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SMALL BUSINESS FINANCING PRACTICES:
AN EMPIRICAL STUDY

Sudhir K Chawla'
Zafar U Khan‘
Mehdi Taghavi

Small business play a very important rolc in the economy of many nations. An
estimated 20 million small business are the hottest growth market for information and
financial services in the USA. This has lead to a growing interest in small business.

Availability of capital is probably the most critical factor in translating the
entrepreneur’s dream into reality. The research presented here provides impirical
evidence regarding small business financing practices, perceived importance of different
sources of financing, and problems in obtaining capital. Results suggest that about 44%
of small businesses rely on personal savings. Many small businesses are unable to get
bank financing because bankers seem to focus on revenues alone.

Despite realizing the importance of a business plan, about 69 percent of the smail

businesses did not have a written business plan, and about 70 percent of the surveyed
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small businesses did not prepare a formal loan proposal. Investment banks followed by
Savings and Loan Associations were the most important sources of debt financing. ‘The
most frequent purpose for abtaining debt financing was for start - up capital followed by
nced to finance inventory. Implications of the results for information and finanical

services providers and government policy makers are discussed.

Introdction

Small business play a very role in the cconomy of many nations. The
importance  of  Enterprencuship, resulting in young and  growing
companics, to continued US cconomic expansion cannot be over-
emphasized(Jones, 1990). At a time when many large corporations are
restructuring  and  laying off  thousands  of employces as part of
downsizing plans, many workers, particularly new  entrants,  are
increasingly  looking  towards  small  businesses  for  employment
opportunitics. Small and midsize compaines created 80% of the jobs
during the 1980s (Light, 1993). Small business continue to play a very
important role in the US ecconomy.

Despite the importance of small business for a healty and growing
cconomy, till recently . cconomic and administrative science rescarchers
have shown little interest in studying small business. They, perhaps,
assumed that businesses did not pose substantive rescarch questions
(Raymond, 1985). Thus, empirical rescarch on various aspects and
problems of smll business is scarce.

However, the realization that the estimated 20 million small business
are the hottest growth market for information and financial services has
led to a gorwing interest in small business (Fiedelman, 1982; ct al, 1986;

Harper and Churchill 1987; Depke, 1989; Casey, 1991; Fitzgerald, 1993;
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Bean, 1993). Availability of capital is probably the most critical factor in
translating an entreprencur’s dream into reality. The research presented
here provides empirical evidence regarding small business financing
practices, and perceived importance of different sources of capital and
problems in obtaining the capital. The results are based on a southwest
regional survey for 118 small businesses. Survey research can provide
valuable input for economic development (Duncan, 1993).

Important findings are that personal savings are still the main source
of startup capital for a subtantial proportion (4462) of small busincss.
About 32 pereent of small businesses obtained bank financing, Despite
realizing the importance of a business plan. about 69 percent of the
small businesses did not have a written business plan, and about 70
percent of the surveyed small businesses did not prepare a formal loan
proposal. Investment banks followed by Savings and Loan Associations
were the most important sources of debt capital. The most frequent
purpose for obtaining debt was for start- up capital followed by need to

finance inventory.

Methodology
A mailed survey instrument was used to gather data on several
variables grouped into four broad areas concerning small businesses:
#* Demographics
# Financing Practices and Problems
# Accounting Practices
# Cost Information for Pricing and Marketing

The instrument was pretested with about 20 local small businesses to
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ensure reliability of the instrument. A random sample of 400 small
businesses was selected from the ycllow pages of southwest region
states. A total of 118 usable surveys were returned (29.5%) and used in
the statistical analysis. This paper presents preliminary results of the
small business financing practices and problems sections of the survey

only.

Results
Dcmographic Analysis

As shown in Table 1. the respondents are from a wide segment of
small business. The size of the small business respondents varies from
the very small to large both in terms of numbcer of employces and total
revenues. About 43 percent of the respondens are service small
businesses. Retail small businesses represent 36 percent of  the
repondents and wholesale small business represent 18 pereent of the
sample. Sixty percent of the small businesscs were organized as sole
proprictorships ; about 27 percent as partnerships and 13 percent were
incorporated. About 48 percent of the small business owners had some
college education ; about 28 pereent had completed high school. A
sizable 17 percent were college graduates and another 7 pereent had a
Masters / Doctorate degree.

