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EXECUTIVE SUMMARY

1. Introduction

There is consensus among policy makers, econonaists pusiness experts that small and medium
enterprises (SMEs) are drivers of economic growthealthy SME sector contributes prominently to
the economy through creating more employment oppdi¢s, generating higher production
volumes, increasing exports and introducing innovagand entrepreneurship skills. The dynamic
role of SMEs in developing countries insures thesnergines through which the growth objectives of

developing countries can be achieved.

It is estimated that SMEs employ 22% of the adalpwation in developing countriesUnited
Nations Industrial Development Organisation (UNID&}imates that SMEs represent over 90% of
private business and contribute to more than 50%naployment and of gross domestic product
(GDP) in most African countries (UNIDO, 1999). Acemt study conducted by Abor and Quartey
(2010) estimates that 91% of formal business estiti South Africa are SMESs, and that these SMEs
contribute between 52 to 57% to GDP and provideiabb% to employment.

The democratically elected Government of South c&fr{(SA) realised, as early as 1995, the
importance of SMEs to the economy. The White PapeXational Strategy for the Development and
Promotion of Small Business in South Africa (199&hlighted the fact that “Small, medium and
micro enterprises represent an important vehicladaress the challenges of job creation, economic

growth and equity in our country”.

2. Background

Despite their significant importance and SME cdmnition to economic growth, SMEs across
the whole world, and in SA in particular, are dated with numerous challenges that inhibit
entrepreneurial growth. Apart from SME funding awdess to finance (which is the focus of
this study), the Global Entrepreneurship MonitoEMB Reports (2001-2010) noted that SA
SMEs also suffer from poor management skills whsch result of lack of adequate training
and education. This results in high rates of bussrfailure (SA has one of the lowest SMEs

survival rates in the world).

" # $ I &



This study investigates the extent of access tditceed support by SMEs in SA. The study
was commissioned by the National Credit RegulafLR) and it seeks to understand what
has been researched and written on SME acces&dd and support in relation to juristic
persons as defined by the National Credit Act (NCe study is intended to assist the NCR
make policy proposal to the Minister for the Depwaett of Trade and Industry (the dti) on
matters affecting the consumer credit industryroheo to improve access to credit for persons

contemplated in the Act.

3. Study Methodology

This report is entitledLiterature Review on Small Medium and Enterpriségcess to Credit and
Support in South Africa”As the title suggests, the methodology adoptethiisrstudy is the literature
review. A research literature review is a systeopaxplicit and reproducible method for identifyjng
evaluating and synthesizing the existing body ompgleted and recorded work produced by
researchers, scholars and practitioners. This tepwmwvides an organised critical account of
information, ideas and knowledge that has beenighda (or is available in the public domain) on

SME access to credit.

The main limitation of the literature review, astady methodology, is that it relies on information
which has already been researched (secondary iafmm), and if there is none, then specific
guestions on the new study might not be adequatedwered. Secondly, owing to different objectives
and methodologies (and study designs) of previtudies, the data might not be in the right formmat o
specific enough to answer the current study. Bexafithese limitations, a literature review is ajwa

conducted in preparation for primary and more tedaiesearch.

Despite the above limitations, this study emplotteal literature review process in a systematic way
following the “input-processing-output” approachhig involves sequential steps to collect, know,
comprehend, apply, analyse, synthesize and evatnahty literature in order to provide a firm

foundation to the topic under study.

4, Access to Credit Gap

The main objective of the study is to assess thesacto credit and support by SMEs in SA. The main
research question wdks there an SME financing gap in South AfricaThe term “financing gap”
refers to a situation where a sizeable proportibeapnomically significant SMEs cannot obtain
financing from banks, capital markets or other $iepp of finance. Furthermore, it is often alleged

that (i) many entrepreneurs or SMEs that do notetly have access to funds would have the



capability to use those funds productively if thends were available; (ii) but due to structural

characteristics, the formal financial system dosspnovide finance to such entities.

To adequately answer the question “Is there an $ikHncing gap in SA?”, the study divided the
SME sector into two markets; (i) demand for anfiqiipply of credit. The analysis reveals that, just
as for the rest of the SA economy, the SME sestaivided into two; (i) the first economy (where

formal SMEs are operating) and (ii) the second enogn(informal SMES).
Using the definition of financing gap given abowealy formal SMEs (by virtue of being formally
registered and having a bank account) have acoebartks, capital markets or other suppliers of

finance. Informal SMEs are excluded completely fittve formal financial market.

Financing gap in terms of SME numbers

) 5+& 3 (")
@)
% ()* + - !
0 112 3 - 4
0 11 5 x4 o
" 1 035 3 5 35 11- . )
$1*46), |
73 + - . $
8 -73+ 0 * . 9
2) 5 *$69, [ | [ =
T # | $% $& | : | (

Source: Author’s calculations based on the figuabeve and analysis of the literature

Based on the above table, SA has between 2,4 toli6mBMEs. Around 20% of these SMEs are
registered with Companies and Intellectual Prop@tynmission (CIPC)and have a bank account.
Of the formal SMEs, less than 100,000 (27.3%) ssfodly apply and receive funds from the formal
financial sector. Almost half of the SMEs are negistered hence are operating informally. Owing to
their informality, most (84.7%) of them are finagty excluded. That is, they do not have access to
the formal financial markets. Thus, the total ficag gap (both formal and informal SMES) is
estimated at around 45-48% of all SMEs in Southcafr
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The broad picture that emerges from the variouseysr of SME financing “strongly suggest that
business owners in South Africa view access tonfilrey as a significant problem for business
activity” (Turner et al, 2008: 15), i.e. that thenéght be a “financing gap” despite the variousljub
and private sector initiatives to facilitate accésdinancing. Respondents to the FinScope Small
Business Survey (2010), however, when asked totifgetiie single most significant obstacle to
growth, access to finance ranked thindth 8.7% of small business owners citing the latkccess to
finance as a reasbrThis finding may be attributable to the fact tBauth Africa has a relatively well

developed financial sector with a ratio of domestedit to GDP of 78%.

This study’s analysis of supply side of the SMEddrenarket reveals that South Africa has a variety
of funding programmes and financing schemes by thalpublic and private sector funding agencies.
It was also noted that despite the availabilityanfarray of funding programmes, awareness of these
programmes and the uptake has been very low (DOU8R especially for Government supported
schemes. For those SMEs who apply for finance réfection rate has been high, particularly for
bank sponsored schemes. There seems to be: (I)nerajelack of awareness of the funding
programmes; (ii) a mismatch between the produchsred on the supply side and that which is
required by the SME market; and (iii) a gap betwdgenminimum requirements for a business loan
and status (especially on the issue of formalitf/Xhe majority of SMEs. This means that even
registered microenterprises are less likely to renaess to credit. Furthermore, a large propoxfon

the SMEs are completely excluded from the finantiatket.

Even those SMEs who are in the formal market, théurcomplication faced by entrepreneurs trying
to access finance is that banks are not set upge with small loans. For example, only 59% of $mal
and medium enterprises had any credit productoepared to 82% for large firms. Micro finance
institutions (MFIs), on the other hand, do havedtires in place for smaller loans, but the loaes a
at high interest rates that most small businesaesat afford. Other factors inhibiting SMES’ access
to credit include the lack of business managengledence and skills, insufficient information on

available products, relatively low levels of finglditeracy, poor business plans and other externa

factors.
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5. Conclusion and Recommendations

The literature review revealed that there are abmrmof sources of credit for SMEs. However, it is
not possible to determine with any degree of aayuvehether the financing available is sufficient to
meet the needs of the SME sector due to the laok@imation, especially with regard to the demand
side and the specific causes for the lack of acddssrefore, more research is needed in this area t
(1) identify the specific needs of the SME sectdrew it comes to financing and (2) whether the

financing available meets those needs in term®tf tguantity” and “quality”.

There is a possibility that there is sufficientditdeing made available, but the terms and caorti
under which it can be accessed are not favourablthé SME sector it is intended to serve. In othe
words, there is sufficient “quantities” of fundirayailable, but the “quality” of funding (i.e. the
product design/services being offered) does notiméte needs of the sector. In this case, theypolic
response should not be designed to increasingntioeirat of credit available to the sector, but should
involve revisiting the product offering of the citedlready available and ensuring that it meets the

needs of the SME sector it is intended to serve.

Another possibility that needs consideration id thavhich credit is available and sufficient to ene
demand, but the lack of access is attributableeeitb the specific characteristics of the SMEs
applying for the loan or the lack of awareness thatfinancing is available. In these instances, t
policy response required would necessarily be diffefrom that of increasing funding available, or

indeed, changing product design/service offering.

If there is, in fact, a shortage of finance (quigndif loanable funds), the Government can incrélse
supply of funds through funding of existing agesdi&e the National Youth Development Agency

(NYDA), Khula and other Government owned institago

With regard to the scenario where sufficient craslitavailable, but the terms and conditions of
accessing the financing is problematic for the SM&s to poor product design/service offering, then
interventions will need to address this particudaficiency. With respect to private entities, it is
hoped that competition and the desire to increagers from catering to this segment will improve
product design and services offered. For Governnfented programmes, the evaluation and
monitoring of the various schemes and programmea mggular basis should help the Government

keep abreast of the applicability of the variousgpammes and schemes.

Thirdly, with respect to situations where creditisilable, but access is constrained by SME specif

factors, then interventions will have to be tardetedeal with these specific SME characteristite.



summarise, the characteristics being referred laderd¢o: (1) the lack of information available with
respect to the business, or where there is inféomatvailable the information is of very poor qtli

(2) the lack of collateral; (3) the failure to assdinancial services, including credit, due toivas
perceptions small business owners have of the negents needed for access; (4) the poor level of
managerial competence and skills of the small lmssiowner; (5) the age of the enterprise; and (6)

the legal status of the enterprise.

The main recommendations arising from the studyrdegventions that focus on:

(i) Increasing the levels of formality of SMEs — thiancbe achieved through the compulsory
registration of SMEs that have not yet registeaganinimal or no cost to the SME.

(i) Training and capacity building — building on cutrggrograms and establishing new ones if
warranted to improve the levels of managerial caempee of the small business owner.

(iif) Establishing of a Government department to deatiBpally with SMEs, entrepreneurship and
support to this sector.

(iv) The monitoring and evaluation by Government of 3idE funding programmes on a regular
basis. This will help the Government keep abreftha applicability of the various programmes
and schemes. The immediate objective of the evaluaf current programmes and schemes is

identifying the reasons why awareness and uptakédan low.



INTRODUCTION

Introduction

There is consensus among policy makers, economugtsbusiness experts that small and medium
enterprises (SMEs) are drivers of economic growthealthy SME sector contributes prominently to
the economy through creating more employment oppdi¢s, generating higher production
volumes, increasing exports and introducing innovai&nd entrepreneurship skills. According to
Bashir Ahmad Fida (2008), SMEs are the first stewards development in economies towards
industrialisation. The dynamic role of SMEs in dewing countries positions SMEs as engines
through which the growth objectives of developimgimtries can be achieved — a role that has long

been recognised.

One of the significant characteristics of a flobiigy and growing economy is a vibrant and blooming
SME sector. SMEs play a pivotal role in the deveiept of a nation. They contribute to socio-
economic development in various ways; namely, bgattng employment for a rural and urban
growing labour force and providing desirable sumthility and innovation in the economy as a
whole. Fayad (2008) propounds that most of theezuirmulti-million dollar enterprises have their
origin in SMEs. Nevertheless, SMEs in developed lasd developed countries (LDCs), as in other
countries, are still facing a number of difficutiand obstacles that are impeding and complicating

their operations and growth.

Importance of SMEs in the economy

The value of the small business sector is recogniseeconomies world-wide, irrespective of the
economy'’s developmental stage. The contributioratd# growth, job creation and social progress is
valued highly and small business is regarded assaential element in a successful formula for
achieving economic growth (Vosloo, 1994: i). ltdstimated that SMEs employ 22% of the adult
population in developing countries (Daniels, 1994§niels & Ngwira, 1992; Daniels & Fisseha,
1992; Fisseha, 1992; Fisseha & McPherson, 199llagar & Robson). UNIDO (1999) estimates
that SMEs represent over 90% of private businedscantribute to more than 50% of employment

and of GDP in most African countries.

An earlier study by the Competition Commission @0@stimated that 99.3% of South African
businesses were SMEs and that these SMEs accdont&®l 9% of total employment and contributed
34.8% to GDP.



Table 1: Contribution of SA SMEs to the economy
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Source: Falkena et al. (2004)

The World Bank (2007), however, estimated that $ME contribution to employment generation
was 39% in South Africa. China’s SME sector contidal 78% to its total employment.

Table 2: SME participation and contribution to the economy (selected countries)
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Source: World Bank (2007)

A recent study conducted by Abor and Quartey (2@€)mates that 91% of the formal business
entities in South Africa are SMEs and that theseESMontribute between 52 to 57% to GDP and

account for approximately 61% of employment.

The 2009 GEM report emphasises that there is a very tight correlation between the llexfe

entrepreneurship in a country and its rate of ecoagrowth”.

Bartel and Martin (1990: 775) state that a maj@asom why entrepreneurship has been receiving
increased attention from both scholars and theipuyiess is the growing recognition of the
substantial economic and social contributions @némreeurship brings. The economic contributions

include economic growth, maintaining a favourabd¢ahce of payments and balance of trade and



employment creation. Socially, entrepreneurshipultesin poverty eradication and improved
standards of living. SMEs are, therefore, an egdgrdnacea for improving the standards of living i

a society and the stability of a country.

The demaocratically elected Government of Southcafriealised as early as 1995 the importance of
SMEs to the economy. Trevor Manuel, then MinisteTi@de and Industry, clearly articulated these
issues when he said:
“With millions of South Africans unemployed and eranployed, the Government has no
option but to give its full attention to the tadijab creation, and generating sustainable and
equitable growth.”
“Small, medium and micro-enterprises represent ampartant vehicle to address the
challenges of job creation, economic growth andtgdao our country.”
“We believe that the real engine of sustainable aaditable growth in this country is the
private sector. We are committed to doing all we tahelp create an environment in which
businesses can get on with their job.”
(Extracts from the White Paper on National Stratiegythe

Development and Promotion of Small Business in IBéditica)

Despite this acknowledged importance and SME duauiion to economic growth, SMEs across the
globe, and in South Africa in particular, are sfiiced with numerous challenges that inhibit
entrepreneurial growth. Apart from SME funding aatess to finance, the GEM Reports (2001-
2010) noted that South African SMEs also suffenfimoor management skills, which is a result of a
lack of adequate training and education. This tesalhigh rates of business failure - SA has dne o

the lowest SMEs survival rates in the world.

This study investigates the extent of access titcaad support for SMEs in South Africa. The study

was commissioned by the NCR, and it seeks to utaietsvhat has been researched and written on
SME access to credit and support in relation tesierpersons as defined by the NCA. The study is
intended to assist the NCR in making policy progogathe Minister of the Department of Trade and

Industry (he dt) on matters affecting the consumer credit industryrder to improve access to

credit for persons contemplated in the Act.

The report is structured as follows. This sectiomoduces the report and offers some background
information. The following section summaries thetmoelology adopted in this study. Section 3
presents an overview of the characteristics anuhiltefis of SMEs from an international perspective
and then South Africa.



The main findings of the study are discussed ini@ed and 5. Section 4 estimates the market gize o
SME and the demand for credit, whilst Section Ssengs the supply side of the market. Section 6
investigates the possibility of an SME access tarfting gap and Section 7 concludes with some

policy recommendations.

It is also important for the reader to take notehaf Annexures to this report. Almost all sectiams
the main report have a detailed Annexure (A-F),clvtoffers valuable background information. In
summary, the annexures are presented as followsexame A provides the terms of reference (ToR)
to this assignment while Annexure B details thekgemund to the project. Annexure C presents an
evaluation of selected SME schemes. This evaludgps understand why most of the Government
schemes are not performing well and gives an insghwhat to be done to increase SME uptake on
these programmes. Annexure D provides a summapyasincial funding programmes. Annexure E
and F revisit the issue of SME definitions, chrémithe subject from an international perspectivel a

conclude with the local SME classifications.



STUDY METHODOLOGY

Background

21.1 Project rationale

The NCR seeks to understand what has been resdaaddewritten on SME access to credit and
support in relation to juristic persons as defitgdthe NCA. The proposed project is a literature
review on “Small Medium and Enterprises’ AccessQiedit and Support in South Africa”. It is
intended to assist the NCR in making policy profoda the Minister on matters affecting the
consumer credit industry in order to improve acdessredit for persons contemplated in the Act.
Therefore, the main objective of the proposed reseeh is to assess and measure how small and

medium enterprises have access to credit and suppdon South Africa.

2.1.2 Problem statement

The NCR noted that there is a body of literatureh@ SME support and development space that
sought to bring to the fore the challenges, dynamaied funding issues faced by small enterprises.
Furthermore, there are Government policy programgezsed towards the support and funding of
small enterprises through a variety of funding aggsand institutions. However, it remains unknown
the extent to which these initiatives have succg@daddressing the funding and support challenges

faced by SMEs or juristic persons as defined byNG&.

2.1.3 Study objectives

The study seeks to understand what has been reedaand written on SME access to credit and
support in relation to juristic persons as defitgdthe NCA. Therefore, the main objective of the
paper is to assess and measure the access toacr@ditipport by SMEs in South Africa.

2.1.4 Scope of the study

The project (study) is entitled: “Literature Reviemm Small Medium and Enterprises’ Access to
Credit and Support in South Africa”. The scopeld study is SME access to credit in South Africa.
However, to gain a thorough understanding of thetlsdfrican SME market, a benchmarking

exercise is carried out between South African Slelifics other countries.

