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[Comments for the MPB Public Hearing on the

National Fiscal Management Plan]

Kenneth Kang
IMF Resident Representative

Korea

Summary of the IMF's Views on SME Credit Guarantees in Korea

In its 2004 report on Korea, the IMF highlighted reviving the SME
sector as an important priority for achieving rapid sustained growth.
SMEs are a significant part of the Korean economy, accounting for 85
percent of employment and 50 percent of manufacturing output.
Because of their close links with the domestic economy, SMEs are
facing difficulties with an estimated one-fifth of manufacturing SMEs

making losses.

Although to a certain extent the problems are cyclical, there are
also profound structural problems. For example, according to a KDI
study, although the profitability of large corporations has improved
since 1998, SME profitability has steadily declined, suggesting that
SMEs have made less progress in operational restructuring than large

firms.

A comparison with the experience of Taiwanese SMEs may be
useful. Like Korea, the SME sector in Taiwan is similar in size and
exposure to foreign competition, particularly from China. However,
Taiwanese SME profitability remains strong, and the sector is

relatively dynamic with high entry and exit rates.
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One key difference with Korea is that government guarantees for
SME loans in Taiwan are small. In Taiwan, government credit
guarantees account for only 1z percent of GDP, compared with
bipercent in Korea. As a result, Taiwanese banks cannot rely on
guarantees to guide their SME lending and instead are forced to

evaluate and take on credit risk themselves.

In contrast, Korean banks tend to direct credit to those SMEs that
can secure guarantees which are mainly already well-established
firms, not new start-ups. For example, the average length of a
guarantee issued by the Korea Credit Guarantee Fund (KCGF) is now
around five years, implying that those firms that were originally
selected after the financial crisis still benefit from these guarantees.
The rapid expansion of credit guarantees since 1997 has distorted

competition and limited the dynamism of the sector.

The government has recognized this problem and in July 2004
created a plan to deal with it. We support this plan to direct credit
guarantees away from well-established firms toward start-ups and
new technology companies, and to create a SME credit bureau to
facilitate more risk-based lending. To encourage banks to do more
credit analysis, we would also suggest reducing the loan coverage
ratio of guarantees from 85percent to around 50percent which is closer
to international practices. And todiscourage firms from "monopolizing
guarantees," higher fees could be applied to firms that roll over their

loans.

In addition, we would recommend scaling back these guarantees
in order to allow the private sector to play a more dominant role in
allocating capital to promising firms. This could be done gradually,
perhaps by 1 percent of GDP per year for the next five years. The

plan could also be pre-announced well in advance to give sufficient
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time for banks and companies to adjust to the new system.

At the same time, it would be important to provide direct help to
SMEs, particularly new start-ups. One way would be to improve
SME’s access to financing from banks and from the capital markets.

Here we would suggest:
B relaxing the legal rules on venture capital investment;

B amending the Civil Code to allow for the securitization of a
wider range of assets so that SMEs can borrow more easily on
the basis of their future cash flow and other non-real estate

collateral, and lastly,
B reducing the minimum capital requirement for incorporation.

We also welcome the passage of the unified insolvency bill which
will provide a more efficient way for SMEs to reorganize in the

courts.

To sum up, a healthy SME sector is vital to a strong Korean
economy. Reforming the credit guarantee system and improving
SME’s access to financing will help SMEs to become an important

source of growth and innovation for the overall economy.

Thank you.
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