Other demographic information gathered shows that the averge age
of the respondent small business owners was about 32 ycars (standard
deviation 8.3, median 30 and mode 27 years). The respondents with
prior busincss experience had an average of 9.3 ycars business

experience (standard deviation 11.4, median 6 and mode 3 ycars). The
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Variable Measure Response

- Organization Sizc) Number of Emplyees |- Frequeacy Pereent
Less that 9 84 724
10 to 19 13 1.2
201029 10 8.6
3010 39 4 34
40 or More 5 43

"""" “z=Total Revenues | = Frequency Percent. ;..

Less Than S$500,000 75 .”(»7.0
$500,000 to S999,.999 21 18.8
S 1,000,000 to $1,499,994 7 63
$1,500,000 to $1,999,994 4 3.6
$2.000,000 or More 5 45

T4 Industry Type " Frequency Percent
Wholesale 21 18.1
Retail 42 36.2
Service 50 43.1
Other 3 2.6

Legal Organizaton Type Frequency . Percent”
Sole Proprictorship oY 60.0
Partnership 31 2069
Corporation 15 13.1

- ¥ Education’ “Highest Level - Frequency. . Percent .
High School 31 27.7
Some College 54 8.2
Bachelors Degree 19 17.0
Masters / Doctorate 8 7.1

Table 1: Demographic Information
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average numbers of years current small business was in operation was
9.6 (standard deviation 8.6, median7 and mode 4 years). Further, about
36 percent of the respondents had conducted market rescarch before

starting their current small business.

Sources of Start - up Capital

Obtaining start- up capital is the most important and, perhaps, the
most difficult for any small business enterprencur. However, changes in
the general  cconomy,  banking  industry, and  Small  Business
Administration (SBA) programs have made loans avilable to more small
businesses (Clark, 1987), Hagaman, 1992: Anonymous. 1993).

The survey results (Table 2) show that about 44 percent of small
business intreprencurs used personl savings for start- up. The result
confirms carlier rescarch findings that a major source of financing for
small business is personal savings of the owners (Thannous and Sarker,
1993). Further analysis indicated that small businesses orgainzed as sole
proprictorships (Chi - square 7, 2. p = 0.03), and having lower revenues
(Chi- square 17. 0, p = .0.002) and less employees (Chi- square 10.4,

p=0.03) arc more likely to use personal savings as source of start- up

capital.
- ..Source .. Frequency | - ‘Percent. =
Bank S0 323
" Small Business Administration x 1 s
N Pcrgonﬂl bavmgﬂ _ S _(»8 - o 43.8 a
 Famiy N | 2 iss
__—Olhcr - . - 5 e 32

Table 2: Source of Start - up Capital several multiple responses
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About 32 percent of the small business respondents obtained start-
up capital from banks and another 16 (approximately) from family. A
Federal Reserve System sponsored study also found that primarily
commercial banks and a few savings banks have been active in
marketing small business loans (Melia . 1992). Banks were more likely
to lend to small businesses that have high (more than $1.5 million)
revenues (Chi - square 9. 56, p< 0.05).

There was no significant relationship between receipt of bank loan
and number of employees. A significantly greater proportion of bank
loans were for three or more years (Chi- Square 49.9, <0.001). There
was no significant relationship between receipt of bank loan and owners
prior busincss expericnce or whether the small business was a first
venture or whether thes mall business was a continuing buiness (bought)
or whether the small business had conducted market rescarch (p > 0.1
in all cascs).

Further, there was no significant relationship between receipt of
bank loan and whether the small business had a written business plan
(Chi - squarc 0. 87, p > 0.35). However, a significant relationship
existed between receipt of bank loan and preparation of a formal loan
proposal. While small businesses preparing a formal loan proposal were
twice as likely to receive a band loan, small businesses not preparing a
formal loan proposal were more than twice as likely to not to receive a
bank loan (Chi-square 12.5. p < 0. 001).