According to the Terms of Reference (ToR), the soafpwork on this assignment includes:



i.  Conducting detailed quantitative and in-depthaeseinto the SME industry;
ii. Identifying suitable publications (e.g. journalsiolks, Government documents and popular
media);
iii. Conducting desktop research of other related reBedready conducted by other institutions;
and

iv.  Assessing the SMEs access to credit support gaputh Africa.

Study Methodology: Literature and Document Review

221 Introduction

The methodology adopted for this study is the difre review. A research literature review, as a
process, is a systematic, explicit, and reprodeaiéthod for identifying, evaluating and synthesjsi
the existing body of completed and recorded woddpced by researchers, scholars and practitioners
(Fink, 2010). As a noun, literature review is agasised critical account of information that hasrbe
published on a specific topic, (for example, SMEess to credit) and provides an organised synthesis

of the information, ideas and knowledge.

The methodological approach is illustrated belovigfe 1). It involves both quantitative and

gualitative analysis of secondary data.



Figure 1: Methodological Approach
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222 Literature search

A comprehensive literature search of published exteéa] peer reviewed professional literature using
a variety of databases including journal artictamference papers, books, dissertations and testhnic
papers, both published and unpublished, was coadudhe main sources included libraries - both
public and university (University of Pretoria, UM{Blibraries and the Internet. Literature reviewed
included:
i. Published journal articles, working papers and otheoretical publications on SME access
to credit;
il. Papers/articles found on the websites for suppliefscredit, development financial
institutions, banks and other funders; and
iii. Papers/articles found on the websites for creditilsgors and SME advocacy organisations.



The collected data or information was categorisegroups, for example, the definition of SME was
viewed within a global, regional and South Africemntext. Various definitions were explored and
analysed for their inclination and specificity teveloping countries. Most of the literature seanels
based on what others have come up with concerriti§sSaccess to credit in general and focusing
on the South African context. This approach helfedresearchers to bring to the fore a developed
countries’ concept of SMEs and less developed casntontext. In conducting the literature search
the main focus was to identify the critical drivefsSME failure in accessing credit, what conséisut
credit support and what the challenges are for BdEs and fund managers. While the literature
research was being conducted, every effort was rfeadasure that the sources were as relevant and
focused on the subject at hand as possible. The @&pbtts and publications from SA development
financial institutions were drawn for comparisonttwisimilar state or private institutions. The
literature sources were also categorised accordiagher as quantitative (e.g. those focusing on
methodology or policy) or qualitative (e.g. casedsts) for easy analysis and summarisation. The

literature search was broad enough to cover a@i/egit detail.

2.2.3 Thematic content analysis

The content analysis focused on literature reletanmake recommendations to policy makers,
development agencies, entrepreneurs and SME manageaiscertain the appropriate strategy to
improve the SME sector in SA. The methodology erygdbby different authors and researchers was
also put under the spotlight. For example, casgystesearch excels at bringing us an understanding
of a complex issue or object and can extend expezi®r add strength to what is already known
through previous research. Case studies focusdetasied contextual analysis of a limited number of
events or conditions and their relationships. Qatlie reports, based on case study methodology,
were used in the literature review. On the othed eh the spectrum, survey reports (mainly
guantitative) such as the GEM reports, adult pdmrasurveys (APS) and FinScope were also used
to assess the level of entrepreneurship of andsadoecredit by SMEs. Just like the GEM reports, th
study also consulted international data sourcel asahe World Bank (WB), International Finance
Corporation (IFC), the International Monetary FUidF) and the United Nations (UN) in reviewing
international best practice on SME funding and supp

Methodological Limitations

The main limitation of the literature review astady methodology is that it relies on the inforroati
which has already been researched (secondary iafim), and if there is none, then specific

guestions on the new study might not be adequatewered. Secondly, owing to different objectives



and methodologies (and study designs) of previtudies, the data might not be in the right formmat o
specific enough to answer the objectives of theetuirstudy. Because of these limitations, a liteat

review is always conducted in preparation for priynmasearch.

In spite of the growing number of papers and atichat have been written about small, medium and
micro-enterprises (SMMESs) in South Africa, verytlditis really known about them. The Statistics
South Africa Labour Force Survey estimated thatetveere a total of 2,4 million small business in
2007. According to a 2008unday Time$20 September 2009%rticle, there were 2,4 million
registered companies in South Africa of which 2fliom were SMEs. The latest FinScope Survey
(2010) found that there are currently approximat@lynillion small businesses in South Africa.
However, it is almost impossible to obtain accurst&tistics of small business in each category
(namely micro, small and medium), or in the vari@estors of the economy. This information is
unavailable on both a provincial and country-widwel. The lack of accurate data makes the
assessment and quantification of access to cragitagmammoth task. It also hampers research and
the ability of Government agencies and nongovertiaiarganisations (NGOs) to offer the correct

targeted assistance to businesses in the smaliumeshd micro arena.

The lack of data is particularly noticeable amomgegistered businesses that employ either casual
labour or offer employment only to the owner. Whilemany developed countries these businesses
are considered marginal in their contribution topayment and GDP, in South Africa (as in many
developing countries) these informal and micro-gmtses are key to the livelihood and survival of

millions of peoplé.

Adding to the confusion and difficulties in SME mesement and general understanding are the
differences in definitions. As will be highlighted the section below, there are several definitions
used in international literature and in most of ¢énapirical studies (or surveys) carried out in EAr
example, the most constant and widely quoted suttheyGEM Reports, measure entrepreneurship,
and not the number of SMEs, to make internatiomshgarisons on the rate of entrepreneurship
across countries. On the other hand, most of theeBment agencies use the dti definifioout a

recent FinScope Survey (2010) used a slightly diffedefinitiord.
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DEFINITIONS OF SMES

International Overview

While the importance of the SME sector and therimfd sector is acknowledged internationally,
defining an SME is a challenging task, as everyntguhas its own definition. There is no single,
uniformly accepted definition of a small firm (Ségr 1994). Firms differ in their levels of
capitalisation, sales and employment. Hence, defits which employ measures of size (e.g. number
of employees, turnover, profitability and net worivhen applied to one sector might lead to all §irm
being classified as small, while the same sizenitiefh when applied to a different sector mightdea

to a different result.

This section provides a broad overview of smalegmise definitions used across the globe with the
objective of understanding what an SME really. iShis understanding will go a long way in

comparing and benchmarking results from differémdies.

SME definitions can be broadly categorised into,tWezonomic” and “statistical” definitions. Under
the economic definition, a firm is regarded as $ihal meets the following three criteria: (1)hes a
relatively small share of their market place; (R)is managed by owners, or part owners, in a
personalised way and not through the medium ofrendtised management structure; and (3) it is

independent in that it is not part of a larger gorise.

The “statistical” definition, on the other hand,used in three main areas: (1) quantifying the size

the small firm sector and its contribution to G@ployment and exports; (2) comparing the extent
to which the small firm sector's economic contribathas changed over time; and (3) in a cross-
country comparison of the small firms’ economic trirution. These definitions, however, have a
number of weaknesses. For example, the economigitaef, which states that a small business is
managed by its owners or part owners in a persethlivay and not through the medium of a formal
management structure, is incompatible with itsistiaal definition of a small manufacturing firm

which might have up to 200 employees.

According to UNIDG3?, the definition of SMEs is a significant issue fmlicy development and
implementation and depends primarily on the purpdgbe classification. For the purposes of policy

development, UNIDO generally advises countriesake tinto account the quantitative and qualitative
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indicators for SME definition. The following tabBummarises the main qualitative indicators that

may be used in order to differentiate between Skiitslarge companies.

Table 3: Application for Qualitative Indicators

Managemet *Proprietor entrepreneurship *Managerentrepreneurship
*Functions-linked personality «Division of labour by subject mattt
Personne sLack of university graduates *Dominance of university graduates
« All-round knowledge  Specialisatio
Organisation *Highly personalized contacts *Highly formalised communication
Sales Competitive position not defined and uncertain *Strong competitive position
Buyer's relationships eUnstable *Based on lorgerm contracts
Production sLabour intensiv «Capital intensive, economies of scale
Research developmt *Following the market, intuitive approach eInstitutionalise:
Finance *Role of family fundsself financing «Diversified ownership structure,

access to anonymous capital ma
Source: UNIDO!

It is also important at this juncture to definerepteneurshi. Put simply, ‘entrepreneurship’ is the

creation of new enterprise, which includes SMEs

Table 4: Synopsis of SME Definitions by Region
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The abbreviation "SME" occurs commonly in the Ewap Union (EU) and in international
organisations such as the World Bank (WB), the éthilNations (UN) and the World Trade
Organisation (WTO). The term "small and medium besses" or "SMBs" is predominantly used in
the USA. In South Africa the term is “SMME" for sthamedium and micro-enterprises, and

elsewhere in Africa, MSME is used for micro, snaaild medium enterprises.

Defining an SME in South Africa
3.2.1 The “official” definition

Like other countries, the issue of what constit@esnall or medium enterprise is a major concern in
SA. Various authors have usually given differerfirdgons to this category of business. “A common
definition of SMEs includes registered businessah lgss than 250 employees” (IFC, 2009: 9). In
practice, SMEs are defined in a number of differealys, generally with reference either to the
number of employees or to turnover bands (or a awamblbn of both, as in the National Small
Business Act 1996, which also allows for variati@esording to industry sector). The definition of
SMEs by size is necessary, but it is not sufficfentan understanding of a sector where the realiti

are not only complex, but also dynamic.

In SA, a ‘small business’ is official defined in@ien 1 of the National Small Business Act of 1996
as amended by the National Small Business Amendisatof 2003 and 2004 (NSB Act) as:

. a separate and distinct business entity, includingoperative enterprises and
nongovernmental organisations, managed by one ownerore which, including its
branches or subsidiaries, if any, is predominardéyried on in any sector or sub

sector of the economy mentioned in Column | oSttfeedul&.. ”.

The NSB Act further categories small businesseSAninto distinct groups, namely; survivalist,
micro, very small, small and medium, hence the afsthe term “SMME” for small, medium and
micro-enterprises. However, the terms ‘SMME’ anMES are used interchangeably in SA. The SME
definition uses the number of employees (the mostnecon mode of definition) per enterprise size
category combined with the annual turnover categotihe gross assets excluding fixed property; as
summarised in Table 5 below.




Table 5: Broad Definitions of SMMESs in the NationalSmall Business Act

" Bt ! 1 8 ! % + % + 8 | %+ % +
75 2 1 51752 1 75 2
(+ ! 8 | %+ % + 8 | %+ % +
1 75 2 1 75 2
A2+ ! 1 8 | % % 8 ! % %
75 2 1 75 2 1 75 2
! 8 | % 8 ! %

Source:Falkena et al., (2001)

i. Survivalist enterprise: The income generated is less than the minimunmiecstandard or the
poverty line. This category is considered pre-gmgreurial, and includes hawkers, vendors
and subsistence farmers. In practice, survivaligergrises are often categorised as part of the
micro-enterprise sector.

ii. Micro-enterprise: The turnover is less than the value added tax (M#&gistration limit (that
is, R150,000 per year). These enterprises usuadly formality in terms of registration. They
include, for examplespazashops, minibus taxis and household industries. Tdéraploy no
more than 5 people.

iii.  Very small enterprise: These are enterprises employing fewer than 10¢rajloyees, except
for the mining, electricity, manufacturing and cwostion sectors, in which the figure is 20
employees. These enterprises operate in the fonadet and have access to technology.

iv. Small enterprise: The upper limit is 50 employees. Small enterpriaes generally more
established than very small enterprises and exmibie complex business practices.

v. Medium enterprise: The maximum number of employees is 100 or 200te& mining,
electricity, manufacturing and construction sectdisese enterprises are often characterised by

the decentralisation of power to an additional ng@naent layer.

The NCA, which established the NCR, adopts and tieeglefinition of small business in the NSB
Act, 1996 as amended and categorises any lendisgn&dl business as developmental credit. The
NCA uses the NSB Act definition for small businemsd it further distinguishes between natural and

juristic persons.



Table 6: NCA Definition (Juristic Persons)

Natural persons Juristic persons
Personal customers - Partnerships
Sole proprietors - Close corporations
Trusts with two or less natural person trustees - Companies
Trusts® with three or more trustees

Source: NCA (2006)

Only certain provisions of the NCA apply to jurisfbersons. Provisions relating to marketing, over
indebtedness and reckless credit do not applyristigi persons. The NCA in its entirety does not
apply to juristic persons with an asset value oruahturnover of more than R1 million, nor does it
apply to juristic persons with an asset value gmuahturnover of less than R1 million who entepint

a mortgage agreement or an agreement with a Idae edmore than R250,000. Thus, the NCA only
covers small business which are sole proprietaastnprships, close corporations, companies and
trusts with an annual turnover of R1 million ordemnd enters into a loan agreement of not more than
R250,000.

3.2.2 A common understanding of SMEs?

Compared to developed-country standards, SA thigstaoe low. Many businesses which Americans
or Europeans regard as SMEs would be regardedges daterprises in South Africa. Moreover, the
fact that the NSB Act distinguishes between entseprin the different economic sectors and further
uses different thresholds for the different secisr&n acknowledgement that what is considered

“small” in the different economic sectors will vadgpending on the nature of the activity undertaken

Despite the categorisations having been stipulatedhe Act, these categories are not used
consistently by state agencies or by private sedata-bases and research studies, making
comparisons difficult and unreliable. Moreover, thelification in the dti's Annual Review of Small

Business in South Africa 2005 — 2007 (2008: 4) that “report will embrace as comprehensive a
definition of small businesses as possible, praVitteat the economic activity remains below the
thresholds for a large enterprise” is indicativetioé fact that there is no common understanding

and/or definition.

The dti report goes on to state that “the termsalsiousiness’ and ‘SMME’ are used as synonyms,

whereas the term ‘enterprise’ refers specificallgmtities (especially close corporations, cooperat
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and companies) registered with CIPRO” (DTI, 200Besphasising the fact that there are different
concepts of businesses. For statistical purpos@guld make a great deal of sense for the various
data-gathering bodies in the public and privatécsedo arrive at, and use, agreed categories icayer
the SME sector (SBP, 2000b).

SA Policy and Institutional Framework
3.3.1 Background

For the past fifteen years, the South African Gorent has invested in a plethora of initiatives
aimed at supporting and growing the SME sector.tlSoAfrica’'s small business policy was

principally informed by the 1995 “White Paper ontiomaal strategy on the development and
promotion of small business in South Africa” (Timn2011: 20). The 1995 White Paper outlined,
among other things, the need for the Governmermréate an enabling legal framework, facilitate
access to information and advice, boost procurerfremht small firms and to improve access to

finance and affordable physical infrastructure.

On the policy front, the NSB Act was passed in 199&l stipulations pertaining to the sector were
built into the Broad Based Black Economic Empowaer{@BBEE) Codes of Good Practice (SBP,
2009a). The objectives of the 1995 White Paper filosls practical expression in the Integrated Small
Business Development Strategy for 2005 to 2014.stitadegy is based on three pillars:

Increasing the supply of financial and non-finahsigport;

Creating demand for SMME products/services; and

Reducing regulatory constraints.

3.3.2 The institutional framework

The Government’s main agencies and funds are lolisérdl across mainly five different departments:
(1) the Department of Trade and Industiigg dt); (2) the Department of Economic Development
(DED); (3) the Department of Science and Technol¢Q®$T); (4) the Presidency; and (5) the
Department of Agriculturé.
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3.3.2.1.Department of Trade and Industry (the dti) - wwwettiti.gov.za
Small business falls under the Minister of Tradel &mdustry and specifically under two of the
Department’s units; the Enterprise Organisation twedEmpowerment and Enterprise Development

Division. The department has various entities uritjeamely:

i) Small Enterprise Development Agency (Seda) - wmwseda.org.za

An agency of the dti mandated to support small renses, Seda, was formed out of a merger
between Ntsika Enterprise Promotion Agency, Natiddenufacturing Advisory Centre (Namac) and
the Community Public Private Partnership Prograni@®PP). The Godisa Trust and the Technology
Programmes were integrated into Seda in 2006, begoBeda Technology Programme (STP).

i) National Empowerment Fund (NEF) — www.nefcorp.o.za

Set up in 1998 and operational in 2004, the NEFs&awmnfund black-owned and empower (both big

and small) businesses. Between 2003 and March 3Q, 28e fund made 208 disbursements of over
R1.5 billion. Of these, 156 worth R457 million wentsmall black-owned businesses or franchisees

(through the Imbewu Fund).

iii) National Small Business Advisory Council (NSRC)

The National Small Business Advisory Council (NSBAG launched in 2006, falls under the dti and
reports to the minister of Trade and Industry. Thencil has eight members and serves to advise the
Minister on ways to boost support to small busiaes3he first council collapsed after two years in

1998 amid allegations of mismanagement.

