SMME ACCESS TO FINANCE
Dr Rob Smorfitt
Introduction and background
My PhD research completed in December 2008, specifically looked at what made SMMEs successful, and what impact government interventions had on that success.
The question is whether SMMEs are able to access finance within South Africa. The first problem with this question, is that it is based on the premise that in fact SMMEs do not have access to finance, and this fact is broadcast on a regular basis by a variety of different interest groups, from government through to the private sector consultants and civil groups, all of whom point the finger at the commercial banks in South Africa. However, does this have any basis in fact, or is it merely a perception by uninformed people?

Key to answering this question properly is research. South Africans in government involved with SMME development have a tendency to ignore international research, particularly if it does not support their point of view. This is in turn directly attributable to the fact that very few of the SMME “experts” in South Africa are experts. There is an assumption that because it is SMME, it does not require properly qualified people. The SMME body of knowledge includes research across the developed and the developing world, and there is no reason why we should be different to the rest of the world, and we need to learn to differentiate between blind patriotism and scientific research. 
A clear example of this is the government’s ongoing efforts with youth entrepreneurship.  Research shows that 60+% of successful entrepreneurs globally have had a university education. However, each year the government spends hundreds of millions of Rand on the youth, while the body of international research shows that youth seldom succeed as entrepreneurs. The money would have been better spent on university bursaries or payments to employers to give the youth practical work experience. These facts have subsequently been confirmed as also applying to South Africa in research by Cape Town University who do the Global Entrepreneurship Monitor (GEM) report for South Africa (GEM Report 2009:33). 
However, the problem is exacerbated because there is no authority in the country who can accurately advise the actual number of businesses that exist. The only possible source of this data, or at least something close to reality, is the South African Revenue Services. However, this department has steadfastly refused to provide any data on business numbers to researchers. Therefore, to assess this question, a lack of accurate research data is a must, but it is not available. To quantify the problem, different sources will quote business numbers as being between 1 million and 2.75 million. CIPRO data is skewed due to government regulation, as my earlier research has clearly shown, and therefore their data cannot be relied upon from a research perspective either. This is a major drawback for researchers in providing reliable answers to this type of question.

So to answer the question we need to be able to look at the key issues from a scientific basis, and to then decide whether a problem exists or not, and if so how to correct the problem.

Does government need to intervene
All governments face the challenge of unemployment and low GDP growth from time to time to varying degrees, and therefore governments are always seeking new and effective solutions to this recurring problem. In an attempt to reduce unemployment and increase GDP growth, these governments effect a wide range of different interventions. The current trend, among developed and developing countries, is to attempt to boost the SME sector as a solution to these problems (Smorfitt; 2009:2; Thailand, Online 15 April 2004:1).

The determination of the need for any type of government intervention is generally indicative that a problem exists within the market. In order to assist in understanding the problem, economic theory attempts to pinpoint the source of the failure. Governments generally postulate that interventions are required due to a failure within the free market system, otherwise known as a market failure (Stiglitz 1989:197). Stiglitz (1989:202) further suggests that not all market failures can be successfully addressed through government interventions, as governments themselves are subject to the same constraints, such as insufficient information, and therefore governments are as likely to fail as the private sector is (Parkin, 1996:426). Hosseini (1999:20) and Stiglitz (1989:197) also state that albeit that market failures occur in developed and developing countries, they occur more frequently in developing countries. 

The second source of failure is government failure. Government failure could arise as a direct result of attempts by government to correct market failure, and in the process they could contribute to market failure. This, in the context of this study, could be over-regulation by government, which would stifle SME start-up and growth rates (Montgomery & Bean, 1999:403). In certain instances, government failure can be of such enormous impact as to override the impact of market failure, to the extent that the market is unworkable (Hosseini, 1999:30). Furthermore, interventions in separate sectors could create unexpected conflict with indeterminate consequences between interventions. An example again could be interventions aimed at assisting SMEs access finance, which in turn conflicts with interventions aimed specifically at banks, and which leaves banks in a situation that they are forced to break the law whichever way they turn.

The free market concept must be considered carefully, before any interventions are designed to resolve South African problems. A review of the Global Economic Freedom Index shows that South Africa has not done too well in this regard, and we are on a downward trend where economic freedom is being curtailed.

The following table 1.1 shows the changes in our economic freedom index from 1995 to 2010. Prior years are ignored due to a complete lack of freedom.

	Year
	Overall Score

	2010
	62.8

	2009
	63.8

	2008
	63.4

	2007
	63.5

	2006
	63.7

	2005
	62.9

	2004
	66.3

	2003
	67.1

	2002
	64

	2001
	63.8

	2000
	63.7

	1999
	63.3

	1998
	64.3

	1997
	63.2

	1996
	62.5

	1995
	60.7


Table 1.1 – Economic Freedom Index 1995 to 2010

Source The Heritage Foundation
Note that the overall score was improving from 1995, but dipped in 1999 before recovering to a peak in 2003, whereafter it has been consistently worsening. Business Freedom, Monetary Freedom and Investment Freedom have worsened from 1995 to 2010. 

How has this information been factored into the question at hand? Has research been done to see if these declines in our economic freedom index are in any way linked to access to finance?