The SBA as the source of start-up capital, about § percent, also
appears to be in - line with actual practice. Although the SBA hus been

very active in helping small business, and has carned a lot of praise for
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its efforts (Saiki, 1992), its budget is too small. In 1992 the SBA reached
22, 000 companics only or 0.1 percent of all small busines (Valle, 1993).
The SBA primarily helps small business obtain loans by guarantecing a
certain percentage of the loan and thus cnabling other financial
institutions to take the reduced risk and provide necessary credit
(Owens, 1989; Davis and Moon, 1991; Hagaman, 1992). Analysis also
indicated that SBA supported more small busincsses with lower

revenues and less number of employeces .

Purpose of Loan

Table 3 presents data on the purpose of loan obtained by the small
business respondents. As can be seen the most {requent (about 53 )
reason for obtaining a loan is to meet start up costs of the business.
About 35 percent of the respondents obtained a loan for financing
inventory. Loans for consolidating debt and other reasons amounted to
about 2 percent and 9 percent, respectively. Other reasons for obtaining
loans included purchase of business, purchase of building and

equipment, and working capital.

.'ér_'#c_rcém___::. o
Start-up Capital 47 534
Finance Inventory 31 35.2
Debt Consolidation 2 23
Other 8 9.1

Table 3: Purpose of Loan
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Number of Loans Received in LastTwo Years

Table 4 presents data on the frequency of loans received by the
respondent small businesses in the last two yecars. A high frequency.
about 64 pereent, did not receive any loans in the last two years. The
result underscores the ditficulty faced by small business in obtaining
debt capital. Despite the increased interest in financing small business
by the nations banks and the efforts of the SBA, a large proportion of
small businesses are unable to obtain debt financing. The fact that the
small businesscs not receiving a bank loan have on average been in
business for 10.1 years, more than the overall average age of businesses
of 9.6 ycars, highlights the severity of the problem, ie. cven well
established small business received one loan and another 12 percent
received two loans. In addition there were small businesses that received
3 and even 5 loans in a two year period very likely did not do a good job
of planning and may have used excessive time and resources in obtaining

the several loans.

: Numbcrof Loans . Frequcncv R Pcrwm
Zero 76 644
One I8 15.3
Two 14 11.9
Three 5 4.2
Four 0 0.0
Five or More 5 42

Table 4: Number of Loans Received in Last Two Years
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Importance of Different Sources of Loans

Tuble 5 presents rank-ordered data on the perecived importance of
the various sources of debt financing by small business owners. The most
important source of loans to small business are the commercial banks
and savings and loan institutions. The results are consistent with carlier
data on the sources of start - up capital and the few published reports
(Melia, 1992; Jones, 1992). The average response for all other sources
varied from 2.99 to 3.83, however, the mode (most frequent response)
was 5 for all, thus suggesting that the respondents did not give much
importance to these sources. The high standard deviation, on the other
hand, suggests considerable individual response variation. The data
probably also reflects the fact that most small business entreprencurs
have to use personal savings for financing their business venture and,
therefore, the perecived importance of outside sources of financing is

not too high.

Frequency 1Std Deviation Mo
Commencal Banks 1ox ”I.hl” T 1 2
Savings and Loan Associations 106 1.58 1 ]
Family 106 2 1.5% h 3
Credit Unions 108 o 1.4y S 3
Small Business Administration 106 RRCH 1.44 S K
Other Government Agencies 105 349 1.39 S 4
Friends 106 3.50 .51 s 4
Venture Capitalists 108 372 1.29 . S 4
Insurance Companics 10S RER 1.26 : s 4

Table 5: Importance of Different Sources of Loans®

* Scale: 1 Important to S Unimportant.,
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Severity of Different Sources of Problems

Table 6 presents the rank - ordered data on pereeived severity of
various problems in obtaining debt financing for the small business.
Lack of knowledge of loan sources and lack of a business plan arc
considered to be the most severe problems. Both have a mode of 1 and
median 2. Attitude of bankers was the next problem, however, with a
mode and median of 3 it was considered sometimes a problem by
majority of the respondents. Similarly, lack of right contacts and distrust
on the part of the lender were considered sometimes a problem.
Whereas, Lack of help from government agencics and local chamber of

commerce were almost never a problem.