3.3.2.2.Department of Economic Development
The Department of Economic Development (DED) waswgein 2009 to co-ordinate the South

African Government’s economic policy. The Departingrersees various entities, including:

i) Khula Finance Limited - www.khula.org.za

The Government’s small business finance organisatias set up in 1996 to help fund small

businesses. Khula is a wholesale finance institutidich operates across the public and private
sectors through a network of channels to suppldifigmto small business. Khula operates through a
network of financial intermediaries across the d¢punits channels include South Africa's leading

commercial banks, retail financial institutions apkcialist funds and joint ventures in which Khula

itself is a participant. Its primary aim is to lyelthe "funding gap" in the SME market not addrésse

by commercial financial institutions. Khula lendingmprises of four (4) components;
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a) Funding for retail financial institutions (RFI);

b) Credit guarantee scheme;

c) Equity capital; and

d) Gearing capital for public and private sector fundsgeting small enterprises in specific
sectors.

i) Industrial Development Corporation (IDC) - www.idc.co.za

The Government's development finance institutiors veat up in 1940, and the funding of small
businesses forms a large part of its mandate. D fhalls under the Department of Economic
Development. The IDC financed 159 small enterprisethe tune of R2.13 billion (from a total of
R10.9 billion) in 2008/2009. This compares to 94péirsals the year before, valued at R933 million
(out of a total of R8.4 billion). One hundred amdty two of the net approvals during 2010 (67% of
the total number of approvals) were for SMEs. R2.ddllion (more than 23% of the total value of
approvals) were for these SMEs (companies with faiv@n 200 employees, turnover less than R51

million and/or less than R55 million total assets).

iii) SA Micro-finance Apex Fund (Samaf)

The South African Micro-Finance Apex Fund (Samafsvestablished to provide access to micro-
loans and support to the social capital mobilisatamaf is a wholesale funding institution tasteed
facilitate the provision of affordable access twafice by micro, small and survivalist businesses fo
the purpose of growing their own income and asasebThe primary purpose of samaf is to reduce
poverty and unemployment and also to extend firsrsgrvices to reach deeper and broader into the
rural and peri-urban areas. As a wholesale inatitutsamaf provides micro-finance to financial
intermediaries such as Financial Services Coopem(FSCs) and MFIs who in turn on-lend to their
members and clients. Therefore, anyone who wargbtin a samaf-backed loan should first join an
FSC or apply to the MFI for a loan. Samaf offer® types of loans via its financial intermediaries,

microenterprise loans and development loans.

The Micro-enterprise loan is offered to financialermediaries who then on-lend to poor people to
establish and grow their micro survivalist busimssslo qualify, the loan applicant must earn not
more that R3,500.00 per month. Development loaasaaned at FSCs and MFIs for on-lending to
client households earning R1,500.00 and below pamtim Clients can use development loans for

paying school fees, medical fees and improvemernttset household.



3.3.2.3.Department of Science and Technology

i) Technology Innovation Agency (TIA) - www.tia.org.za

A new umbrella body set up in 2009 and launche@0a0 for funding innovation includes the
Tshumisano Trust which housed the technology teairstations, the Innovation Fund, the Council for

Scientific and Industrial Research (CSIR)’'s Advahdéanufacturing Technology Strategy.

3.3.2.4.The Presidency

i) National Youth Development Agency (NYDA) - www.nydaorg.za

Born in 2009 out of a merger between the Nationaliti Commission and the Umsobomvu Youth

Fund, the NYDA aims to assist the youth with cadelis and to help start their own businesses. The
NYDA funds training and gives out loans. The Agenégbursed 7,500 micro loans to value of R23

million and a further R4 million in loans in the@®W10 financial year.

3.3.2.5.Department of Agriculture,

i) Micro-Agricultural Financial Institute of South Afr ica (Mafisa)

The Micro-Agricultural Financial Institute of Soutkfrica (Mafisa) was established to contribute to
the working poor’s ability to run existing agriautél businesses; to start new ones and be able to
develop these into fully commercial operations. iskafpropels and facilitates the development of
financial services intended to uplift very smalldamicro level farmers, farm workers, farm tenants,

small holders, landless emerging farmers and psesegtc.

3.3.3 Conclusion

Through these departments/agencies, numerous pmows, for funding or otherwise, have been
implemented. This set up has however proved pradtienfor strategic coordination purposes as
programmes tend to be implemented in isolationawheother; and also risks the effectiveness of
funding programmes to small businesses, a problest has been identified by a number of
commentators, including the dti (DTI, 2008; SBP 280Timms, 2011).



DEMAND FOR CREDIT AND SUPPORT BY SMES

Introduction

As stated above, the main objective of the studyg essess the access to credit and support fosSME
in SA. In order to determine whether there are éldeny gaps in terms of financing and other support
to the SME sector, it is important firstly to haae understanding of the following issues:
What specifically is meant by the SME sector in 8®uth African context? How is this
sector defined? This is important as these busisessthe SME sector are the parties to
which the financing and support under consideradi@ntargeted, i.e. the “clients”.
What are the needs of the SME sector? What typésarfcial services/products and support
products do they need or want? This is importarthasnterventions, private or public, have
to match what is needed/demanded otherwise thevarion will not be successful in
meeting its objectives. The uptake by the SME setiibbe very low.
What financing support is available? Does the famag support available meet the needs of
the SME sector? In other words, is there a finangap? The same applies to other support
that is available to the SME sector. This is impott because, as stated above, the
interventions, private or public, have to match twikaneeded/demanded in order to meet the

desired objectives.

Some of the above questions were answered undesett®n on definitions above. The other

guestions will be discussed in this and the folluysections.

Identifying the Needs of the SME Sector

Statistics on small business in SA remains inseffic with no official repository for data on the
number of small enterprises. SA’s statistics apcblly derived from a variety of sources. These
include the Statistics SA Labour Force Survey (LFSBatistics SA Survey of Employers and the Self-
Employed (SESE), the Adult Population Survey (ABS)he GEM reports, Statistics SA Integrated
Business Register, CIPRONew Enterprise Register, Statistics SA statistiediquidations of close
corporations and companies and the CIPRO RegidteCosoperatives (DTI, 2008: xxiii); and
consolidated periodically in the dti's Annual Rewvief Small Businesses in South Africa. Even then,

surveys tend to be conducted sporadically and nt lma difficult to put together the pieces from
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different data sourceS€onsequently, it is not clear how many small busses there are, how many
people they employ and what the sector contribiat€zDP (SBP, 2009b).

In order to develop effective interventions for #mall business sector, it is important to have an
understanding of the sector, the specific challerfgeed by small business owners and the capacity
they have to deal with those challenges (FinScap&0: 1). A lack of clear and accurate statissca |
major stumbling block to SA’s bid to developing raceffective policies and support schemes for
small enterprises (Timms, 2011: 18). Most importaingll, small business development initiatives
must get down to the level where small businessemby operate, and must be targeted specifically
in the different sectors and value chains, angetctic localities to address small businesses:idig

characteristics, needs, constraints and opporésni8BP, 2009a: 8).

The problem of data has been identified in a nungbdbrums and publications. Not only are the
information sources poor, but can also be veryidliff to access, including the official statistics
(SBP, 2009: 3). Also to be encouraged is the ctargisise of categories (preferably those defined by
the Act) by all state agencies and private sectmta chases and research studies to facilitate
comparability (SBP, 2000b).

The FinScope Small Business Survey undertaken 10 2@es a long way in addressing some of the
issues noted above. For the full benefits to beveérfrom this initiativé®, however, the definition of

the SME sector (or small businesses as they amgreef to in the survey) should be agreed in
consultation with relevant stakeholders and th@esuconducted at regular intervals to provide time

series data and facilitate impact assessment afatious interventions over time.

Demand of Credit and Support by SMEs

According to the Global Bank Alliance (2011), a kaystacle to the growth of SMEs globally is the
challenge in accessing capital for their busines$bs sub-section presents an argument on why

SMESs’ access to finance is low from the SME (demsidd) perspective.
43.1 Demand for finance and SME market size
Much has been documented about the lack of fingnéox SMEs, not just in South Africa

(Herrington et al., 2010), but in many other partshe world as well (Turner et al., 2008; OECD,
2006; Kauffmann, 2005). Some of the objectiveshefEinScope Survey of 2010 were specifically to
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determine the levels of access for the small basiisector and identify and describe the drivers of,

and the barriers to the usage of financial servaoes products for the small business sector intgSout

Africa.

Table 7: Growth phases and funding requirements c8MEs

Stable/
Start-up Phase Growth Phase Consolidation Exit
Type of SME Source of Finance
Traditional small | Family, friends, Asset-backed Bank debt if | N/a
business. savings, equity in | finance, bank required
Provides residential debt, factoring,
employment for property, loans trade credit
individual, family | underwritten by
and friends government
High Paotential. Angel finance, Venture capital, Venture Exit via
Passibly export Team's equity, private equity, capital high- capital
business some venture asset-backed yield debt markets or
capital finance, some market, bank | direct
bank debt debt access to
stock
market

High-tech, Angel finance, Venture capital, Corporates, Exit
information and venture capital, corporates, bank debt typically
life sciences corporates Asset-backed through
intellectual finance trade sale
Property

Source: Felkana et al., (2001)

As illustrated above, the nature of funding reqliiby an SME depends on its development phase.
Businesses in the start-up phase generally relgepsonal savings, friends and families, while those

businesses which are stable rely on bank loarfinfamcing.

Difficulty in accessing finance has remained onethe top three constraints mentioned by the
national expert panel in several surveys and SMHies in South Africa. The GEM 2002 and 2003
reports showed that a significant number of entnegurs from disadvantaged communities did not
keep financial records and that cash constraintee weidespread amongst entrepreneurs from
disadvantaged communities with registered busisesSash flow difficulties were significantly
reduced in firms that kept a cash book, kept arckob debtors, practised active debtor management
and controlled inventory. Implementing any of thpsactices was associated with a minimum of 33%
reduction in the probability of an exhausted ovaftdand doing all four appeared to reduce this
probability by as much as 61%. Implementing thesactres also significantly increased the
probability that a firm would succeed in an appima for term loan finance. The GEM 2003 report

concluded that a policy priority in SA was implertieg programmes, including mentorship and



training programmes, that addressed the appanmsudial management weaknesses in many small
enterprises (Orford et al., 2003)

Defining small business owners as individuals wie g1) 16 years or older; (2) perceive themselves
as business owners and generating an income thremgli business activity; and (3) employing
fewer than 200 employees, the FinScope Small Bssirg&urvey of 2010 found that there were
approximately 5,579,767 small business owners utSAfrica owning 5,979,510 small businesses.
On the other hand, Stats SA estimated that theg &/@r million small business in 2007.

Table 8: Number of Small Business in South Africa

Category of employer/ March Sept March Sept March
self-employed 2005 2005 2006 2006 2007
Number of persons of working age (15-65) 1,836,000 | 2,060,000 | 1,999,000 | 2,105,000 | 1,942,000

working on [their] own or with a partner, in
any type of business (including commercial
farms)

Number of elderly persons (66+) who run or 56,000 87,000 73,000 65,000 59,000
do any kind of business, big or small, for
[themselves]

Number of persons of working age (15-65) 385,000 240,000 585,000 425,000 374,000
working on [their] own small farm/plot or
collecting natural products from the forest or
sea

Number of elderly persons (66+) who do any | 64,000 42,000 89,000 71,000 57,000
work in [their] own or the family's plot, farm,
food garden, cattle post or kraal, or help in
growing farm produce or in looking after
animals for the household

Business owners

Subsistence farmers

Total | 2,341,000 | 2,429,000 | 2,746,000 | 2,666,000 | 2,432,000

Source: Stats SA Labour Force Survey (2008).

The information provided by the FinScope Surveyrr@nily the most up-to-date) included the
number of small businesses in operation in 20X tfeographical distribution, the types of acigst
undertaken/services offered and their level of ijglatiort’, the age of the businesses and the
profile of the business owners with respect tortigender, level of education, financial literacydan
money management skills. The FinScope Small Busirfgsvey provides useful data on which
interventions can be designed, implemented andgssdand thus provides a good starting point upon
which the current policies and interventions can Iassessed in terms of their

suitability/appropriateness of the locality/segmenivhich they are targeted.
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For instance, the largest proportion of small bestnowners resided in Gauteng (23%). 34.2% were
service providers of which 10.4% rendered a pridess service (e.g. medical or legal service) and
58.9% a skilled service (e.g. plumbing or hairdiregs The probability for Business Sophistication
Measure (BSM) 7 and 8 type small businesses walsesigin this province (11.8% and 9.0%
respectively). Small businesses in Gauteng tendedbet larger than small businesses in other
provinces and their contribution to job creatior thost significant (3.691 million). Small business

owners in this province had the highest likelihabdhaving post-matric qualifications.

This profile is very different from that of Limpopprovince, for example, where 9.8% of small

business owners reside. 78.2% offered retail sesvaf which 66.7% sold something in the same
form that it was bought and 20.3% bought somethingell but added value before reselling. The
probability for BSM 1 and 2 type small businesses Wighest in this province (29.2% and 31.4%
respectively). Small businesses in Limpopo tendetlé smaller than those in other provinces and
their contribution to job creation the fourth loweg 0.877 million. Small business owners in this

province had the highest likelihood of having aghi at most, primary school levels of education.

Considered together with the results from the Wdkhk Enterprise Survey and other studies
referred to in this paper, there is likely to beajer demand for credit in the Gauteng Provincié as
has the largest number of small business ownecempared to, for example, demand for financing
in Limpopo. Demand for credit is more likely to fog investment purposes in Gauteng and therefore
of a longer term nature due the nature of busiaesisity (service providers wanting to upgrade
premises or buy equipment as compared to retaitersimpopo who would demand credit for

working capital purposes, i.e. buying stock).

Small business owners in Gauteng are more likelyet@ble to access credit because the probability
of BSM 7 and 8 type businesses is highest andftrerenore formalised. This is in contrast to small
businesses in Limpopo which has the highest préibafor BSM 1 and 2 businesses and, therefore,
are more likely to be of the microenterprise typd aformal for whom access to finance is likely to
be problematic. Lastly, with respect to financigéracy and education, the types of intervention
needed in the two provinces would differ takingoimionsideration the differences in the average

minimum level of education.



Table 9: Average Loan Size by SME Category

Sector Description Number of employees 1. Annual turnover
2. Loan sizes
3. Access to banking facilities
Survivalist « Income generated is below + No employesas 1. < R10 000
poverty line 2. Average R500
3. None
Micro (0) « Turnover is less than VAT
registration limit 1. R10 000 to R25 000D
« Not usually formally registered 2. Average R1 000
for tax or accounting purposes +« Noemployesas 3. Possibly individual account
Micro (1-4) | « Same descriptors as Micro (0) 1. R25 000 to R50 000
except the number of « Less than 5 employees 2. Average R7 000
employees are 1-4 3. Individual account
Very small | « Operate in formal market « Less than ten employees | 1. RS0 000 to R200 000
2. Average R25 000
3.  Entry Level Busingss Account
Small « Distinguished by some form of « Less than 50 employees 1. R200 000 to RS 000 000
Enterprises managerial co-ordination 2. Average R70 000
3.  Business account
Medium e Further decentralization of 1. R 500 000 to R50 000 000
Enterprises decision making « Less than 100 employees | 2. Loan size is dependent cn
+« More complex decision making (200 in mining) sector, region and institution
+ Increased division of labour providing finance. Average R150
000
3. Business Account with additional
facilities

Source: Felkana et al., (2001)

From this analysis, one would expect higher lewélinancing to be made available in Gauteng as
compared to Limpopo, the financing available tcskewed towards financing for investment in line
with the needs of the small business owners amdviahtions with respect to access to credit togocu
more on SME specific characteristics such as impgpthe provision of information and less on
financial literacy and education compared to irgations for small business owners in Limpopo
which might have more of a focus on financial biey and education due to the low levels of

education.

Further research is required to determine whethercurrent support programmes are appropriate.
Programmes then need to be evaluated to determ@e dffectiveness. Ongoing monitoring and
evaluation mechanisms need to be put in placendulgl not be left until the programme is due to
come to a close before an evaluation is done (Ti2®d,1). The FinScope Small Business Survey
2010 provides a useful starting point for evaluativhether the SME support programmes that have

been put in place so far are targeted and apptegddathe needs of the SME sector

4.3.2 Other needs of the SME sector

In a similar vein, the FinScope Small Business 8urevealed that space to operate was ranked
highest as an obstacle to business growth withéa@&Prespondents citing this as a factor. Yet there
is only one SME support programmed aimed at adimgshis need. The Khula Property Portfolio

initiative aims to provide business premises tarmss start-ups or those expanding to medium sized



businesses. “The rental charged is highly subsidis®rder to encourage small business operators to

move into formal operating space” (DTI, 2010: 65).

Contrary to what might have been expected, wherdask identify the single most significant
obstacle to growth, access to finance ranked%hividh 8.7% of small business owners citing the lack
of access to finance as a re&Sonhis finding is contrary to “the broad picturettemerges from the
various surveys of SME lending [that] “strongly gegts that business owners in South Africa view
access to financing as a significant problem faifess activity” (Turner et al., 2008: 15) destite
various public and private sector initiatives toiligate access to financing, i.e. that there iaict a
“financing gap”. Turner et al. (2008) do acknowledbowever, that other concerns such as crime and

corruption may make credit appear to be less abhlem.

Turner et al. (2008: 15) go on to state that honetheless, South Africa withesses a robust leivel
SME activity in the formal and informal sectorscifiiated by a vibrant system of trade credit. The
evidence suggests that trade financing may berspmas a substitité This fact may explain high
levels of South Africa SME activity in the informakctor, particularly when compared to other

middle income countrié¥.
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SUPPLY OF CREDIT AND SUPPORT TO SMES

The Public Sector

51.1 Funding and support programmes available to the SMESector

Despite the lack of financing being cited as a traing in other publications, there are a variety o
funding programmes and financing schemes throughude of guarantees that are available, in
addition to other support programmes. Awarenessth@diptake of these schemes, however, have
been very low (DTI, 2008). A number of publicatipmsost of which can be accessed on the dti
website, provide information on the various GoveentnSME support programmes available. These
include the dti's annual reports, A Guide to theldtentive Schemes (2011), the dti Medium Term
Strategic Plan 2011-2014 and the dti's NationakEtiory of Small Business Support Programs. In
addition to these publications, information is alawailable on the respective implementing
entities/programmes websites. The “National Dirg¢tds probably the most comprehensive of the
publications as the Directory is an attempt by dhieto cover all SME support programmes, both

public and private, that are available.

