Basel II and the Survival of the SME

Are Lenders and Borrowers Ready to Comply with Basel II? 

Joachim C. Bartels

The Basel II Accord on capital adequacy has triggered a fundamental change in the attitude of banks towards borrowers, especially small and medium size companies (SMEs).  Banks are reviewing their portfolios today along the lines of the criteria laid down by Basel II, although the accord will not go into effect before 2005.  The criteria will be in the form of a bank internal rating, which is designed to permit a more accurate assessment of the true risk of a loan.  At issue is that firms, which are to be rated, are not familiar with the new formal rating process.  Bank or credit managers have not always good insights into the economics of SMEs to be able to accurately rate these firms objectively based on the criteria laid down by Basel II.  This applies especially to soft facts, such as the market position of a firm, the competence of its management, the degree of operating leverage and the resulting impact of demand variability.

SMEs fear that Basel II will create enormous difficulties for them in finding adequate financing and many of them may be driven out of business.  If that prediction comes true, the immediate result will be the opposite of what Basel II had in mind.  Not only will Basel II result in more non-performing loans short term, but it will also cause problems for trade creditors.  The problem seems to be especially acute in Germany where the debate has now become a political football.  The general tenor being that Basel II is detrimental to the German ‘Mittelstand’.  The term ‘Mittelstand’ can be defined as the nucleus of small to medium sized privately held entrepreneurial companies that represent the mainstay of Germany’s economy, exports and employment.  These businesses generally have a low capital base [less than 20%] and are heavily dependent on bank financing. 

The Basel Committee on Bank Supervision has recommended an update of capital adequacy rules for banks.  The proposal commonly known as Basel II is a revision of the 1988 Basel Capital Accord, a global standard by which the financial soundness of banks is assessed.  The Basel II Accord is designed to create a more competitive, albeit safer banking world.  It is based on three pillars:  The first pillar deals with improved capital adequacy, the second pillar focuses on better bank supervision and the third Pillar envisions the use of a greater market discipline.  It is the first pillar that causes great consternation amongst clients of banks and SMEs in particular.  The first pillar deals with improved capital adequacy and a greater refinement of the system of risk weightings.  The objective is to achieve a better correlation between a loan portfolio’s true risk and capital.  The assessment of the true risk would be based either on an external or internal credit assessment, i.e. a rating.  

For the majority of SMEs a bank internal rating will apply, since external rating agencies are not in a position to rate such companies.  The debate now focuses on the criteria itself and the process of a bank internal rating, because (a) SMEs are unfamiliar with formal rating processes and (b) the majority of SMEs are ill prepared in terms of documentation on strategy, market position / potential, and the use of the instrument of controlling.  Financial statements are generally geared towards a tax avoidance strategy rather than a business and investment strategy.  Thus Basel II is putting SMEs into a squeeze between general economic/business dynamics and the Basel II criteria [See Exhibit below].  New competition, changing markets, new technology, increasing direct and indirect labor cost, shrinking profitability and erratic cash flow are ever present conditions, which SMEs wrestle with on a day to day basis.  Especially the chronically low equity position [less than 20%] of German SMEs aggravates the situation.  Historically high tax rates have hampered German SMEs to build adequate capital cushions, thus they are depending heavily on bank financing for working capital and investments.
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Basel II rating criteria now compounds the issue of SME financing, because banks have to apply a standard criteria. There are soft facts such as market / industry position, competence of SME management, operating leverage etc.  These are all factors a bank manager may have problems with since he is unfamiliar with the business and industry. This problem is compounded by the inability of the borrower to present relevant facts about market and business dynamics.  Hard facts, such as financial statements are traditionally easy to deal with, however in the absence of statistically valid industry benchmarks, it will be difficult for a bank to judge the quality of the SMEs earnings and cash flow.

The consequences are already apparent.  SMEs fear that even a proactive move to obtain a rating may prompt the bank to withdraw the credit line, because the rating could turn out worse than what the SMEs had expected.  With a bad rating, the SME will hardly get financing from another bank.  The SMEs will have to seek alternative financing for which they are ill prepared.  In many cases such considerations may come too late and many SMEs are expected to fail.

As banks are proactively weeding out their loan portfolios, they may tend to weed out such clients where the bank has difficulties in assessing the true nature of the risk.  In many cases it may be the soft, rather than the hard facts that will be the cause of the rejection.  If difficulties in rating soft facts will prevail, subjectivity in lending may continue to be around for a long time.  Therefore, statistically valid benchmarks on SME business performance have to be created.  Unfortunately, such benchmarks are not readily available.  For instance, the Bundesbank had planned to create an information pool on financial statements and bank loan performances, but its efforts failed. In the interest of achieving objectivity in lending that idea should be resurrected.  In addition, SMEs simply need to develop a positive attitude towards ratings and rating processes.  That would not only satisfy banks, but other trade creditors as well.  Furthermore SMEs need professional help to become better prepared for the rating process.  They also should consider financing alternatives, to become less vulnerable to a rejection by a bank.  Since Basel II will apply uniformly across the world; the issues troubling German SMEs will most likely affect SMEs in other markets in a similar fashion.  Sellers beware!  Basel II has emerged as a new credit risk factor!

Joachim C. Bartels is CEO of Intrepid Explorers, Inc.  He is an information specialist with over 40 years of global business experience; of which over 30 years were in business-to-business, direct marketing and business information services environments on a global basis.  Bartels can be reached at ieijcb@attglobal.net.  This article was published in Business Credit in Nov. 2002.










































� EMBED PowerPoint.Slide.8  ���








PAGE  
2

[image: image2.wmf]Graphic:  Joachim C. Bartels   

-

All Rights Reserved

Challenges of Basel II for SMEs and Banking

SME

Financing

SME

SME

Financing

Financing

Increasing Direct / 

Indirect Labor Cost

Increasing Direct / 

Increasing Direct / 

Indirect Labor Cost

Indirect Labor Cost

Shrinking 

Profitability

Shrinking 

Shrinking 

Profitability

Profitability

Cash Flow

Problems

Cash Flow

Cash Flow

Problems

Problems

New

Competition

New

New

Competition

Competition

Changing 

Markets

Changing 

Changing 

Markets

Markets

New

Technology

New

New

Technology

Technology

Cash Flow 

•

Working Capital

•

Capital Expenditure

•

Debt Service

Cash Flow 

Cash Flow 

•

•

Working Capital

Working Capital

•

•

Capital Expenditure

Capital Expenditure

•

•

Debt Service

Debt Service

Competence of 

Management

Competence of 

Competence of 

Management

Management

Quality of 

Earnings

Quality of 

Quality of 

Earnings

Earnings

Market / Industry 

Position

Market / Industry 

Market / Industry 

Position

Position

Capital 

Structure

Capital 

Capital 

Structure

Structure

Operating 

Leverage

Operating 

Operating 

Leverage

Leverage

Basel II

Basel II

_1085843519.ppt


Challenges of Basel II for SMEs and Banking







Increasing Direct / Indirect Labor Cost

Shrinking Profitability

Cash Flow

Problems



New

Competition

Changing 

Markets

New

Technology

Cash Flow 

		Working Capital

		Capital Expenditure

		Debt Service



Competence of 

Management

Quality of Earnings

Market / Industry Position

Capital Structure

Operating Leverage

Basel II







  SME

Financing



Graphic:  Joachim C. Bartels   -  All Rights Reserved