Capital formation

It has been clearly established that capital is a very necessary requirement for SMEs, both in the start-up and the growth phase. 
In Figure 1.1, an overview of the types of finance available in the UK is provided. This shows the different positioning for each type of finance in relation to the amount to be borrowed and the expected returns for the lender in relation to the amount. The amounts were originally in GBP but were converted into ZAR on this graph to help understanding.
Bank finance is available across the full spectrum of loan requirements. However, it indicates how bank finance is based on a relatively low IRR of less than 10%. This is a lot less than the returns earned by angel funders and venture capitalists. Therefore it follows that banks will be more risk averse than business angels, venture capitalists and private equity providers, who are all holding equity and will share in any future sale of the enterprise, and in interim profits. 
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Figure 1.1 SME finance types indicating expected Return in relation to amount needed

Source UK Department for Business Innovation and Skills, 2009:8

However, no research has been done in South Africa in this regard. It is a fact that there is no formal Angel Funders network, and this leaves a gap in available capital in South Africa. Similarly, microfinance is available in South Africa but not reflected in Figure 1.1. Where would organisations such as GroFin and Business Partners fit on this graph? 

Capital formation is an important component of the SME development process. Malaysia, on behalf of Asia-Pacific Economic Cooperation (APEC), did research with APEC members Brunei Darussalam, Canada, Chinese Taipei, Indonesia, Japan, Republic of Korea and United States of America into the sources of finance for SMEs in their countries. The results are shown below in Table 1.2 (Malaysia, Online 15 April 2004:2). 
	Source
	Percentage ( %)

	Commercial banks

	59.8

	Government


	4.7

	Self-financing 

	11.2

	Equity financing 

	11.1

	Family and friends 
	5.6

	Venture Capital 
 
	1.4

	Grants

	0.4

	Others (Trade Credit & Leasing)

	5.8


Table 1.2 Common sources of financing for SMEs among APEC members

Source : (Malaysia, Online 15 April 2004:2)

An important component of these data is that the APEC members who provided the data are comprised of both developed and developing countries and despite the perceived lack of funding by banks for SMEs, the majority of funding provided to SMEs is by banks. 
As can be seen from Table 1.2, commercial banks, despite the global wave of negative sentiment, are in fact in this case the largest source of funds for SMMEs. However, in the South African context we have no idea as to where our SMMEs are sourcing their funding.

This APEC research must raise the obvious question as to whether banks are really a problem in the provision of SME loans, or whether it is a perception caused by the fact that government interventions are creating more enterprises, and this increase in numbers is resulting in an increase in demand that exceeds available capital allocated to this market segment within banks, which if filled would upset the banks’ portfolios and ratios between the different levels of debt they carry, and possibly also contravene banking laws. This in itself raises another question as to how much capital South African sources of funds have allocated to SMMEs.
These two research studies clearly indicate the need for South African research to understand capital formation in South Africa, and to then develop strategies to correct imbalance if they exist.
Other design considerations if a problem should be highlighted by research
As can be seen, any positions on this topic are quite likely based upon conjecture and opinion, and are not grounded in empirical research. A university such as the University of Pretoria is capable of this kind of research, as they are the leading university in South Africa in respect of SMMEs and entrepreneurship.
There are numerous other factors that cannot be ignored when dealing with the field of SMMEs and entrepreneurship. These include the critical success factors for businesses, the entrepreneurship continuum and the associated needs, education experience and the existing body of knowledge.
Ongoing research is one of the most critical components of any government intervention. If interventions are not externally monitored and evaluated, there is no mechanism for evaluating the quality and relevancy of the outputs, nor the return on investment. However, the starting point of any quality research project is suitable and accurate data to start with, and in the context of the question at hand, there is no accurate data to start with.
Conclusion

There is no definitive empirical evidence to indicate whether there is or is not a problem for SMMEs in accessing finance. The question requires proper empirical research to determine the answers to a number of questions.

It is important that interventions are well planned and thought out. Too often interventions are rushed out in a desire to solve the problem quickly. Furthermore, there may well be work required to prepare the way, and planners must allow for the monitoring and evaluation of the project.

The interventions must be examined in the context of other legislation to check for possible conflicts, as these simply lead to cost over-runs and project delays.
While my own research would tend to indicate that there is no problem with access to finance, it is not an empirical research study and are therefore inconclusive and not in any way reliable for the task at hand. Therefore my recommendations can be tabulated as follows for ease of reading in Table 1.3 below:
	Beneficiaries
	Description

	All SMMEs
	Research capital formation in South Africa and understand what is and what is not missing from the full range of finance sources.

	All SMMEs
	Research where existing businesses are sourcing their funding presently

	All SMMEs
	Research how much funding is available from all the sources and then assess in the context of SMME funding requirements, the suitability of the volume of available capital

	All SMMEs
	Research what the capital requirements are for SMMEs

	All SMMEs
	A census needs to be done on how many businesses actually exist in South Africa

	All SMMEs
	Establish a formal Angel Funders Association

	All SMMEs
	Tax incentives for investors in SMMEs

	All businesses
	Simple business licencing implemented to keep census up to date

	All SMMEs
	Tax incentives for retaining profits in SMEs

	All businesses
	Focus education across all tiers on entrepreneurship and specific needs within clusters in South Africa. Develop centres of excellence that attract students from other countries.

	All businesses
	A reliable source of information on economic matters must be developed and made available to all businesses. This can be Internet-based, with access provided at SEDA offices for those without access.


Table 1.3 Summary of intervention recommendations
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