Support programmes can be classified into threadmategories: access to finance, market access
and business support. South Africa has a wide rafgeipport schemes that target small business
owners in the areas of research and developmesihdas and marketing support, exports and support
for setting up manufacturing, tourism and co-opeest The majority are in the form of incentive
schemes which pay out matching grants to businesers, with either half or a large percentage of
the project costs being funded by the applicanesngelves. Information relating to the support
programmes can be found from a number of sourbesimibst comprehensive of which is probably

the dti website and compiled in the dti's NatioB#lectory of Small Business Support Programmes.

The key national support programmes identified bhg tti in the National Directory are Khula
Enterprise Development Fund (Khula), the Nationalthh Development Agency (NYDA), the Small
Enterprise Development Agency (Seda) and the Tsdamoi Trust (DTI, 2010: 5-7). The Directory
provides information on 90 programmes. The Programhmave been grouped into 18 categories as
shown in the Table 10 below. Table 11 provides iaf lmtescription of selected SME Government

schemes.



Table 10: SME support programmes

Programme category Number

Key national support programmes

Business competitions and awards

Credit indemnities/guarantee

Exhibitions

Export development

Finance — national

Finance — youth

Finance — women

Finance — provincial’

Incentives and grants

N

Incubation

Industry — specific programmes

Linkage & Partnerships

Mentorship

Networking

Other support programmes

Premises

Technology advice and transfer

Industry specific support

Training and technical assistance

Venture capital

Women enterprise programs

OQIWIFR(OINOIRPIWEFEINNONIOIOWIFR|([OINWIN O

o

Total

Source: The DTI National Directory 2010

In addition to the selected SME Government schermsepport to the sector includes financing
schemes through the use of guarantees, one of whighovided by Khula. The Khula Credit
Indemnity Scheme wasstablished to give access to financepeople who wish to start or expand
smallto medium sized businesses but do not Isaicient collateral security to support facilities
provided by participating banks. The schemmvers facilities from R10,000 to R#illion.
Entrepreneurs seeking a Khula credit indemaoity either approach a Khula Credit Indempiaytner
financial institution (ABSA, First NationdBank, Nedbank and Standard Bank) or a KirReégjional
Office for assistance with busingsian development and/or advice. The parfir@ncial institution
will then assess the busingdan and facilitate the application in terms ofl@éading criteria. Once
the application has beapproved, the financial institution will approakhula for indemnity cover
and a mentor may bappointed to help with implementation of thesiness plan, setting up
operational systemsnd general business management. firfencial institution manages the facility
and collects payments for the duration of the facilithe full payment of the facility remains the

responsibility of the applicant.
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Table 11: Selected SME Government Schemes

The Enterprise
Organisation

Description

The Black Business
Supplier Development
Programme (BBSDP)

A cost-sharing grant offered to blac
owned small enterprises to assist
them in improving their
competitiveness and sustainability.
Grants of up to R1 million are given
out for enterprises with an annual
turnover of up to R35 million.

till March 31 2010, 9 657
enterprises with total disbursemen
of R187.5 million have benefited.

The Export Market ang
Investment Assistance
(Emia):

| This scheme assists businesses to
attend trade fairs or to conduct trad
visits by refunding a significant
portion of their air fare,
accommodation, transport of sampl
and marketing material.

e businesses benefited from R110.9

£3832 assisted in the 2008/2009 yea

Emia: In 2008/09 a total of 1 276

million in funding through the
scheme. This is down from the 1

when R106.4 million was disburse
in funding. Emia supported 779
projects in 2009/10.

The Co-operative
Incentive Scheme:

Provides start-up funding from R10
000 to R300 000 to co-operatives,

with the Government covering 90%
of the funding in the form of a grant

Co-operative Incentive Scheme:
From 2006 to September 7 2010,
357 co-operatives had been assist
to the tune of R71.2m

The Enterprise
Development
Programme:

Matching grants are provided to
small manufacturing firms and
businesses in the tourism sector.

The Enterprise Development
Programme: 164 tourism projects
(to the value of R417 million) and
290 manufacturing projects (R1
billion) had been approved up to th
end of February 2010

Support for Industrial
Innovation (Spii)

Spii funds research and developme
(R&D) for new innovations in
manufacturing, through a grant of
50% to 75% of up to R3m and has
been in operation since 1993.

Spii had funded 1 025 projects to t
tune of R933 million up until March
31, 2010. In 2007 the programme
was chosen by the OECD and
World Bank as the best incentives
programme within the South
African Government

D

-BBSDP: Since its inception in 2002

(72}

[
i

[0}

ne

Technology and
Human Resources for
Industry Programme
(Thrip).

aims to foster a collaboration
between academic institutions and
industry through a cost-sharing gra
offered by the department. The
programme is managed by the
National Research Foundation
(NRF).

Thrip supports scientific research andrhrip: Between 2006/07 and

2009/10, 866 SMMEs were funded
to the tune of R240.3m.

—

Workplace Challenge
Programme

Cluster-based initiative run by the
Department of Trade and Industry
and managed by Productivity SA, a
agency of the Department of Labou
The programme aims to increase th
productivity of businesses big and
small, by getting them to work
together in a cluster and share
learnings.

In all 19 clusters consisting of 187
enterprises in all were up and

nrunning in the 2010 financial year
r
e

Source: Timm, (2001)



The other guarantee scheme identified in the titegais the Thembani International Guarantee Fund
(TIGF). Thembani International Guarantee F(hiGF) was established in 1996 aSection 21 (not-
for-profit) organisatiorthrough a partner initiative founded by ble@kuth Africans living in exile in
the UnitedStates. TIGF uses loan and grant capital raiised individuals and organisations in the
United States and Europe as security for guaranteeswuer loans from South African banks. TIGF
provides partial guarantees (up to a maxinoirii5% of the loant+ 5 : % + )

for loans from South Africabanks to approved borrowers, for a period &b B years. Local banks
and borrowers areequired to share the credit riSKGF does not lend money directly borrowers.
TIGF monitors progress on projedts which credit guarantees have been issuedns must be

repaid regularly according to thean agreement.

According to the FinScope survey, 75% of small heiss owners were not aware of any organisations
that gave advice and support to small business ymath the figure being the highest for the
Northern Cape at 58%. Only 10.3% were aware oktistence of the Umsobomvu Fund and/or the
NYDA, 9.3% of the support provided by the banks, 4%eda, 3.0% - Khula, 2.3% - the Sector
Education and Training Authorities (SETAs), and%.3outh African Micro Apex Fund (Samaf).

Clearly, the lack of awareness of the existencaheke programmes will affect access. So, for
example, even if the financing is available, itlwibt be accessed by those who might need it. dystu

by Chimucheka and Rungani (2011) found that 28%SMIMES surveyed had never applied for
financing from a bank. The main reasons given weteknowing the procedures for applying for a
loan (53%), not knowing about the sources of fimaagailable from the banks (23%) and the high

interest rates (7%). 17% indicated that they hramligh capital to start and run their own businesses

In exploring the barriers to financial inclusiohetFinScope survey found that the most significant
barriers to entry were neither regulatory nor syppelated, but mainly attitudinal or perceptual in
nature, similar to those stated above. Most busioemers felt that the irregularity and the size of
their income did not justify having a bank accousécondary to income-related reasons for not
having a bank account comprised not qualifying daraccount (including the business not being
registered), high bank charges and the minimumireguents being too stringent. These findings
point to the significant need for financial eduoatamongst small business owners. Therefore, it is
important to ensure that interventions are targébedchieving this objective. The literature review
did not reveal any interventions and/or programreéber by the private sector or the public sector,

aimed at financial education.



5.1.2 How effective is public sector support of small busess?

A variety of independent studies suggest that ¥eny small enterprises are aware of Government's
initiatives to support small enterprises (Berryadt, 2002; Foxcroft et. al., 2002). According tet
SME Annual Survey (2004), which sampled over 2,8MEs and focused specifically on SME
perceptions of Government support, over 60% of iesses were aware of the SETAs, 45% of
businesses were aware of the Industrial Developr@amporation (IDC) and less than a third of
businesses surveyed had heard of the Competitisdfnasd. However, less than 15% of businesses
had heard of any of the other Government suppuorttsires. Use of Government support structures
was even lower. Only 1% of businesses had madeofiddsika®, the MACs, Khula, Brain and
Umsobomvu. The only two structures that had beesd usy more than 10% of the businesses

surveyed were the SETAs and the Competitivenesd.Fun

Table 11: Small-business awareness and use of Gaverent support

Government initiative % of businesses which are % businesses which
aware of programme have used programme
SETAs 61 32
IDC 45 T
Competitiveness Fund 32 1
Nisika 13 1
Export incentives 12 2
Manufacturing Advisory Centres 1 1
Khula 9 1
Brain 9 1
Umsobomvu 4 1

Source: SME Survey, 2004

A lack of awareness stems from poor markétinihe SME Survey found that 70% of the businesses
surveyed felt that the Government communicatesdsntives poorly. The SME Survey also found
that 63% of small businesses think that the impadeneral Government incentives is either very
bad or bad, and 54% think that the impact of supgtouctures is either very bad or bad. In addjtion
there was no evidence that use of a specific Govenh service results in businesses being more

likely to rate Government support for small busgessas useful or very useful.

Overall evidence from a variety of sources, inahgdanecdotal evidence from interviews conducted

by the GEM team in South Africa, suggests that Emadinesses in general are not aware of most of
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the Government’s efforts to support small entegwiand, even when they are aware of them, are

sceptical about their value to their business.

5.1.3 Why has Government support of small businesses fail?

There are a number of reasons for the failure ofe@oment support to small businesses. Some of the
reasons identified include: (1) lack of awarenesgréach); (2) uneven distribution (concentration i
metropolitan areas); (3) the high cost of searclimgupport services which has not been mitigated
by effective information on how and where to accasgport; and (4) cumbersome administrative
requirements of Government programmes resultingser fatigue and high levels of disappointment
(Berry et. al., 2002).

Using the performance of Ntsika’'s Local businessise centres (LBSC) programme as an example,
it is suggested that the institution overestimatsdcapacity as well as the capacity of the local
business service centres (Berry et. al., 2002). imsttution was unable to access enough funding
from Ntsika and, as a result, most of the LBSC mpngnes had to devote resources to raise funds
and/or rely heavily on service fees. The need trimiae service fees also resulted in a reluctaace t
refer clients to qualified service providers agiatly envisaged. Both were detrimental to the LSBC
programme’s ability to service small businesseghie way initially envisaged. In contrast, the
Manufacturing Advisory Centres (MACs) which havenach more focused role and which utilise
expert service providers were able to achieve nigtter results although with a more limited range

of businesses.

Evidence from the GEM reports suggests that, initaadto the factors mentioned above, an
important reason for the failure of Government paogmes to support small businesses is due to poor
delivery (Orford et. al., 2005); specifically; tiecompetence of the people delivering Government
support. An example is the Khula Mentorship progranFindings from research conducted by the
University of Cape Town (UCT) Centre for Innovatiand Entrepreneurship (CIE) suggests that
mentors can play a critical role in supporting dnealterprises; indeed, the centrepiece of a highly
successful loan programme run by the UCT CIE aligas recipients with mentors. However, the
key to these mentors adding value to their cliéietsin recruiting suitably experienced mentors. In
the case of the Khula Mentorship Programme, howewany of the mentors used have little or no
business experience, struggle to understand basiguating concepts and are consequently not
capable of adding value to their clients. The iteisud highly expensive programme with little or no

impact®.

Unpublished review of Khula mentorship programmmpleted in 2003 by the UCT CIE.



The 2001 GEM report noted that “Government intetieers were poorly implemented and
ineffectively marketed. Khula Enterprise Financel élme dti were heavily criticised, whereas more
targeted programmes such as the National Manufagtérdvisory Centre were identified as being
more successful*. The 2002 GEM report highlighted the need for infal businesses to have an
effective community-based micro- finance infrastmwe, stating that “there is a definite lack of
microloan organisations offering smaller loans (30 R3500) without exorbitantly high interest

rates”.

The Commercial Banking Sector
5.2.1 Role of the Banking Sector

In most countries, the commercial banking sectostils the main source of external finance for
SMEs. It is important, therefore, for the commalrtianking sector to develop viable and sustainable
means of extending credit to the SME sector. Intr@SCD countries, banks perceive SMEs as an
attractive line of business and have developectiffe monitoring systems. These include investing
in credit scoring models and other sophisticatetin&ues to discriminate between high and low risk
borrowers in overcoming the information asymmetrghpem. It is worth noting that in most cases
funds supplied under official Government programmes modest compared to that supplied by
banks at their own risk (OECD, 2006).

5.2.2 The South African Banking Sector

As of 31 December 2010, there were 17 operatingnertial banks and 13 local branches of foreign
banks. There were two mutual banks and 41 reprseniffices of foreign banks. The four largest
banks, Standard Bank, Nedbank, ABSA and First Mati@ank (FNB), accounted for 84.6% of total
banking sector assétsAs shown below, an estimation of the total SM&ndook of the four major
banks revealédthat Standard Bank had an SME market share of ®86# FNB had the lowest at
12%.
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Table 12: Small business book of major banké

Standard Nedbank ABSA FNB Total
SME clients 367 500 346 500 210 000 126 000 1 050 000
Total book R2.6 billion R13 billion*
Average size of R39 000 R47 000
loan
Market Share 35% 33% 20% 12% 100%

(Split of market share and average size of loaredam SME Report, Falkena et al., 2001)
* Probably on the low side but no data from Bank@auncil to date
Source: SME Report, 2001, and ABSA Annual Report

Over the past decade, commercial bamkee significantly increased their exposure to SMikh the

historically disadvantaged individuals (HDIs) ofthclientele rising. This includes an increase in
black middle and upper-class account holders. Bdrdie also realised that, since many future
holders of conventional accounts start as micrespnises, greater attention to this relatively €ost

intensive market segment will pay off in the longeam.

In this transformation process, the changing ownprand board composition of banks also play a
role. Similarly, the negotiated Financial Sectora@ér (through the BBBEE policy framework) is

likely to accelerate transformation in future yedkile risk assessments about small enterprisgs ma
not have changed much among bankers, the increageecial funding schemes, often with sector or
industry focus and some element of public sect@pstt, have facilitated the expansion of SME

funding.

The figure below shows that access to financialises in SA is higher than comparable countries
such as Brazil, China, and Egypt. The compositécatdr measures the percentage of the adult

population with access to an account with a finalriotermediary.

Gaps on the table show that data was not available.



Figure 2: Composite measure of access to financisérvices
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Sources: Honohan (2007) and World Bank.(2007)

A 2007 study by the World Bank reveals that bagrieer accessing loans in South Africa’s banking
institutions were very low. As shown below, Soutfridan financial institutions take an average of
4.13 days to process an SME loan as compared tmtamational average of 11.03 days. It is
important, however, to note that an SME applicat@kes around two times more days than other
business loans. This is probably owing to the lafoguality information being provided on the paft o

applicants.

Table 13: Barriers to loan services: business ar8ME loans

I
Physical access Affordability Eligibility
Minimum |Fee Minimum Days to
Locations to amount |business jamount Fees SME |process Days to
Number of submitloan business |loan (% of [SME loan |loan (% of |business process
banks Loan market|applications loan (% of |min. loan |(% of min.loan |loan SME loan
responding [share (out of 5) GDPPC) |amount) |GDPPC) |amount) [applications |applications
Brazil 4 48.61% 4.85 19.19 2.10 8.08 2.10 10.32 3.63
China 2 23.63% 2.00 — 0.00 — 0.00 50.00 40.00
Egypt, Arab Rep 2 32.08% 2.81 14.61 0.35 0.00 0.00 19.29 14.43
Germany 3 23.72% 3.42 0.00 0.62 0.00 0.62 3.87 4.25
Ghana 4 68.72% 2.63 1044.39 131 1448.07 154 19.07 29.20
India 4 37.75% 2.44 57.77 0.93 145.17 0.84 19.98 10.75
Malawi 3 59.73% 2.12 306.05 1.32 1929.34 1.00 15.39 3.71
Mexico 3 45.74% 4.20 101.93 1.27 87.80 161 15.70 9.86
South Africa 3 69.39% 5.00 15.98 0.65 15.98 0.65 2.73 4.13
United Kingdom 2 18.46% 5.00 26.12 1.32 6.05 1.32 12.32 10.47
Zimbabwe 4 43.45% 2.85 263.49 2.54 240.12 2.54 7.91 3.91
Minimum 1 5.61% 1.77 0.00 0.00 0.00 0.00 1.00 1.00
5th percentile 1 14.43% 2.00 0.00 0.00 0.00 0.00 1.99 1.99
Median 3 43.17% 3.05 55.28 1.26 39.86 1.28 10.64 9.09
Average 3 45.19% 3.23 2259.06 4.73 337.58 4.67 12.68 11.03
Maximum 6 100.00% 5.00 64216.77 | 100.35 | 3141.17 100.35 50.00 43.26
95th percentile 5 80.46% 5.00 9845.42 15.54 1876.04 16.13 31.54 31.54

Source: World Bank (2007).



Each of South Africa’s four major banks have snialkiness lending, support desks or

portfolios. Almost all banks sponsor or run proronal services or workshops to help SMEs.

In 2007, Nedbank signed an indemnity agreement Wihhbla Enterprise Finance to boost
SME development. The agreement signaled a turnamgt ior SME financing, as it placed
considerable emphasis on developmental imperatsgs) as increased regional focus in
favour of more rural and peril-urban entrepreneairgn attempt to lift the lending patterns of
loan sizes under the R250,000 mark. “The origimgeament signed between Nedbank and
Khula on 24 January, 1997, allowed small busineasesss to a maximum loan amount of
R1 million. With the history of growth experienciedthe SME sector and the ever-increasing
costs of establishing a new business or franchrek the expansion of existing small
business, the new agreement allows access to fymdira matrix scale from R10,000 up to
R3 million”.*® The agreement was hailed by commentators who rtbtedit will pave the

way for other commercial banks to consider movmthe same direction.