| Frequency. Menn md Devunon Median
Lack of Knowledge of Loan Sources 112 2.40 1.30 2 1
Lack of Business Plan 111 2.63 1.59 2 1
Attitude of Bankers 112 287 1.34 3 3
Lack of Right Contacts 1 .08 1.39 3 3
Distrust on the Part of Lender 111 34 1.30 3 3
Lack of Help form Government Agencies 110 344 1.41 4 5
Lack of Help from Chamber of Commerce 109 365 1.17 4 4

Table 6: Severity of Different Sources of Problems®

*Scale: 1- Major Problem to 5- Never a Problem.

Conclusion

There are many significant developments in recent years that have
made obtaining small business financing easicr and more affordable.
Many of these development have to do with the SBA. The SBA Credit

Reform Act of 1993, for example, should allow the SBA to serve a
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greater number of small businesscs. However, many small business
entrepreneurs arec not awarc of the several US government and SBA
programs to help small businesses (Wilkinson, 1993). These include the
Export - Import Bank, Overseas Private Investment Corporation
(Smolensky, 1993), and cconomic dcvelopment small business
investment Companies (Curly, 1991). In order to increase awareness of
the many SBA programs for helping small business, the SBA recently
opened "SBA - On - Line,” a national electronic bullctin board (Anthes,
1992). While lack of help from local chambers of commerce or
government agencics scems to be not a problem, the attitude of
bankers, the major source of debt financing, is another story. A large
proportion of small businesses have not received a bank loan in the last
two years. Bankers seem to focus only on the amount of revenues that
the small business is generating. Important factors, such as small
business owners’prior business experience, whether the small business is
a first venture or a continuing business, whether market research has
been done and even formulation of business plan or lack of it, appear to
be ignored.

Other findings are that most small business entrepreneurs seem to
rely heavily on personal and family savings, real estate, cash, securitics,
etc, for financing their business ventures. Although emphasis on
personal savings as a major source of financing is a characteristic of
small business, it may be more so for the small business that, because of
low revenues and less employces, does not have recourse to bank loans.
The major source of debt financing are commercial banks and the most

frequent reason for obtaining a loan was for start- up capital followed by
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nced to finance inventory.

However, a major recent change in small business financing is the
pooling of small business loans and sale on the open market (public
debt markets) like and other asset backed security (Borowsky, 1993;
Leibowitz, 1993; Taub, 1993). This effort at securing secondary markets
financing for small business ventures should, if successful, make a lot
more funds available to many more small business cntrepreneurs.

Another major problem is the lack of a formal loan proposal and /for
business plan. Analysis indicates that the problem is more severe for the
smaller (both in terms of number of employees and dollar revenues)
businesses,. It is ironic that the small business entreprencurs understand
that not having a business plan could be serious impediment to
obtaining nccessary financing, yet about 70 percent do not have written
business plans and / or formal loan proposals. The importance of a
business plan, even for investing personal savings, cannot be over -

cmphasized (Jones, 1990, 1992; Broome, 1992).

Implications

The study presents important empirical findings regarding financing
practices, sources of capital and problems faced by small business in
obtaining necessary financing. The results indicate that the small
business respondents are aware of the difficulty that a lack of business
plan causes, but for some reason (may be lack of personnel) a majority
of them still do not have a business plan. There is probably an
opportunity for accountants and other business consultants to help these

small businesses with formulating business plans and preparing loan
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proposals.

Major efforts by US government agencics, particularly the SBA, has
promoted small business development in the US. However, casy
availability of necessary capital, life blood of any business, through the
private banking system is still a major problem.The results have
significant implications for developing cconomics that have a large
number of small entrepreneurs. It is unlikely that these small
entrepreneurs will be able to obtain financing from private bankers
looking for high current revenues. Thus, it becomes important that such
nations have well formulated plans and policies to nurture these
entrepreneurs. While the SBA and its programs could be used as a
model, other options may include facilitating joint - ventures and
providing a business cnvironment that  stimulates  direct  foreign

investment.
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