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l. The Economic Effects of Commercial Secured Lending

Commercial loans (referred to hereafter also as secured loans or as secured transactions)
are loans particularly suited to satisfy the credit needs of smal and medium-sized
enterprises. While their key features will be described in detail in the following sections,
their economic significance must be appreciated from the outset. Because secured
lending reduces commercial risks, it increases the borrowers’ access to credit and lowers
the rates of interest. The role that the risk of non-payment plays as a component of the
rates of interest is apparent in a 1999-2000 study by the Central Bank of Brazil:* fully
one third of the approximately 40% per annum interest rate paid by Brazilian commercial
borrowers was attributable to the legal uncertainties of collection.?

On the other hand, World Bank studies demonstrate that in a competitive lending
environment, the lowering of the risk that results from adopting an effective secured
lending system can be passed on as savings to the borrower in the form of lower interest
rates. For example, in Albania, adoption of a modern secured lending system in 2001
reduced risk premiums by half and lowered interest rates by 5 percent, while in Romania
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interest rates have dropped by 20 percent since the new system was introduced in 2000.
Similarly, Mexico’s 2003 amendments to its secured transactions law that reduced some
of the risks of collection helped its economy grow “at a 4% rate during 2004 and. . . al
credit sectors are growing at an annual rate exceeding 20%.™* Speaking to a bankers’
meeting in 2005, Alfonso Garcia Tames, the then Mexico’s Deputy Secretary of the
Treasury, noted that: “Commercial credit showed a favorable rate of growth during the
last three trimesters of 2004. In fact, between 2003 and 2004, the increase in this
portfolio was 16.8% in real terms. In turn, the credit to consumers also showed great
dynamism, with annual rates of growth of 38.6% in the last four years. In the last
trimester of 2004, the percentage of real growth was 41 percent in relation to the growth
during the same trimester in the preceding year.” These findings were consistent with
the studies by another World Bank economist who estimated that the absence of
commercia credit amounts to a loss in approximately 9 percent of a Latin American
country’s GDP.?

The effects of a sound secured lending law are felt also in other economic sectors beyond
those traditionally associated with small and medium-sized commerce such as in the
securitization of the revenues derived from construction — and especially housing
projects. This type of financing is made possible by the sale in secondary markets of low
and middle income housing mortgages and deeds of trust. Hence, it contributes hundreds
of billions of dollars of construction financing annually to the economies of the United
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Reuters, 3 de marzo de 2005, 10:50 AM PST - Bancos prevén expansion sostenida del crédito en
México.

ACAPULCO, México (Reuters) - El crédito bancario volveriaa crecer cercade 25 por ciento en el
2005 en México, por encima de las expectativas iniciales de la bancay apoyado en la expansion de
la economia locdl, estimé el jueves Manuel Medina Mora, presidente de la Asociacion de Bancos
de México (ABM). La economia mexicana crecio 4.4 por ciento en € 2004... “Se sigue
acelerando € crecimiento del crédito y creemos que dada la expansi6n econdmica de nuestro pais,
podemos esperar crecimientos importantes,” dijo Medina Mora en rueda de prensa, durante la 68
Convencion Bancaria en el balneario de Acapulco, que organizala ABM. “Por primeravez en una
década crecen todos los circuitos de crédito y todos por encima del 20 por ciento . . . Cada mes, €
crecimiento__ _____ porcentual _______ es __. mayor,” afedio,” at
thttp://espanol .news.yahoo.com/050303/2/ye5k.html.