The other bank which is prominent in the SME suppector is FNB. The FNB Enablis
Business Launchpad is South Africa’s biggest annbasiness plan competition for
entrepreneurs who want to start a new businesgpamel an existing one. The business plan

is used to source funding.

Donors, NGOs and the Private Sector

5.3.1 Donor funding

Outside the public sector, two seemingly contraalicprocesses have picked up momentum in recent
years. On the one hand, many of then governmental organisationd@Os) and community
based organisations (CBOs) active in the smallrprise support sphere have faced declining public
or foreign (donor) funding, which forced them tdioaalise, scale down the range and spread of
activities, merge with other bodies or close doagether. At the same time there has been a rapid
increase in the number and activity range of peyatrofit-based service suppliers focusing on
particular needs of small enterprises. These imcludvate persons helping entrepreneurs with the
preparation of their business plans, mentors, niaxkeagents and more generally, the suppliers of
financial, business and property services, as agettaining and related consultancies. Some otthes

services are supplied as part of service packagdmancial, marketing, insurance and human

Khula Enterprise Managing Director.



resources service suppliers, whereas others foous marrowly on specific needs of small enterprises
(TIPS, 2005).

In many cases, these private services are findyaapported by public sector support programmes
(through vouchers for example,) which means theapei service supplier is only the implementing
agency. This approach is highly recommended inrmateonal circles of small enterprise support

agencies.

Since the early 1990s, international organisati@sswell as small enterprise support agencies in
donor countries (e.g. Germany’s Friedrich Ebertrigtation), have played some role in the funding,
design and research of South African small enteegupport. Their inputs have often been critical i
the development of new support programmes or theaspof programmes to less developed areas.
Though literature on SME credit support by donard BIGOs is scarce, one of the most prominent
funder is the German Co-operative and Raiffeisenféteration (DGRV).

DGRYV is involved in technical co-operation prograemwith partners in many countries all over the
world. In the Republic of South Africa, contactdedback to 1995. DGRV is providing advice and
assistance to co-operatives in South Africa. Theesiwities range from agricultural co-operatives, t
savings and credit co-operatives, to co-operativethe SMME sector (e.g. bakeries) and to co-
operatively organised self-help initiatives in tahips®. DGRV also focuses on fostering both local
and economic development (especially SMME) andotatribute to poverty alleviation. In fulfilling

its mandate, DGRV consults co-operatives in Soutiicé, and its activities range from agricultural
co-operatives, co-operatives in the SMME sectosavings and credit cooperatives, as well as other

self-help initiatives.

By 2006, approximately 5,460 local co-operativethwnore than 16 million members, regional and
national co-operative centres and a system of ajm=il federations were affiliated to DGRV. By
supporting cooperative structures, the DGRV is mgdn important contribution to black economic
empowerment in South Africa. The DGRV supports @vapvely-organized business initiatives by
assisting in the procurement of goods and markedmgvell as in accounting, management and in
training and advanced training. By building up s@sgi and credit cooperatives, the target group is to

be enabled to obtain andaintain access to financial services over thgdonerm.

In particular, DGRV assists and advises the Yeba@rative Ltd in its efforts to provide services

and support to its member groups and co-operatieso was founded in 2003 as a central advisory
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and service cooperative of member groups with DGRWport. Yebo functions as a support centre
for the approximately 80 cooperatively-organizednber groups during their foundation phase. It
provides education and training to support theivettgpment and self-governance structures and
makes available funding from a credit fdhdThe DGRV also advises Government institutions in
shaping or improving framework conditions in SoAfnica, for example regarding the revision of the

Cooperative Act and the introduction of cooperativditing.

5.3.2 Microfinance Sector

Microfinance institutions have also emerged to eg¢he smallest of these enterprises, while banking
institutions have typically served the larger cogtimns. The microfinance credit industry
experienced rapid growth in the early 1990s, whérouredit was effectively legalised at the end of
1992 by an exemption to the Usury Act that remopegde controls on small and short term loans,
enabling the large flow of capital into the sectbhe exemption notice was superseded with the
enactment of the NCA in 2005.

The sector can be broadly classified into two. EBhbE-Is which are registered with Microfinance
South Africa (MFSA), a representative body of regisd and legal micro credit providers with a
membership of approximately 1,580 In the second category are the “developmentéttaefinance
institutions registered with the Association foofoor Micro Finance Institutions for South Africa
(the AMFISA). The AMFISA currently has a memberstop 14 developmental micro finance
institutions that have reached an estimated 100;060ts in the last 15 years, with loans outstagdi
as at 30 May 2008 of over R100 million to small anavivalist business&s Two examples of MFls
registered with the AMFISA are the Small Enterpriseundation (SEF) and Marang Financial
Services.

SEF began operations in 1992 with the aim of englilie poor to increase their incomes through the
provision of microcredit and the accumulation ofisgs. SEF provides small loans through two

programmes, the Microcredit Program (MCP) and tBaomisano Credit Programme (TCP). that

since inception the organisation has disbursed8202oans to the value of R532 million (December

2007). As at December 2007, MCP has 15,677 aclieets whereas TCP serves 30,063 cli®nts
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Table 14: Summary of SEF microloans

Minimum Max 1% loan Max loan size | Loan term Repayment Interest rate

loan size size (months)

R500 R1,200 R12,000 4,6 0r10 Biweekly |080.7%
monthly

Source: Skowronski, G (2016)

Established in 2000, Marang Financial Services ir-profit MFI dedicated to making financial
services accessible to poor households in SouticaAémd has been a significant player in the micro
enterprise finance arena in South AfffcaVlarang serves approximately 24,000 clients, mgi8n

women, via 23 branches and 19 satellite officd/aprovince§’.

Table 15: Summary of Marang microloans

Minimum Max 1st loan | Max loan size | Loan term Repayment Interest rate
loan size size (months)
R500 R1,500 R10,000 4t09 Monthly Not availabl

Source: Skowronski, G (201t)

5.3.3 Other Sources of SME Funding

Also falling within this category is the steadilkpanding trend of larger enterprises providing
development services or outreach programmes foll em@rprises — be it their clients, their suprsdie
or some other target group(s). This can be in finei® of procurement, in training programmes or in

the sponsoring of vouchers (for discounts on sergf@arges).

Finally, reference has to be made to the atterdivan to small business concerns and support by
(small) business organisations, whether they arieedl to the national federations (Chambers of
Commerce and Industry, Sakekamers, Nafcoc, Faletog, or part of smaller regional, local or

sectoral bodies like traders’ associations andegssibnal bodies. Once again, the organisational
efficiency and capacity of most of these assoaiatineed further development, but their role in the
mobilisation of support and the channelling of memlkoncerns (business owner feed-back) is

becoming increasingly important.

We can also include education and training ingting here (e.g. SETAS) since many have steadily

expanded their offerings of training programmessloort courses for small enterprise managers or

entrepreneurs.
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POSSIBLE CREDIT AND SUPPORT GAP

Introduction

Despite the pivotal role of SMEs in precipitatingpgth and employment creation in developing
countries, a number of bottlenecks affect theilitsttio realise their full potential. SME developnte

is hampered by a number of factors, including fognlack of managerial skills, equipment and
technology, regulatory issues, and access to atiermal markets (Anheier and Seibel, 1987; Steel
and Webster, 1991; Aryeetey et al., 1994; Gockdl Akoena, 2002). The lack of managerial know-
how places significant constraints on SME develaumigven though SMEs tend to attract motivated
managers, they can hardly compete with larger filihe scarcity of management talent, prevalent in
most countries in the region, has a magnified irhpacSMEs. The lack of support services or their
relatively higher unit cost can hamper SMEs’ eBdd improve their management because consulting

firms are often not equipped with appropriate @ftective management solutions for SMEs.

Despite the numerous institutions providing tragnand advisory services, there is still a skillp ga

the SME sector as a whole (Kayanula and QuartedQ20 his is because entrepreneurs cannot afford
the high cost of training and advisory servicesilevbthers do not see the need to upgrade thdis ski
due to complacency. In terms of technology, SME®grofhave difficulties in gaining access to
appropriate technologies and information on avélabchniques (Aryeetey et al., 1994). In most
cases, SMEs utilise foreign technology with a segercentage of shared ownership or leasing. They

usually acquire foreign licenses, because locamatare difficult to obtain.

Access to finance: Some definitions
6.2.1 Equity versus debt financing

According to Demirguc-Kunt et. al. (2006: 933),rdhare two primary sources of external finance for
new SMEs, equity and debt. External equity in thienf of venture capital or the stock exchange is
usually not available for new SMEs, primarily dwethe relatively small levels of financing desired
by a new SME. The lack of external equity makes ynaew SMEs dependent on bank loans and
overdrafts and suppliers credit for early stageariting. Despite the dependence of SMEs on debt
finance, access is very limited for new SMEs, eigtigcin developing countries (Mengistae et. al.,
2010).



6.2.2 What is financing gap?

There is no generally agreed definition of the té&iimancing gap, but it is basically used to mehatt

a sizeable share of economically significant SMEsnot obtain financing from banks, capital

markets or other suppliers of finance. Furthermdres often alleged that i) many entrepreneurs or
SMEs that do not currently have access to fundsldvbave the capability to use those funds
productively if they were available; ii) but duestuctural characteristics, the formal financigtem

does not provide finance to such entities” (OECID& 16).

6.2.3 Indicators of access

Objective indicators of access used by the WorldkBanterprise Survey of 2008 include whether the
firm has any credit products (e.g. overdraftsnfoar line of credit), loan applications and rdjats,

percent of finance for working capital and inveatitneand interest rate. Subjective indicators of
access include whether the firm claims access ésofrihe top three obstacles and whether the firm

states “no need for a loan” as a reason for ndiaqpfor a loan.

6.2.4 Measures of quality access

External finance is used by firms to finance wogkinapital requirements and investment in
productive assets. Thus, two commonly used measifirde “quality of access” are (1) percent of
bank finance used by firms to pay for their workicgpital and (2) the percent used to pay for
investments. According to the World Bank EnterpBsevey of 2008, South Africa scores average on
these two indicators with bank finance coveringyofthe of firms’ working capital needs and 26% of

investment needs (Mengistae et al., 2010: 113).

Do we have an SME access to credit gap in South Ada?

Much has been documented about the lack of fingnéox SMEs, not just in South Africa
(Herrington et al., 2010), but in many other paftshe world as well (Mengistae et al., 2010, Turne
et al., 2008; OECD, 2006; Kauffmann, 2005). MFlseh@merged to serve the smallest of these
enterprises, while banking institutions have tyfyjcaerved the large corporations. However, there
are still those SMEs that fall between these twaoketa where there is a finance gap commonly
described as the “missing middle” (IFC, 2009: 10).



The broad picture that emerges from the variousessr of SME lending “strongly suggest that
business owners in South Africa view access tonfilrey as a significant problem for business
activity” (Turner et al., 2008: 15), i.e. that thanight be a “financing gap” despite the varioubliou
and private sector initiatives to facilitate accésdinancing”. Contrary to what might have been
expected, respondents to the FinScope Small BsiBasvey (2010), when asked to identify the
single most significant obstacle to growth, acdesinance ranked thifd with 8.7% small business

owners citing the lack of access to finance asiaaé®.

This finding may be attributable to South Africavimey a relatively well developed financial sector
with a ratio of domestic credit to GDP at 78%. Tglowconcentrated, the banking sector is fairly
competitive with a relatively high capital ratio 8f3% and low and declining nonperforming loans.
Therefore, for the formal sector, access to finanght not be as much of a policy concern asfibis
the less formal sector of the economy as reflettenhly 14% of firms in the 2008 South African
Enterprise survey citing access to financing asapormobstacle. The survey provides more nuanced
results which reflect that registered microentegsiare less likely to have access to credit asinot
below (Mengistae et al., 2010: 111).

The extent of the financing gap can only be deteeshiby comparing the supply of financing to what
is demanded by the SME sector, i.e. what finan@ngvailable and whether the financing available
meets the needs of the SME sector. Beck (2007 earthat the availability of finance to new SMEs
can be influenced by both borrower-specific (inédtiactors) and systemic factors (external factors)
Moreover, suppliers of finance may choose, foraasireasons, to offer finance at interest ratets tha
would leave many potential borrowers without acdessredit. These reasons relate to problems of
having to deal with uncertainties such as agenoplpms, asymmetric information, adverse credit
selection and monitoring problems. Although not cipeally related to SMEs, the specific
characteristics of SMEs are such that these reasegatively impact SMEs more than larger
companies (OECD, 2006).

Barbosa and Moraes (2004) point out that borrowectic factors include variables largely
controllable by a firm such as managerial compe¢sn@uality of business information, availability

of collateral and networking. Other factors thagaiesely impact SMEs’ ability to access funding
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include: (1) the variability that SMEs experienndheir earnings which can fluctuate significargdty
an annual basis; (2) the low survival rate of SMitg] (3) the difficulty of separating small busimes

owner’s personal finances from that of the business

Providers of finance will also want to monitor t88E to ensure that the terms of the contract are
being followed, to follow the progression of the EMnd have the means to oblige the SME to act in
the supplier of fund’'s best interests. This is endifficult for smaller firms thus increasing the
probability that suppliers of credit will be lesdling to lend to SMEs. Providers of finance witant

to ensure that the borrower acts in a manner tletimses the probability that the loan will be
repaid. However, once the loan has been obtathedborrower is more likely to undertake risky
projects to maximise profitability. This problemmore serious in SMEs than in larger firms because
of the blurred lines between the business owneltlamtbusiness, and due to information asymmetries
(OECD, 2006).

6.3.1 Internal factors (SME-specific characteristics)

SME specific characteristics that affect acces$stocing include the following.

6.3.1.1.The size of the SME

All around the world, SMEs have less access tanfieghan large firms. South Africa is no exception.
According to the Word Bank Enterprise Survey 20@& of the most important objective indicators
of access, actual use of credit products, only 5¥%mall and medium enterprises had any credit
products as compared to 82% for large firms. Mintesprises are more likely to report access to
finance as one of the top three obstacles to groave less likely to have a bank account, and less
likely to have access to any of the credit proddicans, overdrafts or lines of credit). As firmey

larger, access becomes easier (Mengistae et &D).20

Related to size, SMEs tend to seek finance fotivelsg small amounts. The costs involved in the

credit assessment and monitoring of a loan or invexst make it disproportionately more expensive

to provide funds to an SME (Falkena et al., 200#)nost OECD countries, however, banks perceive
SME finance as an attractive line of business ane ldeveloped effective monitoring mechanisms as
a result (OECD, 2006).

6.3.1.2.Demand for loans
On the demand for loans, microenterprises arelilesly to apply for a loan, partly because of the

high perceived rejection rates (17%) as comparedofor small enterprises and 4% for medium



enterprises. Microenterprises are also likely te tho need for a loan” as a reason for not apglyin

for a loan (at 46%, as compared to 52% for smalkrpnises and 72% for medium enterprises).
Moreover, microenterprises are more likely to titat “application procedures are too complicated”
at 18% (as compared to 14% for small enterprisés&da for medium enterprises), suggesting that
microenterprises have a demand for loans but leilisyao access loans than small enterprises and

medium enterprises in turn (Mengistae et al., 2010)

Similarly, a study by Chimucheka and Rungani (20fidnd that 28% of South African SMEs

surveyed had never applied for financing from akbdine main reasons given were not knowing the
procedures for applying for a loan (53%), not knayvabout the sources of finance available from the
banks (23%), the high interest rates (7%). Seveanpeecent indicated that they had enough capital to

start and run their own businesses.

In 25% of the cases, the banks did not responded&MES request for reasons why their applications

had not been approved.

6.3.1.3.Loan application rejections

The table below shows that out of the 84.4% SMEgkvlpply for an unsecured bank loan, only
25% are likely to be successful. The analysis frtheveals that of the 25% of successful
applications, 85% of applicants accept the loandmly 18% will finally get the loan. This could be

due to failure to meet some terms and conditiorthefoan by the applicant (borrower).

Table 16: Finance applications success rates for 354
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The study by Chimucheka and Rungani (2011) werthéurin exploring the reasons why South
African SME applications for finance from banks wemsuccessful. Reasons cited included the lack
of collateral (37%), the lack of a financial depddi7%), poor business plans (7%) and non-viable
business ideas. The findings are comparable toMbed Bank Enterprise Survey of 2008 in which
31% of micro and 39% of small firms cited unaccblsacollateral as a reason for loan application

rejections.

Coco (2000) points out that collateral helps tousedinformational asymmetries and moral hazard
problems that arise between banks and entreprer@oitateral can be repossessed by the creditor in
case of default thus enhancing creditor proteciiamthe importance of collateral, one commentator
said “Finance is difficult to secure without coledl. Also a large number of entrepreneurs do not

know how to approach banks and financial instingid'.

According to the same survey, 10% of firms citedbpems with credit histories as a reason for loan
application rejections, a sign that credit bureares effective in limiting access to firms with poor

credit histories.

6.3.1.4.Experience of the small business owner

Typically, a bank will be interested in the skiked experience of the small business owner.
Historically disadvantaged individuals (HDIs) sca@orly in these categories. Studies by Shane and
Stuart (2002) and Rudez and Mihalic (2007) podifivessociate managerial competencies with new
venture performance. The higher the level of manalgeompetency exhibited by the owners of a
new firm, the greater the viability and survivaltbé new SME, the more successful they are likely t

be in accessing credit.

6.3.1.5.0wnership of the SME

According to the World Bank Enterprise Survey 0020African owners are more likely to use bank
finance for working capital, even though they reépoore subjective obstacles. South Africa’s history
has undermined the accumulation of traditional sesirof start-up capital by black entrepreneurs.
Hence both own funds and fixed assets which cawigeosecurity for loans are relatively rare
(Falkena et. al., 2004). African owners are legslyi to report “no need for a loan” reflecting
relatively larger demand for loans, but it is pbssithat they may have different perceptions of

difficulties with access, while in reality they mhgve access that is similar to that of any otier. f

Dr Mike Herrington, Director of the University ofape Town (UCT) Centre for Innovation and
Entrepreneurship (CIE), and research team leadtiredBlobal Entrepreneurship Monitor (GEM) Southi¢d
(www.succeed0.za).




