBC, to enable the SBC
to implement programs and measures in line with the policy needs of the Government.

In the case of SME financing in the Philippines, however, they are significantly affected by
the prevailing business conditions of the financial sector, and many factors impede the
improvement of the system. These include the application of the same regulatory rules as
private banks to GFls, the tendency of banks to tack the loan processing costs on the interest in
addition to applying the market rate of interest, and the immaturity of retail financing institutes
as such. Thus, the SME financing system in the Philippines is yet to show significant effects
as a tool of policy implementation in the areas where the market mechanism does not function
freely.

The Magna Carta has designated the SBC as the primary agency in the field of SME
financing. The Government is recommended to increase its influence on the SBC to guide the
SBC as the policy-directed financing institute, increasing the number of Board members
representing SME policy.

2.3 Implementation System of SME Development Plan

2.3.1 Establishment of an Implementation System for SME Development
Plans at the Central Government Level

The central government system is weak with regard to work on the formulation and
administration of SME development plans, including monitoring, reviewing, and revision after a
certain time of implementation, together with supporting implementation of the Plan.

e Establishment of the SMED Authority as the central organization for support of

SMEs (#22)

The concept of this recommendation is to establish a government organization (SMED
Authority) capable of taking responsibility in implementing the National SME Development
Plan, which is now being formulated, making the administration of SME development under
DTI unified and strategic manner by concentrating the available funds and resources at strategic
points, and making the SME support comprehensive and competent, consolidating the
fragmental efforts.

The Project proposes to create a government agency responsible for overall SME
development, reorganizing and integrating the BSMED and other Government agencies and
institutions extending SME support under DTI, including those for regional operations. The
agency is to be:
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> Responsible for all the administrative matters on SME Development currently under
the DTI.

> Responsible to undertake coordination among the relevant departments on the SMED
related administration, representing the DTI’s position of the lead agency in
implementing the government programs of SME development.

The function of the SMED Authority assumes:
> Policy planning, administration and monitoring of financial and non-financial matters
related to SME development within the jurisdiction of DTI
> Implementation of the non-financial matters; SBC is assumed to be responsible for
implementation of the financial matters

2.3.2 Securing of Funds Required for SME Development

Table 111-2-1 summarizes the input requirement of each project.
The government needs to make every possible effort to secure the necessary funds for
implementation of this SME development plan.

A major financial source for program implementation is the annual government budget.
As the budget is constrained by revenues, however, it is proposed to establish a development
fund as a supplemental source in addition to the ordinary budget. While efforts should be
made to increase budget allocations, the establishment of the SME Development Fund is
recommended to serve as a stable basis of program implementation.

In addition to the direct funding, there are several ways to finance the development
program, which are recommended for consideration.

1) Pay for service

2) Effective use of programs implemented by foreign donor organizations
3) Centralized control of development budget execution

4) Contribution from LGU budgets

5) Generation of event-related advertisement and sponsorship revenues

e Establishment of SME Development Fund (#23)

The development measures should be reassessed as to importance in view of the fund
secured for implementation. For that purpose as well it is necessary to get a good idea
beforehand of the funds that can be secured. Although the annual government budget
allocation to this plan is the basis of the implementation funds, it is also necessary to consider
securing other funds as well, including the following:

The establishment of an SME Development Fund is proposed to receive and disburse these
funds.
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> Fees for registration of business name
> Fees for business license
> A certain percentage of the LGU's budget

2.3.3 Recommendation of Measures for Efficient Implementation of SME
Development

(1) Utilization of IT in SME support programs (#26)
It is important to utilize IT in SME development for the sake of more efficient and
effective attainment of development results. The Philippines is lagging considerably behind
Malaysia, Thailand and other neighboring countries in that respect.

The proposed recommendation focuses particularly on business matching, provision of
support information, and remote consultation services, as the first step of IT utilization.

(2) Development and utilization of SME statistical data (#25)

Statistics provide a basis for quantitative evaluation that is indispensable in policy
formulation and monitoring. The existing statistics system can hardly be said to adequately
meet the need for creation of data relating to SME development policy. The following are
minimal practical methods of collection of necessary data regarding SME development policy:

o Periodical surveys for collection of related data (sample surveys for identification of
general trends and problem points)

e Processing of existing statistical data into data relating to SME development

e Unified application of standard classification of SMEs to existing industrial and
economic surveys on establishments and employees

2.3.4 Efforts for Change in Policies and Measures for Improvement of the
Business Environment of SMEs

Authorities engaged in SME development should address the issues listed below by
analyzing them, including analysis of their impacts on SMEs, developing and proposing
improvement measures to related authorities, and evaluating their effects.

Under the present system, authorities participating in the SMED Council can negotiate
directly among them for coordination. However, there is no formal mechanism to grasp the
actual situation and problems, and develop improvement measures.

Establishment of the SMED Authority, particularly creation of a mechanism to examine
issues raised by related authorities and propose solutions and programs, is expected to fulfill
such role (See “Executive Director for Policy & Planning” of Project #22)

(1) Review of public service charge and taxation in view of SME development
(2) Review of measures for encouragement of business cooperatives
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2.4 Timeframe for SME Development Plan Implementation

The timeframe set for implementation of the SME Development Plan is 7 years starting
from 2004 up to 2010. All the recommended measures are assumed to be implemented within
the first 3 years. The mid-term review is scheduled to be made at 2.5 years after the
implementation, and revised and enhanced measures will be implemented on the basis of the
mid-term review.