Reuters, Acapulco, Guerrero, 4 de marzo de 2005. El crédito comercial vigente mostré un
crecimiento favorable durante los Ultimos tres trimestres de 2004. De hecho, entre 2003 y 2004 €l
incremento de esta cartera fue de 16.8 por ciento en términos reales. Por su parte, € crédito a
consumo ha presentado un gran dinamismo, con crecimientos anuales en promedio del 38.6 por
ciento en los Ultimos cuatro afos. En € tercer trimestre de 2004, €l crecimiento de esta cartera fue
de 41 por ciento en términos reales con relacion al mismo trimestre del afio anterior.” Por otra
parte, €l crédito hipotecario presentd a cierre de 2004 un crecimiento anual real de 4.8 y 24.5 por
ciento sin considerar la cartera asociada a programas de reestructura.
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States and other developed nations, especially in Europe. Directly or indirectly,
securitization relies on the personal property security afforded by the possession of
documents that incorporate creditors’ (security holders’) rights in the underlying
properties.

. Poverty, Micro, Consumer and Commercial Credit

From an economic development standpoint, poverty has been defined as a “lack of access
to essential goods, services, assets and opportunities to which every human being is
entitled.”” Having lived among many who have experienced it firsthand, | would add
despair and distrust for social institutions as predominant feelings among the poor.
Unfortunately, those who experience such feelings have little impetus for self-
improvement. What is even more unfortunate is that despair and distrust need not
prevail. For, even if poverty may never be completely eradicated, it can be significantly
aleviated by legal ingtitutions that make it possible for micro, small and medium-sized
businesses to obtain commercia and consumer credit at reasonable rates of interest.

A cursory review of recent literature of economic development reveals hopeful signs. For
example, a December 2004 study by the Asian Development Bank (ADB) identified
rapid, broad-based economic growth as the single most important factor in attaining
poverty reduction.? It showed that business growth, in particular, increases the demand
for labour and the level of wages — further reducing poverty. Similarly, properly
financed opportunities for self-employment have been proven to make an important
contribution to poverty reduction.’

The above-mentioned study is one among many serious economic and social science
analyses conducted by various research institutions in the last two decades. They have
confirmed that access to commercial and consumer credit is one of the essential el ements
of business and economic growth. Thus, it is becoming increasingly clear to economists
and socia scientists that the availability of commercia credit to small and medium-sized
merchants and their customers not only boosts overall economic growth (as reflected in
significant gains in gross domestic product)™ but it also reduces poverty. Accordingly, a
2004 World Bank study, using a broad cross-country sample, concludes that:
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Financial intermediary development reduces income inequality by
disproportionately boosting the income of the poor and therefore
reduces poverty.™

A. Micro-Credit and its Non-Title Collater al

Some of this intermediation is attributable to “micro-credit”, a credit that enables
individuals in the lowest income sectors of the economy to run very small businesses —
micro-enterprises — that, in turn, increase household income and assets. Thus, micro-
enterprise programs become effective fighters of poverty; and one of these has recently
been rewarded with a Nobel Prize for its success in stemming despair and starvation in
Bangladesh.”? In a nutshell, these programs make “cashew shellers in Senegal, avocado
growers in Kenya, makers of hand-made paper in Bangladesh, and street vendors in
Mexico less vulnerable to devastating crises.”*

Micro-credit does not rely on the borrower’s title to his or (more frequently) her assets as
collateral or as a source of repayment to the lender. It relies on the borrower’s
appreciation of the importance of the loan and corresponding willingness to repay it.
Appreciation and willingness are such that many borrowers are often willing to cover for
each other’s liabilities™ Yet, micro-entrepreneurs operating in the large informal
economy — including many businesses owned by women — lack adequate financing to
grow once their enterprise can start employing more than a handful employees. As a

n THORSTEN BECK, AsLI DEMIRGUG-KUNT & R0SS LEVINE, FINANCE, INEQUALITY AND POVERTY:

CR0SsS-CoUNTRY EVIDENCE (World Bank Policy Research, Working Paper No. 3338, June 2004)

developed countries with data averaged over the period 1960 to 1999 establishes a direct
relationship between financial intermediary development and changes in income distribution.
They add that:
This relationship is crucia in understanding the linkage between financia development and
poverty alleviation since poverty reduction in any given country is determined by the growth of
mean income and changes in income distribution. Given that there is aready significant evidence
that financial development is pro-growth, we seek to determine whether financial development is
also pro-poor. By pro-poor, we mean does financial development significantly improve income
distribution by disproportionately boosting the incomes of the poor?
12 See further USAID, Accelerated Microenterprise Advancement Project (AMAP) — Poverty
Assessment Tools at thitp://www.povertytools.org/ (last accessed July 13, 2006). On the work of
the 2006 Bangladeshi Nobel Prize winning economics professor and banker Mohammed Y unnus
who won the Nobel Peace prize and whose methods have been used in 58 countries, see
WWW.grameen-info.org.
Dr. Thierry van Bastelaer, Director of the IRIS Center’s Enterprise Development Group, quoted in
IRIS Helps Ensure that Microenterprise Funds Reach the Very Poor (September 2005), at
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result, micro-enterprises have less of an impact on economic growth than they might
otherwise have.®

Significantly, where commercial credit is available to small and medium-sized
enterprises, micro-enterprises can also become its beneficiaries and poverty is thereby
further alleviated. As shown by the above-referenced World Bank Study, the income of
the poorest quintile grows faster than average GDP per capita in countries with better-
developed financial intermediaries (i.e., commercial or “mainstream” lenders).’® What is
more, income inequality falls more rapidly in countries with higher levels of financial
intermediary lending. Not surprisingly, then, countries with developed financial
intermediaries experience larger reductions in infant mortality and lesser reliance on child
labor.” Hence, as concluded by another World Bank economist, microfinance and
finance of small and medium-sized businesses are complementary rather than competing
alternatives, especially when addressing the problem of poverty.™®

B. Commercial Lending and the Self-Liquidating L oan
Unlike micro-credit, commercial lending enables the “mobilization” of the debtor’s assets

as collatera and thereby facilitates repayment. This method of lending —
institutionalized in 18™ century England™® and fully developed in 20™ century United

1 Excerpt of a presentation by Chairman Christopher H. Smith, House Subcommittee on Africa,

Global Human Rights and International Operations, entitled Removing Obstacles for African
Entrepreneurs (June 8, 2006), at

16 BECK ETAL., supranote 11 at 4. Id. at 11, 17-19.

v Id. a 12 concerning infant mortality and at 4 concerning child labor, which refers to the World
Bank’s recent work that analyzes the link between financial development and child labor. In a
cross-country sample, Dehgjia and Gatti (2002) find that the incidence of child labor is lower in
countries with greater financial depth and that financial deepening dampens the impact of income
volatility on child labor. Similarly, using a panel dataset of Tanzanian households, Beegle,
Dehgjia and Gatti (2003) find that child labor is used to buffer transitory income shocks less when
households have access to credit.
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30-33, 43-44 (The World Bank, Working Paper No. 43, 2004) at
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The view of commercia loans (extended to “able” men) as sdlf liquidating, and of retail trade and
consumption loans as dependent upon the honesty of “good” men which became part of the Bank of
England's credit policies was articulated in the following two excerpts from NICHOLAS BARBON, A
DISCOURSE OF TRADE (1690), reprinted in MONEY AND BANKING IN ENGLAND, B.L., 132 (Andersen
& P.L. Cottrell ed., 1974):

“There are Two sorts of Credit; the one is Grounded upon the Ability of the Buyer; the other, upon
the Honesty: Thefirst is called a Good Man, which implies an Able Man; he generally buys upon
short Time; to pay in a Month, which is accounted as ready Money, and the Price is made
accordingly. The other is accounted an Honest Man; He may be poor; he Generally buys for three
and Six Months or longer, so as to pay the Merchant by the Return of his own Goods; and
therefore, the Seller relies more upon the Honesty of the Buyer, than his Ability: Most of the
Retail Traders buy upon this Sort of Credit, and are usually Trusted for more than double they are
worth.”
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