The GEM 2003 report also reported evidence of lafckccess to business finance by black-owned

small enterprises.

6.3.1.6.Availability of information

On a general level, SMEs have problems providingdgguality reliable information (and media and
stockbroker reports are rarely available). A newam into the lending market for SMEs may face
substantial problems in accessing information abieeitcredit standing and risk characteristics ef th
SME borrower (Falkena et al., 2004).

According to Kitindi et. al. (2007), creditors, banand other lenders use business information
provided by firms to analyse their present perforogaand predict future performance. Business
information reduces information asymmetry. If antrepreneur has spent time developing a
comprehensive and a priory business plan at ag stafe in the project, the risk perception should
be reduced and the likelihood of obtaining captabuld increase. Explaining why SMEs fail to get
credit, Herringtoff said:

The country would benefit from a massive campaigmaw to write a business plan. Some

entrepreneurs present ideas, which are neitheriidasor realistic... And then they (ideas)

are not supported by a properly written businessipl

It is no surprise, therefore, that firms with ertr auditor reports are more likely to use credit
products, less likely to be rejected and less yikel state access as one of the top three obstacles

while owning land is not significantly related tocass (Mengistae et al., 2010).

6.3.1.7.Registration and legal formality

Another internal factor that affects an SME’s dpilio access finance is whether it is registered or
not. It is often difficult to separate small busaewners’ personal finances from that of the krssip

a factor that often negatively impacts an SME'diigttio access finance (OECD, 2006). This is a case
of formal business registration, which at law sepes the business from the owner(s). Being
registered makes it easier to distinguish betwéenstmall business owner’s personal finances and
that of the business. The degree of a firm's foity&lan be measured by whether it is registered or

not for microenterpriséSand its legal status (i.e. whether it is a limitiedility company as opposed

Dr Mike Herrington, Director of the University ofape Town (UCT) Centre for Innovation and
Entrepreneurship (CIE), and research team leadtiredBlobal Entrepreneurship Monitor (GEM) Southi¢d
(www.succeed0.za).
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to an unlimited liability firm such as a sole prighorship or partnership). Limited liability is ather

step towards formality as it involves further segpian of individual ownership and the firm identity

According to the World Bank Enterprise Survey of02080 out of 120 firms microenterprises
sampled were registered. With respect to the usgadfit products; none of the unregistered firms
made use of any credit products although 13% hadiegpfor a loan but all had been rejected,
whereas 25% of registered firms did. Registeraddiwere rejected but with slightly less frequency
at what is still a high rate of 85%. Furthermoreragistered microenterprises at 58% were more

likely to report access as major obstacle.

Among SMEs and larger firms, those with limitedbllay status had more use of credit products
(66% compared to 55%) and lower rejection rate41compared to 30%). Limited liabilities

companies were more likely to state “no need ftwaa” as a reason for not applying for a loan and
least likely to claim access as a major obstadlel886), reflecting that they had the least unmet

demand for loans.

Moreover, more formal firms finance a higher petage of working capital and investment using
bank finance and were more likely to rely on sugpliredit than less formal firms. Unregistered
microenterprises did not use supplier credit, tegésl microenterprises used 12%, unlimited liapilit
firms used 22% and limited liability firms used 23% finance working capital. Supplier credit,
therefore, cannot be considered a substitute fok fiaance as unregistered microenterprises appear
not to be able to access supplier credit any nf@e they can access bank credit. Both registeréd an
unregistered microenterprises depend more on tveir funds and funds from family and friends
(Mengistae et al., 2010).

6.3.1.8.The Age of the SMEs

Younger firms without a track record face more peais accessing credit. These firms are less
transparent as less information is available atiwrn to the banks. These firms are more likelyatb f
and are therefore more risky (OECD, 2006). Accaydmthe World Bank Enterprise Survey of 2008,
only 47% of firms under 5 years old had any creditducts compared to 55% of firms 6 to 10 years
old and 73% for firms older than 10 years. The actbye indicators mirror this picture and show
obstacles declining with the age of the firm. Farthore, loan applications for firms in the middle

age category are more likely to be rejected. Youfigms are more likely to pay higher interest sate

3 &5 2 +5 1 2 *, & : 3
54& 3+ ! : + ! 2 1 & 3 : * -



to reflect their comparatively higher risk profil€here was not much difference, however, in the

sources of working capital and investment for fiimghe different age groups.

Compared to other similar countries (see Tableelév), South Africa’s SMEs are generally young
(start-ups). The high ratio between start-ups aaw firms, unlike other similar countries, suggests

that in South Africa many businesses either nex@gress beyond the start-up phase or close.

The non-availability of microfinanc®r informal, start-up and survivalist entreprerseebas for long
been another sensitive issue in the sphere of &acte finance®. During the early 1990s several
NGOs and CBOs started to enter this field, in tbpenthat Khula would capitalise them and on an
on-going basis financially support these microfc®ragencies. Unfortunately, a number of these

agencies turned illiquid and Khula lost substarftiadds, which tarnished both the sector and Khula.

At the same time, the number of private (for pjafiicro finance agencies increased rapidly in South
Africa, many of them turning out sizeable profitadaa reasonable return on the investment.
Admittedly, only a relatively small percentage b&tvast number of new loans were for business
finance, but even those aggregates were signifisardin addition to the small enterprise funding
supply. With the introduction of tight controls aonglersights through the Microfinance Regulatory
Council (MFRCJ§**2 many of the harmful practices of these agencise mow been addressed.
These steps will not “solve” the financing dilemm# thousands of emerging informal sector
operators, but a “quantum leap” in this sphere wilany case need the combination of efforts in
fields like education, social welfare, communitydayouth development as well as sector-

development promotion and changing attitudes ofentional banking institutions.

The table below shows that South Africa has coasist shown a high ratio between start-ups and

new firms, similar only to Peru.

OTH(* L, %0 3' L 3(+ /5 (511 (5! 3 E

" %4 & ! 151 :+1 | F52 &5 Coo
& '+ 31 4%5 | 4

'l 4 %5 *4%, ;0 ! 1 & 3! 3 + 31)+1

I'F52 3 +1!" % 5 245 * %4,



Table 17: Start-up, new firm and established busings entrepreneurial activity (%) for efficiency-driven

economies
[— 2001 2002 2003 2004 2005 2006 2007 2008 200
Argenfing | Stari-up 7.4 83 | 124 | =1 58 | &2 7.8 85 | &
PMew firm 27 £2 | &8s 45 35 41 71 g5 | =3
Eztablizh 45 123 | 9.3 B &1 B.1 10.0 | 135 | 135
Fotia™® 2.8 1.3 15 2.0 1.5 1.5 11 10 | o7
Angola® Start-up 19.3
Mew firm 4.1
Eztablizh 4.1
Eofio 4.7
Brazil Start-up 7.3 5 | &s 50 33 | as 43 25 58
e firm 41 g4 | a9 B.8 62 | &8s 8.7 9.3 EE
Eztablizh 48 1001 | 90 | 119 | 10% | 134 | 299 4. 1.8
Fatia 8 06 | 0% 0.4 04 | o4 0.5 03 | 0s
Chil= Start-up 103 | 108 &0 5.7 7.3 77 B
Mew firm 5.5 71 53 EE 8.5 56 | 54
Eztablizh 80 | 8.0 43 7.5 8.7 &7 | &7
Fatia ] 15 1.5 1.4 1.7
China" Start-up 55 | 3% 55 | &5 &5 74
Mew firm 7.4 7.4 74 | 105 | 100 1.8
Establizh 1.6 | 19.4 152 | 10 8.4 17.2
Fatia 07 | o 04 | o8 0.7 0.5
Croatia Start-up 2.6 1.7 25 35 | &z 5.3 45 35
PMew firm 05 0y 1.0 2.5 2.4 20 | 28 | 2=
Eztablizh 30 | an 29 43 5.0 42 48 | a8
Fatio 5 15 2.5 14 | 28 27 ] 1.4
Hungary Start-up 55 3.3 2.7 1.0 3.1 3.8 38 5.4
FMew firm BN ) 1.5 0B | 30 3 26 | 37
Eztablish 8.0 5.4 3.2 24 | &7 4B 53 | &7
Fatio 15 05 1.8 1.3 1.0 12 13 15
Feru Start-up 30.7 297 | 150 [ 197 | 180
Mew firm 12.5 i9 | 122 | &8 51
Establizh 209 156 | 152 [ as 7.5
Fatio 2.4 2.0 12 z5 3.2
Russia Start-up 3.0 0% 3.1 1.3 7 1.8
Mew firm 29 1.4 1.7 13 20 | 23
Eztablizh 1.3 15 1.8 1.7 23
Fatic 1.0 0.6 1.8 0 06 | o8
South Start-up 3.2 45 | 27 3.7 35 | 34 57 | 3.4
Africa e firm 1.2 G 19 1.4 1.4 1.7 2.1 25
Eztablizh & 25 1.7 22 15 | 25 23 14
Fatio 27 Z4 1.4 2.3 22 20 27 ]

Source: GEM (2009)

Commercial banks and trade creditors are hesitarerid to new SMEs. FinMark Trust (2006)

provides evidence that only 2% of new SMEs in SahAitita are able to access bank loans and that

the use of suppliers’ credit by new SMEs is vittyialon-existent. In addition, Foxcroft et. al. (2)0

report that 75% of applications for bank creditrigwv SMEs in South Africa are rejected. Balkenhol
and Evans-Klock (2002) put the use of trade cieglitew SMEs in South Africa at only 0.2%.

6.3.2 Systemic factors (external factors)

The ability of SMESs to access finance are worsah#te business environment, for example, lacks

transparency as is often the case where thereigiddvels of informality in the economy and the

legal system is weak. The situation is compoundkdrav/the levels of crime are high and when bad



macro-economic conditions (such as a recessiohdretonomy) make it difficult for firms to use
debt positively thus negatively affecting the firmbility to repay the debt. Some of the external

factors are briefly discussed below.

6.3.2.1.The phenomenon of “informality”

The OECD refers to the phenomenon of “informality’emerging markets in which many enterprises
operate outside the formal system (OECD, 2006: E@gtors that favour informality include few
perceived positive benefits by SMEs of operatirgsparently, the avoidance of being regulated and
taxation in the formal sector and the Governmeiatk of administrative capacity to enforce the law
(OECD, 2006). As noted above, according to the W&#&nk Enterprise Survey of 2008, 25% of
registered firms had applied for a loan, 85% of aehhad been rejected compared to 13% of

unregistered firms that had applied for a loanphihich had been rejected.

6.3.2.2.Inefficient legal systems

Market imperfections such as those caused by oieffi legal systems can constrain the ability of
firms to access external finance. This is becausgigers of finance are not able to recover their
funds in a timely manner, if at all, in cases ofadét making financiers more reluctant to deal with
those sectors where the rate of default is likellge relatively high. Therefore, firms in countrieish
more efficient legal systems should be able toinbtaore external financing than firms in countries
with less efficient legal systems. The World BaBR(3) reveals a relatively inefficient legal system
in South Africa compared to developed countriepédemlly compared to the BRIEcountries).
There is a shortage of judges and magistrates,|dzpa cases and lower creditor protection in

practice.

6.3.2.3.Crime and corruption

Crime and corruption in South Africa are high andedy believed to restrain investment. The World
Bank (2008) finds that 30% of enterprises in So#ftica rate crime as a major or very severe
constraint on investment, putting crime amongstftluie most frequently mentioned constraints. The
rate of corruption in South Africa is relativelyghi compared to developed countries (Transparency
International, 2008). Consequently, business owargdess likely to want to increase their levdls o

investment to grow their businesses.
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6.3.3 Financial Exclusion

6.3.3.1.The access to finance gap,

The FinScope Survey (2010) assessed the accesmmed by SMEs in terms of financial inclusion
vs. exclusion. The ‘financially excluded’ are themmber of adults (out of a given population) who do
not have/use any financial products and/or servicésborrowing, they rely only on friends/family.
The ‘financially included’, on the other hand aréulis who have/use financial products and/or

services — formal and/or informal.

Using this categorisation and methodology, the éap® Survey (2010) found the following, on small
businesses in South Africa:
41.8% (2,334,439) were financially excluded i.eedusio financial products or services to
manage their business finances;
- Small business owners in BSM 1-2 were most likelipe financially excluded
Of those who were financially included:
- 15.3% (853,264) were informally served
- Small business owners in BSM 5 were most likelyge informal mechanisms
In terms of formal financial services, small busim@wners were more likely to use bank
services or products than non-bank services oryateduch as insurance, microfinance, etc:
- 46.9% (2,615,729) of small business owners wer&dghn

Overall, service providers were more likely to behcially served than retailers, 58.6% compared to
49.5%. Drilling down the analysis further, the danape of access was skewed towards savings
products (52.9%) and, to a lesser extent, trarsaadtiproducts (45.5%). With respect to borrowing,
retailers were most likely to borrow for day-to-daperations (37.65) and buying stock (28.1%)
compared to 23.9% and 16.7% respectively for serproviders. Service providers were most likely

to borrow for reasons related to investing in, pgnading their businessés

The above statistical analysis demonstrates that niajority (41.8%) of South African small
businesses are excluded from the financial (creagidket. This group do not even apply for credit as
they do not have information about financial pradwan the market. Even if they get the information,

they lack the minimum loan application requiremestsh as credit records and bank statements.
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The second layer is those who at least have aruatbait they are informally served (15.3%). These
business owners use products or services from diakhimstitutions that are not regulated (informal
financial institutions and mechanisms) and/or usmrounity-based organisations/mechanisms to
save or borrow money. Because of the informal eatirtheir financial transactions, they may not

gualify for credit from formal institutions whichr@regulated by the Banking Act.

The third layer consist of those individuals whovénaor use products or services from financial
institutions that are regulated through an Acta I(formal financial institutions) — the ‘formally
served’ segment of the population. According toRmeScope Small Business Survey of 2010, 51.5%
(2,872,049) were formally served. These businesse=yretically, can lodge an application for

funding with a formal financial institution.

Table 18: Financing gap in terms of SME numbers
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6.3.3.2.Costs to being excluded.

Consideration of the financially excluded should fust be confined to small business owners
because a high proportion of small businesses uthSafrica still use personal accounts. Therefore
the data and analysis of the financially excludetdausehold level will still be applicable in some

instances.

Falkena et al. (2004: 81) demonstrate that ther@ [semium to be paid to being unbanked. For
communities, the non-availability of financial siees can also mean that the development of
economic activity is severely constrained in thataa This “exclusion” is a function of both

consumers and suppliers of credit. Customers artenaber of reasons for financial exclusion which



include the high charges/process of financial petelaervices, inappropriate products (e.g. products
having a number of inappropriate conditions attdcteethem) and not knowing how to manage an

account (financial literacy) or the reluctance ¢éaldwith banks.

6.3.4 Poor uptake of the initiatives

As chronicled under the Supply Side above, Soutticafis not short in terms of available funds.
Funds are available from both the public and pevsgctors. However, the level of awareness and
utilisation of these programmes have been disagipgig low (DTI, 2008; FinScope, 2010). South
Africa still lags behind other developing countriegpromoting the growth and sustainability of simal
businesses. One of the reasons, it is believedthfsrpoor uptake of facilities available, inclugin
financing, is the lack of a “single source of inf@tion”, a one stop shop if you like of all avalab

support programmes and how to access them (DTQ)201

In a bid to strengthen the integration of SME suppoogrammes offered by the Government, private
sector and donor institutions, the dti developeal ‘thational Directory of Small Business Support
Programmes”. The Directory is intended to serva dsne stop shop” and provide information that
will be easily accessible to small business owéthe programmes available, how they work, who
gualifies to use them, what procedures to followgtt assistance and the how to contact the

institutions implementing the programmes.

The Directory covers programmes offered by natiopabvincial and local government and their
institutions, and those offered by other playershsas donors and large corporations and will be
revised annually. Although fairly comprehensiveerth is an acknowledgement that some
programmes may have been left out and, as suchs ase requested to forward information they

have on programmes not covered for inclusion iarueditions (DTI, 2010).

However, a number of analysts have proposed thatidbtitutional arrangements need to be
streamlined through the establishment of a ces&rdlagency to coordinate all small business support

programmes and funding (Herrington et al., 2010).



CONCLUSIONS AND POLICY RECOMMENDATIONS

Conclusion

The literature review revealed that there was amsise among researchers and policy makers that
SMEs play a pivotal role in economic developmenbulgh the creation of employment opportunities,
generating higher levels of production, increadienpls of exports and promoting innovation and
entrepreneurial skills. Despite their importanc®lES face considerable challenges that inhibit their
growth, which includes limited access to financke purpose of this study was to assess, through a
review of the literature, SMEs access to credit agport in SA and then make policy

recommendations.

The main conclusions of the study are presentegirer

711 Characteristics of the SME Sector

This study noted that the small business segmettieoeconomy is heterogeneous with businesses
ranging in size from micro-enterprises to relagvalrge firms. Small businesses are very diverse an
have different needs. They operate in the formdliaformal economies. Some are simply survivalist
whereas others are run by people with an entreprethdlair. Some are start ups; some are growing
rapidly; others are experienced and highly soptastd. They operate in different markets, local,
national and global (DTI, 2008; SBP 2009b).

No single policy can cover all these businessesydband informal, operating in different indusitria

sectors and with many sector specific challengdsusT data categories should be sufficiently
differentiated to provide detailed and nuancedrimfation to support targeted policy approaches and
practical interventions. It is worth reconsideringether SMEs should be considered as “one group”

as the acronym infers. For policy purposes, a size-fits-all approach certainly will not work.