Nurturing of counselors should be addressed first of all. In this case, counselors to
assigned to the SMED Authority and SMED Regional Centers should be first secured for them
to take a central role in implementing the plan. At the same time, a few persons who will take
charge of formulating the counselor-training program should be secured. With these staff as
the core, staff will be gradually increased while supporting the present staff in charge of DTI.
Securing of the counselor personnel will be completed by the end of September 2004 and
policies relating to consulting and guidance will be developed based on the work of these
persons after October (the follow-up instruction for these counselors at actual work sites will be
concurrently continued).

Next to nurturing of Counselors, development of Industry Support Centers and of SMED
Regional Centers are essential. The nucleus for implementing Strategies 1 and 2 are the
Industrial Support Centers (Industrial Support Centers for Processed Food, Furniture/Export
General Merchandise, and Supporting Industry). The time frame for implementing the
strategies will closely relate to the establishment time of these centers.  Since the establishment
time for these centers will be October 2005 in consideration of various procedural processes,
provisional alternative organizations utilizing existing organizations within the range of current
laws, regulations etc. should be established at the time of October 2004, by which time the plans
should be implemented provisionally.

With regard to the SME support networks, SMED Regional Centers will be first established
within the DTI local offices in Cebu and Davao. At the same time, a center with functions
both of being a future base for SMED Authority and of the regional center in the Luzon area
will be established as the Manila Regional Center within BSMED or DTI-NCR (the
organization which is the base of future Industry Support Centers should be included). In this
regard, the proposed organization need to have internal organizations which are clearly
separated between that of policy planning, and administration, and that of implementation, to
avoid a heavily lopsided burden on the plan implementation.

Taking into consideration that it takes time for implementation in a perfect form in either

case, the base for future organization will be planned within 6 months in such a manner that
existing organizations are used and the above mentioned provisional organizations will be
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completed by the end of September 2004 (implemented within the range of current laws,
ordinances, regulations, etc.)

These are provisional organizations and the formal organizations will be established as
soon as detailed plans are formulated and required approval procedures are completed relating
to functions of organizations, organizations to be integrated, and personnel assignment, etc.

In addition, for important policies in the development plan, the activities will be started by
utilizing the aforementioned organization scheme and existing organization scheme (within the
scope of the SMED Council).

In implementing the measures, those measures which require no special budget and can be
implemented basically by internal personnel, should be implemented ahead of the others.

Among projects supporting strategies, some assume financial backing or invitation of
professionals. Consultation on these projects for requesting cooperation to overseas donors
needs to be launched at an early stage.

Table 111-2-2 shows the outline of implementation time frame.
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Table 1lI-2-1 Summary of Input Requirement

(Unit: US$)
Manpower
Foreign Local
Foreign Experts _ N
(Incl. Local staff Equipments/  |Additional costs &
remunerations, (Staff of facilities expenses Remarks
transportations, Government Outside sources (Investment) (annual basis)
accommodation | agencies; annual
and per diem basis)
expenses)
Design workshop (or product 75.600 6.300 13,000 32.800 2 qukshops at 2 different
development workshop) locations each.
Design competition 3,200 8,500 23,000 To be held once a year.
Business seeds identification and . .
As a part of ordinary operation.
development
(*) Computers to be installed at
Buyer-Supplier Database 500 (*) 30,400 SMED Regional Centers and
Industrial Support Centers.
. .
Packaging technology development (*) 430,900 5,400 120,000 27,600 (*) Including 14,500 as costs for
local staff.
Dissemination of production
management for local-resource based 2,200 19,800 3 sessions a year.
industries
Parts and service procurement seminar 500 800 1 session a year.
Comprehensive support for potential As a part of ordinary operation
SME suppliers of parts and services P yop '
Dissemination of production Including a half-day seminar,
management methods for supporting 73,800 2,200 24,800 factory diagnosis program, and
industries training course.
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Manpower

Foreign Local
Foreign Experts _ N
(Incl. Local staff Equipments/  |Additional costs &
remunerations, (Staff of facilities expenses Remarks
transportations, Government Outside sources (Investment) (annual basis)
accommodation | agencies; annual
and per diem basis)
expenses)
10 |Advanced Technology Center 330,000 32,400 1,800,000 34,200
1 Devglop and promotg stand_arq 900 7,600 1500
curriculum for technical training
12 Entrgpreneurshlp development of 7.900 3.200 6,000
creative SMEs
13
14 |3 Industrial Support Centers 133,200 22,500 5,000 3 Centers.
15
. . .
16 SME support network (*) 64,800 12,500 58,000 gt;f:cgcrease in slalries of local
. .
17 SME Counselors and SME Advisors 9,000 (*) 68,000 a1500 |7 Planand preparation of the
training courses.
27 Local development project promotion 330,000 36,000 75,000

Notes:

1) 30% of the above should be added as contingencies to obtain the total costs and expenses.

2) US$ 1.00= 55 Pesos.
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Table I1I-2-2 Outline of Implementation Time Framework

2004 2005 2006
2007
1 2 3 4 1 2 3 4 1 2 3 4
Start Imol . Start
Development Plan implementation ‘ tart Implementation . . “Revise:l
of Development Plan Mid-term review Plan
Counselors and Advisors ond
1st generation :
- eneration
= Training of Counselors . 9
Pre-training Followtup OJT
Training\
= Establishment of Training system . B ——
% Preparation of| training course Trainer training
Organizational setup
= Approval in principle ‘
= Preparation and temporary operation ' ——
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