7.1.2 Defining SMEs

It is not surprising, therefore, that there is mifarmly accepted definition of SMEs. Firms diffier
their levels of capitalisation, sales/productivapd employment. Consequently, definitions which
employ measures of size (e.g. number of employeesover, profitability and net worth) when
applied to one sector could lead to all firms betfagsified as small, whereas the same size definit

applied to a different sector might result in &iifs being defined as large.



In SA, the official definition is provided for ihé NSB Act of 1996 as amended in 2003 and 2004.
The classifications given in the Act, however, ot used consistently by state agencies or by tgriva

sector data bases and research studies making deomzaof the different studies and research done
difficult and unreliable. For statistical purposéswould make sense for the various data-gathering
bodies in the public and private sectors to ardaveand use agreed categories covering the SME
sector, i.e. the definition of the SME sector ne¢dsbe agreed and used consistently in the

research/studies.

In this regard, the official definition as giventime NSB Act might be the starting point in comuy
with a common uniformly accepted definition for Si. view of the fact that the Act has been in
force for a number of years, it may be time to rsider whether the classifications contained tierei
are still appropriate in the context of SA basedhmnexperience gained thus far. The definitiothin
Act can then act as the basis on which any resesrcindertaken to ensure reliability and

comparability of research findings in future.

7.1.3 Data Availability

Moreover, the study revealed that statistics onllsouginess in SA was inadequate with no official
repository for data on the SME sector. Studies,nmthey are conducted, are conducted sporadically
and statistics derived from numerous sources makirmifficult to put together the pieces from
different data sources. In order to have effectiméerventions, it is important to have an
understanding of the SME sector, the challengéaciéss and the capacity it has to deal with those

challenges.

The study further revealed that the availability dzfta was also problematic and where data is
available, information sources can be poor andcditf to access, including the official statistics
(SBP, 2009: 3).

The problem of data has been identified in a nunob&srums and publications. Some considerations
for improving the quality and usefulness of smaisiness data include: (1) the allocation of a uaiqu

identifier number that would allow the firm to lratked across different public sector databasgs; (2
the possibility of matching information across da#ds to provide a composite picture of industry
sectors; (3) the tracking of company performanceségtor and over time to identify trends and
factors affecting their growth or failure; (4) atioaal baseline study to be followed periodicallyd

small business sector census (e.g. every 5 yeard)the consistent use of categories (preferablseth



defined by the Act) by all state agencies and peigctor data bases and research studies tadcili
comparability (SBP, 2000b).

7.1.4  Access to finance gap

The literature review revealed that there are abmimof sources of credit and support for SMEs.
Moreover, the study also reveals that much of mii@mation in terms of access to finance and SME
support available relates to government programmmésrmation on support offered by the private

sector is not readily available. There is needettoee, for more studies in this area to determvhat

support programmes are available and where thelgaps

It is not possible, however, to determine with aegree of accuracy whether the financing available
is sufficient to meet the needs of the SME sector th a lack of information (as noted above),
especially with regard to the demand side and plaeific causes for the lack of access. Therefore,
more research is needed in this area to (1) idethte specific needs of the SME sector when it ome
to financing and (2) whether the financing avaiaeets those needs in terms of both “quantity” and
“quality”. Most of the studies and research focusedthe supply side and (possible) constraints to

access.

7.1.4.1.Increase the supply of finance available

If it is the case that there is insufficient finang available, the required policy response shddd
designed to increasing the amount of credit avigladbthe sector. As noted above, there are ay arra
of funds available in SA from both the public andvate sector. However, the analysis was not

conclusive as to whether the supply of credit fi@ant. Further research is therefore recommended

If the findings reveal that the credit availablensufficient to meet demand, then Government would
have to put in place programmes that will increseavailability of sources of funding (both public
and private) for institutions that provide creditthe SME sector. The Government can provide credit
directly as it currently does and simply increale finance available to the SME sector, either
through existing programmes and institutions, ooulgh the establishment of more institutions. As
far as possible, however, Government's aim shoeldhbproviding an enabling environment and to
act as a catalyst to enable market participaniatewact productively and minimise the distortional

effects of Government intervention.



7.1.4.2 Problem of poor product design

On the other hand, it may be that there is sufiictedit being made available, but the terms and
conditions under which it can be accessed are ptogriate for the SME sector it is intended to
serve. In other words, there is sufficient “quaesi’ of funding available, but the “quality” of

funding (i.e. the product design/services beingreffl) does not match the needs of the sector.

In this case, policy interventions will need to eek$ the issue of poor product design and
inappropriate services being offered. With respegdrivate entities, it is hoped that competitiomda

the desire to increase returns from catering t® skgment will improve product design and services
offered. For Government funded programmes, theuatian and monitoring of the various schemes
and programmes on a regular basis should help dver@ment keep abreast of the applicability of

the various programmes and schemes.

Recommendations

In summary, the recommendations arising from thedystare interventions that focus on the

following.

7.2.1 Increasing the levels of formality of SMEs.

As the study revealed, registered SMEs were mkedylto have a bank account and making use of a
credit product. Moreover, because of the difficultfy separating small business owner’s personal
finances from that of the business, registeringemiadasier to make the distinction because busines
registration separates the business at law fronowtser, thereby reducing the probability of an
application for credit being rejected. Increasiegels of formality also mean additional reporting
requirements, thus promoting the availability dbimation available on a business, the lack of Wwhic
can also be an impediment to accessing financmghis regard, interventions to increase the levels
of formality in the SME sector would have a pogtimpact on the SME sector being able to access

finance.

This can be done through the compulsory registtatb SMEs that have not yet registered, at
minimal or no cost to the SME. SMEs can be inegggd by highlighting the benefits to registration
such as access to financing from the various Gowent (and private) schemes available and access

to other support programs such as business develtmarvices (BDS), also at minimal or no cost.



7.2.2 Improving information available on small businesses

As noted above, the additional reporting requiresieasulting from registration would increase the
information available on the business as well gxave the quality of that information. Other policy
interventions aimed at improving the availabilitydaquality of information available to reduce the
problems of information asymmetry include:

(a) Encouraging the reporting of trade credit informatito private commercial credit bureaus to
increase SMEs access to financial credihis information would help lenders in assesdimy
credit risk profiles of small businesses. The alality of information could also serve to spur
the development of trade credit as a substitutériancial credit (Turner et al., 2008).

(b) The introduction of credit ratings for SMESredit ratings provide a business owner and other
stakeholders with an independent opinion of the SMEedit worthiness. The introduction of
credit ratings will help SMEs access credit andotiege rates with suppliers of finance. To
promote this initiative, Government may considebsidising the cost of obtaining a credit

rating by an SME.

7.2.3 Improving on SME-specific characteristics

The third possibility that needs considerationng @ which credit is available and sufficient teen
demand in both “quantity” and “quality”, but theckaof access is attributable either to the specific
characteristics of the SMEs applying for the loan,the lack of awareness that the financing is
available. In these instances, the interventiofishave to be targeted to deal with these spe&8ME
characteristics, notably: (1) the level of formaldf the SME (i.e. its legal status); (2) the laak
information available with respect to the business,where there is information available, the
information is of very poor quality; (3) the lacK oollateral; (4) the poor level of managerial
competence and skills of the small business ow®grthe age of the business; and (6) the failure to
access financial services, including credit, duganous perceptions small business owners have of

the requirements needed for access or (7) laclwvafeness of the facilities available.

Some of the key SME characteristics are discusskeavb

7.2.2.1.Improving the levels of managerial competence arkills
Regarding the poor level of managerial competercg skills of the small business owners,
interventions should focus on providing trainingdazourses that will improve the human resource

capacities in this regard. Though currently, vasitnaining programmes are provided and support is



given to various sectors of industry, including SiMiarough the SETAs, awareness and uptake of

these programmes has been very low.

The Government is therefore encouraged to contibugding on current programmes and

establishing new ones if warranted, to improvel#vels of managerial competence and skills of the
small business owner. The majority of training pesgmes are implemented through Seda. To
improve the effectiveness of the current programn$esia needs to be capacitated by improving
staffing levels with individuals with the appropeaskills and experience, and making better/moee us

of consultants.

The programme designs should be anchored on;
(c) Loans linked to business support services,
(d) Mentorship/incubation programmes,

(e) Financial literacy and education,

(f) Marketing and awareness campaigns, and

(g) Monitoring and evaluations.

7.2.2.2.The lack of collateral
Establishing a collateral registry would improvadag at small costs as lenders would have greater
confidence in the value of collateral in the evehtlefault. This would mitigate the problems arigin

from potential borrowers not having adequate cetidtto access financing (Turner et al., 2008).

7.2.2.3.Age of the business (Mentorship/incubation prograres)

The review of literature reveals that there isrargg correlation between the age of an enterpnse a
its risk profile. Most businesses fail within thest three years of business. The poor sustaitglofi
start-ups highlights the need for interventions eadnat supporting and mentoring entrepreneurs

through the early stages of the business cycle

7.2.2.4.Small business owners’ perceptions on credit acagggria

Some studies also highlighted that some SME owdieriot understand the products and terms on
offer owing to financial illiteracy. Interventionshould therefore focus on increasing financial
education and improving financial literacy. Botte thublic sector and private sector have a role to
play. The private sector benefits by increasingramess and the uptake of their products/services

thereby increasing their incomes and profitability.



7.2.4 Establishment of a Government Department to deal sifically with SMEs,
entrepreneurship and support for this sector.

As noted above, the Government has a number ofcegespread across different departments
providing finance and support to the SME sectoe funds for the SME sector are distributed across
mainly five different departmentdhe dti DED, DST, the Presidency and the Department of

Agriculture.

This set up has proved problematic for strategiordination purposes as programmes tend to be
implemented in isolation of each other. Streamfinihe current institutional arrangements through
the establishment of a centralised agency whoggonsgilities, in addition to those listed below,

would be to coordinate small business support armgres and funding.

To improve the effectiveness of the various iniies, it might be more practical to have all the
Government agencies and programmes falling under umbrella body, possibly through the

establishment of a department to deal specifisgith SMEs funding and support.

Main roles of the proposed harmonised departmeStMiEs and Entrepreneurship include;
(h) Facilitate compulsory registration,

() Act as a SME one stop shop,

() Information dissemination and SME awareness campaig

(k) House central repository of information on the Shé€etor,

() Establishment of a collateral registry, and

(m) Monitoring and evaluation of the schemes available.

7.2.5 Monitoring and evaluations of current Government programmes

Failure of different development projects and pamgmes to fulfil intended objectives has led to
adoption of people-centered and results-based al@weint. The new administration, headed by
President Jacob Zuma elevated the importance dbrpgance and results-based development in
Government by setting up a Department for PerfoomaMonitoring and Evaluation in The

Presidency. Monitoring and evaluation of current SME scherseaberefore very important.

The FinScope Small Business Survey (2010) can leel s a baseline study to evaluate the

appropriateness of the current financing and supgmiremes, thus ensuring that what is provided in
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terms of support really does meet the needs andliwhaing demanded by the small business sector.
Where necessary, the support programmes may ndetreresigned to make them more appropriate
for the sector they are intended to serve. Asgfatie evaluation, an assessment can then be asade

to the effectiveness of the programmes.

The gap in SME support programmes may not lay sehmuo the non-availability of support
programmes, but rather the manner in which thelahlai schemes are managed and administered.
There is need to minimise the levels of bureaucermpedded in the programmes. Administration
needs to be streamlined, turnaround times imprawvedstaff with an appreciation of what is involved

in running a business employed.

7.2.6 Marketing and product awareness

As noted above, there is generally low uptake oailable products, especially on Government
schemes. One of the reasons, it is believed, fier fibor uptake of facilities available, including
financing, is the lack of a “single source of inf@tion”, a one stop shop if you like of all avalab
support programmes and how to access them (DTIQ)20he introduction of the D® National
Director of Small Business Support Programmes gdlla long way providing small business owners
with information of the different types of suppastailable. The publication of the National Diregtor
although a good starting point, will not achievecmif the small business sector is not aware of its

existence.

Several studies indicated that most SMEs were watexof the financial products on the market (or
other support available). There is a need to is@eavareness among small business owners of the
products and services available. Clearly, the achwareness of the existence of these programmes
will affect access which affects their uptake, timsking it appear that the programmes themselves
have been ineffective. So, for example, even iffthencing is available, it will not be accessed by

those who might need it.

The poor level of awareness indicates an urgent hgeGovernment to put in place measures to

increase awareness of the availability of thesenarmames. Much needs to be done, therefore, to
increase awareness. So, as for the Directoryetisea need to publicise the various schemes and
programmes through a wide variety of media on argaing basis, ensuring that the targeted

recipients are reached. The Global EntrepreneurSfigek, in conjunction with other forums,

provides an ideal opportunity to increase the amgss of support available.



7.2.7 Promotion of developmental credit products/services

Section 3 of the NCA sets out all the specific obyes of the Act; that is “to promote and advance
the social and economic welfare of South Africapsomote a fair, transparent, competitive,
sustainable, responsible, efficient, effective andessible credit market and industry, and to ptote
consumers, by: (aPromoting the development of a credit market tisatccessible to all South

Africans and in particular to those who have historicaigen unable to access credit under

sustainable market conditions”.
The NCA further categorises funds loaned to smadirtesses as developmental credit.
One of the options the Minister and the NCR couldsider is to give incentives to banks and other

private sector credit providers to loan to SMEseTilea is to promote developmental credit,

especially to small viable businesses.
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ANNEXURE A: TERMS OF REFERENCE

Terms of reference (TOR): To conduct a literatureview on what has been researched on SME
access to credit and support in South Africa

1. Introduction

The National Credit Regulator (NCR) was establisihadrms of section 12 (1) of the National Credit
Act (Act 34 of 2005) and came into being on 1 J@066. The purpose of the Act amongst other
things is to promote the development of a creditketathat is accessible to all South Africans, and
particular to those who have historically been Uma access credit under sustainable market
conditions. This includes small enterprises andlaimeperators. The Small and Medium Enterprises
(SME) or juristic persons as defined by the NCAé&aced numerous challenges in terms of funding

their business operations through credit and dtrens of finance.

2. Background

Section (13) 1(c) of the National Credit Act (NC&njoins the NCR to monitor consumer credit by
small businesses or persons contemplated in theTAet Act stipulates that the NCR should conduct
research and propose policies to the Minister liati;n to any matter affecting the consumer credit

industry in order to improve access to credit fersons contemplated in the Act.

There is a body of literature in the small entesprsupport and development space that sought to
bring to the fore the challenges, dynamics and ihghissues faced by small enterprises. In addition
there are government policy programmes geared tsathe support and funding of small enterprises
through a variety of funding agencies and institagi It remains unknown the extent to which these
initiatives have succeeded in addressing the fundind support challenges faced by small and

medium enterprises or juristic persons as definetthé NCA.

3. Obijectives of the study
The NCR seeks to understand what has been resdaaddewritten on SME access to credit and

support in relation to juristic persons as defibgdhe NCA.

4. Purpose
The purpose of this proposal is to appoint a psideml service provider to conduct a literature
review on what has been researched and writtenMi &ccess to credit and support within South

Africa.



5. Scope of work
A qualifying professional service provider will o do a qualitative study of the literature rewie
considering some of the following activities:
International literature on SME access to credihwpecific focus on South Africa;
South African academic institutions have publiskastantially on SME support measures
and access to credit;
All spheres of government have in different wayetainitiatives in SME support and access
to finance;
Experts in the field of SME support and developnieate either advised policy makers or
published on issues facing SME’s especially actteisance;
Different organisations and institutions that at@keholders in SME support and access to
finance have voiced their opinions on the questibraccess to credit and development
support;
Regular commentary in various publications inclgdones dedicated to SME support and
development has added to body of literature onghéstion;
Unpublished sources in various institutions neesb @b be explored to gain an in-depth

understanding of the challenge of access to cagditgeneral support.

6. Outputs
A comprehensive preliminary report detailing whastbeen found in literature review with
regard to access to SME credit and support;
A workshop with NCR research team to present tlyefikelings of the literature review;
A draft final report incorporating NCR researchnieeomments and suggestions;

A final report to be submitted to the NCR withiretagreed timeframe;



ANNEXURE B: PROJECT BACKGROUND

1. The National Credit Regulator
The National Credit Regulator (NCR) was establisinetgrms of section 12(1) of the National Credit
Act (NCA), Act 34 of 2005 and came into being odune 2006. The purpose of the Act amongst
other things is to promote the development of aitrearket that is accessible to all South Afrigans
and in particularly those who have historically hemable to access credit under sustainable market
conditions. This includes small enterprises andlaimeperators. The Small and Medium Enterprises
(SME) or juristic persons as defined by the NCA rumus challenges in terms of funding their
business operations through credit and other fafrfhvance. The mandate of the NCR in terms of
Section 13(c) of the NCA is to monitor and repart o
Credit availability, price and market conditionseg ttconduct of participants, and trends;
Access to consumer credit by small businessesriuatly disadvantaged persons, low-
income persons, and persons in isolated or spausplylated areas;
Levels of consumer indebtedness and the incidemdesacial effects of over indebtedness;
and

Any other matter relating to the credit industry.

The NCR is responsible for the regulation of thetBd\frican credit industry. It is tasked with:
Carrying out educational and research programmes;
Monitoring and advising on policy developments;
Investigating complaints and ensuring compliandd wie NCA; and

Registering credit providers, credit bureaux ant deunsellors.

2. The National Credit Act

Section (13) 1(c) of the National Credit Act (NC&njoins the NCR to monitor consumer credit by
small businesses or persons contemplated in theTha Act stipulates that NCR should conduct
research and propose policies to the Minister iy raatter affecting the consumer credit industry in
order to improve access to credit for persons copkgted in the Act. There is a body of literature i
the small enterprise support and development sghetesought to bring to the fore the challenges,
dynamics and funding issues faced by small ensagriln addition there are Government policy
programmes geared towards the support and fundiagall enterprises through a variety of funding
agencies and institutions. It remains unknown ttterd to which these initiatives have succeeded in
addressing the funding and support challenges fagedmall and medium enterprises or juristic

persons as defined by the NCA.



ANNEXURE C: EVALUATION OF SELECTED SME SCHEMES

A recent study conducted by Timm (2011) providesfuislessons to be learnt from other emerging

countries, specifically India and Brazil, on impimy SME support in South Africa.

1. Financial support — credit guarantee scheme, Khula

Compared to its Indian counterpart, the Credit @uie Trust for Micro and Small Enterprises

(CGTMSE), Khula’'s guarantee scheme’s performanseblegn very poor since its inception in 1996.
The scheme is aimed at business owners who ladicient collateral to access traditional bank

finance. The scheme disburses amounts ranging Rdd000 to R3 million, covering between 50%

and 90% of the loan amount, depending on secuvit§ylable. Since its inception, the number of

guarantees given out by Khula has not exceeded 0@ highest number of guarantees given out
was 797 in the 2001/2002 financial year.

Khula's default rate on its guarantee scheme betv2€€5/2006 and 2009/2010 came to 42.15% of
the total loan amount, with 80.1% or 1,381 loanthmse five financial years in default. In Indibet

equivalent figure in terms of the total value adihs in default was 2.5%. The non-repayment ofdoan
in South Africa is a big problem. Unless this peob is attended to as a matter of urgency, any

attempts to increase lending to small businessiésnake little impact.

Timm (2011) makes a number of proposals to imprheila’s performance drawing on lessons
learnt from its Indian counterpart, the CGTMSE. c&amendations made include, firstly, targeted
lending®. He suggests that the Financial Services Sediart€r could be used as an important tool
to encourage banks to be more involved in lendin§MEs and drive bank’s involvement in Khula's
guarantee scheme as banks can score valuable poitiie BEE scorecard for meeting targets under

the charter.

The second recommendation made is improved turndréimes for applications using “strong IT
systems” such as the use of a web portal whichwallmember banks to feed applications for

guarantees back to Khula’s offices for procesdingWith an online system, business owners can

*® The Indian Government’s priority lending policyqtéres commercial banks to lend 40% of their nelkba
credit to priority sectors of which small business an integral part. Foreign banks are requivddrtd 32% to
priority sectors with 10% specifically earmarked floe small-scale sector. Banks that fail to nteese
requirements are penalised.

*"In India, all branches of banks participatingtie guarantee scheme have access to the CGTMSEsiteveb
using a user ID and password which the banker tasascess the scheme’s website and feed an ajmlicato
the system. This system has helped streamlinkahdling of applications.



apply for and receive a guarantee within 24 hoditse longest waiting period would be 2 to 3 days if
the application is made on a weekend. While Klnulaently aims to finalise applications within 3
days, member banks’ processes can take weeksalséin There is no back end IT system at Khula

and applications to the guarantee are simply echédléKhula by the banks.

The third recommendation is the holding of regwarkshops and meetings with banks to explain to
them the significance of the guarantee scheme ahdhg banks buy in. Getting the buy in from
banks has been difficult for Khula. It is necegsfr Khula to meet regularly with the banks to
review processes and the banks needed to ensure¢hthdanks’ staff members assigned to the

scheme were committed.

The fourth, and possibly the most important recomfagion is improving the rate at which Khula
responds to paying out defaulting loans, a big eamtéor the banks. Khula requires the banks t& see
a default judgement first against a business owe@are lodging a claim, which can take from one to
3 monthg®. Moreover, the process for making a claim is cersbme and must be supported by 5/6
pieces of documentation to support the claim. dntiast, the CGTMSE makes the first payment the
same day the application is posteahd very little documentation is requifédhe scheme’s “unique
selling proposition”. Although Khula settlementg anade in one lump sum within 30 days of receipt
of all information, banks first have to secure &ad# judgement and all sureties in court beforyth

can lodge a claim.

The fifth recommendation is the “sharpening of #ssessment process”. The Khula assessment is
more intensive and documentation requirements are wnerous than for most banks’ internal credit
applications. Despite this, the default rate fdula backed loans is higher than the bank’s own
business credit portfolio, a sign that the Khulassessment criteria are not as robust as they could

be’’. Moreover, the administration of the Khula schasneostly.

It is evident from the above, that the “gap” instltase is not a result necessarily of financing not
being available, but rather the manner in whichsitfeeme is administered does not promote access to

financing via this route because the banks arectait to lend on the basis of a Khula guardftee

8 And up to 5 years in extreme cases.

%9 75% of the guaranteed amount. The balance isquaid the legal process to recover the loans ipleiet.
% When filing the claim, the applicant has to indécéby ticking the relevant boxes) whether: (1) goarantee
is valid; (2) the loan has been classified as ndopming; (3) they have issued a recall notice;tt®y have
filed in the appropriate forum; and (5) there igtifieation from an AGM-level officer.

®L This problem is probably compounded by the “esitént culture” with “loans being perceived as gsaby
borrowers as the loans are funded from public mamaltherefore does not have to be paid back (Tia@hl:
37).

®2j.e. perceived benefits by the banks are not witthreffort.



Therefore, any improvements in the performancéefchula guarantee scheme can only be achieved

by changing the manner in which the scheme is mehagd administered.

2. Business support - Seda

The availability of quality, affordable business/m@ and support is just as important, if not meoe
than access to finance and markets. Seda wadigis¢éabin 2004 by the Small Business Act and is
mandated to support enterprises. Its performdmmeever, has been criticised on a number of fronts,
including its focus on unsophisticated, micro-eptises (whose capacity to generate employment is
guestionable) and for offering generic, rather tls@ctor specific support. Absent from Seda’s
support profile are medium sized firms, despite digency’s assertion that it focuses 20% of its
support to these firms. And although it was ineghtb be a one stop shop, Seda has no control over

the Government’'s many small business support pnoges.

There are many lessons to be learnt from its Baawitounterpart, Sebrae. The first is the use of
innovative methods to widen the agency’s reach.br&e uses a variety of channels (such as
television, radio, print media, competitions andgdsl) to reach business owners, in addition toailis ¢
centre, website and branch networks. As notedbytnScope Small Business Survey, only 4% had
heard of Seda and a mere one percent of businessrewad accessed Seda branches. There is a
need, therefore, for Seda to increase its pregbnoegh a variety of methods. The launching oféSed
information kiosks in 2010 is a move in the riglitedtion and will serve to increase Seda’s brand

more effectively whilst doubling as an efficientsmess information supply service.

Another lesson from to be learnt by Seda from itazBian counterpart, is to make more use of
private sector consultants. While Sebrae makesigeer 9,500 private sector consultants, Seda was
cutting back on the number of consultants it usefvour of in-house business advisors who have
little or no business training. Although Seda haseased its internal training capacity, the peopl
providing the training and advice have no or veitjel business experience which will limit Seda’s
effectiveness in offering more sophisticated ancli$ed (sector specific) support as no amount of
training can substitute for real experience a ci@suwould have gained from running his/her own
business. There is need to improve the numbemaatity of consultants in South Africa and Seda
should focus on initiatives that would upskill @te sector business consultants rather than tgainin

in-house business advisors.

The third lesson to be learnt, according to Tim1@®), is for Seda to target more sophisticated
clients. The dilemma that Seda faces, is whethaupport more high-growth businesses which are

traditionally run by more skilled and wealthy epireneurs, but which create many more jobs; or, to



support micro-enterprises which offer those withaybb the possibility of income, but which will

either soon fail or will amble along without cregfimore than one or two jobs.

Lastly, with respect to Seda, Timm recommends tivatSeda puts in place systems to monitor the
impact of interventions. The systems can be usendtivate consultants and internal staff to deepen
the impact of their support to entrepreneurs asntige schemes can be tied in to those intervesition

which perform well.

3.  Market support — set asides for SMEs

Business owners also need access to markets teeslic€overnment can increase its support in this
area by setting aside certain types of procurerffe@mEMEs, as a number of countries like South
Kored®, the United States and Japan do. Small busindéssesthe potential to grow if they are able
to participate in Government’s planned expenditarmfrastructure, for instance. To date, effdds
put set asides in place have been vetoed by thioridhtTreasury on the grounds that they are
unconstitutional. Moreover, the National Treasprpbably shares the concern that many other

governments have that set asides may serve toéefla costs of procurement.

A study by Nakabayashi (2009), however, that exallidapan’s policy of allocation approximately
50% of construction contracts to small firms reedathat the increase in costs associated with
procuring more from small firms was “neutral” (Tim2011; 46). On its own, the policy of set asides
may not be sufficient and needs to be accompanyedeleloping “e-procurement” systems which
would have the effect of reducing the bidding cogtas making tendering more accessible to all and
the reduction in the time it takes for Governmenpay suppliers. In addition to business suppuilt a
finance, the Government should, therefore, congider public procurement can be used to facilitate

small business growth in South Africa.

4.  Other initiatives

In addition to the above, Timm (2011) notes thaitBAAfrica could do much to create a successful
awareness campaign to promote entrepreneurshipth Sdrica needs to create role models which
will inspire others to become entrepreneurs andagknlon a massive, ongoing entrepreneurship
campaign. At the moment, there is not enough agledgment of the contribution that entrepreneurs
make to the economy. According to the GEM 2009 dRepGEM studies over the years have
conclusively shown that the low rate of early stamgdrepreneurial activity in South Africa is

influenced by the low level of overall educatiomci&l and entrepreneurial factors that do not

83 South Korea, whose miracle economic growth wagelgrdriven by the promotion of small businesses, h
had a set aside policy for small enterprises sif¥&5 (Timm, 2011: 43).



encourage entrepreneurship as a career path ofechmilack of access to finance and a difficult

regulatory environment” (Timm, 2011: 48).

Timm concludes his study with what he terms as ‘legynings” being the development of a national
entrepreneurial vision with measurable targetskaauking from the President, establishment of more
forums based on private public sector partnershipes,simplification of the Government’'s support

structure, implementation of effective real-timenioring mechanisms in place and improving the

capacity of Government agencies.



ANNEXURE D: PROVINCIAL FUNDING PROGRAMMES AND
SCHEMES

1. Mpumalanga Economic Growth Agency (MEGA)
The Mpumalanga Economic Growth Agency (MEGA) wasrfed in terms of the Mpumalanga
Economic Growth Agency Act (Act No. 4 of 2005) thgh a merger of the Mpumalanga Economic
Empowerment Corporation and the Mpumalanga Investrmtiative. The enterprise development
division within the Mpumalanga Economic Growth Aggrpromotes the development and growth of
SMMEs, including co-operatives, in the Mpumalangavihce. Mega offers the following products
and services to enterprises:

Loan funding, through term loans of between R10&8® R1 million

Bridging finance, linked to an existing contract

Facilitation of mentorship to funded enterprises

Development of co-operatives

Development of strategic partnerships with e.g. D€, Seda and the Umsobomvu Youth

Fund.

For SMEs to access the MEGA facility they shoulcetra fall within the stipulated and comply with
a number of qualifying criteria.
Enterprising individuals who are 18 years and qldpreferably from a historically
disadvantaged background, are considered,;
The business must be located in the Mpumalangdney
The business must be registered as a close cagooat(Pty) Ltd co-operative.
It is recommended that applicants should fall wttie priority sectors.
The applicant must operate the business on aifitd-basis. Where the business is owned by
more than one shareholder, one member must bevatvah the business in a full-time
capacity.
The business must have a BEE shareholding of sit 28a 1%.
2. Gauteng Economic Development Agency (GEDA)
GEDA is an agency of the Gauteng Department of Bodn Development. It is mandated to
implement approved departmental policies desigmedrow the economy, attract investment and
develop sustainable social-economic infrastructure.particular, GEDA’s responsibility is to
implement policies in the areas of economic pradu¢tinvestment and trade. Its mission is to
promote economic growth, encourage new investmedhtnaaximise opportunities for skills transfer

and job creation.



3. Gauteng Enterprise Propeller (GEP)
The mandate of the Gauteng Enterprise PropellePjGEto provide both non-financial and financial

support to SMMESs and co-operatives in Gauteng.

4, Western Cape Department of Economic Development antiourism
The primary responsibility of the Western Cape Dgpant of Economic Development and Tourism
is to:

develop, constantly refine and expand the Micrareaaic Development Strategy;

inform other provincial strategies; and

Intervene in the economy to achieve the ikapautilalyo goals.

The enterprise development sub-directorate withan Department of Economic Development and
Tourism initiated the RED Door project, a one-sstyp for new and existing businesses looking for
help and advice. The sub-directorate aims to prertte¢ development of small and/or black-owned
enterprises, including co-operatives. For exantpeRed Door Centres offers a free interest loah wit
a qualifying amount between R10 000 and R100 00qukdify the following criteria must be met;

The cooperative must be a fully registered,;

Only applicants that reside within the boundaridstlte Western Cape Province are

considered;

Applicants must prove South African citizenshipdsgducing an ID.

The maximum loan repayment period is 36 months.

Applications must be submitted via a RED Door agntr

All beneficiaries will undergo a pre-funding mergbip programme of one month and a post

funding mentorship of at least six months.

5. Limpopo Business Support Agency (Libsa)

The Limpopo Business Support Agency (Libsa) wasat in response to the Limpopo Provincial
Growth and Development Strategy, which focusesxmhoiing opportunities in all economic sectors
for business development and promotion among egisind aspiring entrepreneurs in the Limpopo

Province. Libsa offers credit and support servicesmall businesses.

6. Limpopo Economic Development Enterprise (LimpDev)
The Limpopo province has yet another agency, Limpdgronomic Development Enterprise
(LEDEV) LimpDev is a juristic person establishedt@mms of the Northern Transvaal Development

Corporation Act No. 5 of 1994 and operates as aiic@l Government Business Enterprise, entitled



to make profit, as listed in schedule 3D of thellukinance Management Act, Act No. 1 of 1999 (as
amended by Act No. 29 of 1999).

LimDev's mandate is to provide development finangeSMMESs to stimulate the growth and

development of the Limpopo economy.

7. The Northern Cape Economic Development Agency (NCER)
The Northern Cape Economic Development Agency (NEEDas established through a partnership
between the Northern Cape Provincial Government ted Industrial Development Corporation
(IDC). NCEDA offers credit and business supporsriall businesses in the following sectors:
Agriculture and agro-processing / value adding.
Mining and beneficiation.

Tourism infrastructure.

8. Ithala Development Finance Corporation

Ithala Development Finance Corporation (lthala)e tkwaZulu-Natal Provincial Government's
economic development agency, is a catalyst for @min development and empowerment in
KwaZulu-Natal. As such, Ithala funds only businessieat are domiciled within the province of

KwaZulu-Natal.

9. Trade and Investment Kwazulu-Natal

Trade & Investment KwaZulu-Natal is a provinciabde and investment promotion agency,
developed to promote the province as an investahestination. The agency offers a range of service
which include facilitation of joint ventures, anddiness linkages between small and big business and

assisting investors to secure project and operatiorancing.

10. The Free State Development Corporation (FDC)
The FDC was established by the Free State Deveop@orporation (FDC) Act, and mandated to
establish and develop sustainable SMMEs in the Btage Province by providing them with both

financial and non-financial services to them.



ANNEXURE E: DEFINITIONS OF SMES - INTERNATIONAL
CONTEXT

1. International Definitions

According to the Organization for Economic Coopieratand Development (OECD, 2004), the
characteristic of SMEs not only reflects the ecoitopatterns of a country but also the social and
cultural dimensions. These unique patterns areceahily reflected within various definitions and
criteria of SMEs adopted by different countries:endas some refer to the number of employees as
their distinctive criteria for SMEs, others useéstied capital, and some use a combination of the

number of employees, invested capital, sales athabiny type.

2. The European Commission

The definition of the European Commission (EC) sak&o cognisance three different indicators;
staff headcounts, annual sales and assets. TheuBgests that, medium enterprises are those
enterprises that employ fewer than 250 people and hnnual sales not exceeding $67 million and/or
total assets not exceeding $56 million. Small gmises are defined as those enterprises employing
less than 50 persons and with annual sales or ast#ts that do not exceed $13 million. Lastly,
micro-enterprises are defined as those which emigeyer than 10 persons and with annual sales or

total assets that do not exceed $3 million.

3. Asia Pacific Economic Cooperation

The most common criterion used within the economiésAsia Pacific Economic Cooperation
(APEC) is the number of employed personnel witlia business itself. Therefore, APEC defines
SMEs as enterprises with less than 100 people,eblgen medium sized enterprise employs between
20 and 99 people, a small firm employs betweend ¥ and a micro firm employs less than 5

employees which include self employed managers (DS2004).

4. United Nations Industrial Development Organization

The UNIDO Investment Promotion Unit (UNIDO/IPU) miés in Amman refer to the local definition

that has been set by the Ministry of Industry aratd€ (MIT), which defines SMEs as follows;
Micro-sized enterprises are those employing betwkesnd 9 employees and/or have a
registered capital of less than $42,300
Small enterprises employ between 10 to 49 emplogadshave a registered capital of more
than $42,300



Medium enterprises employ between 50 to 249 enggsyand have a registered capital of
more than $42,300.

Large enterprises, on the other hand, are thosdogmg more than 250 employees and have a

registered capital of more than $42,300

5. Multilateral Investment Guarantee Agency and Intermational Finance

Corporation
The Multilateral Investment Guarantee Agency (MIG#)d the International Finance Corporation
(IFC) define small enterprises as those that meebf the following three conditions:
i. Lessthan 50 employees
il. Less than $3 million total assets

ii. Less than $3 million total annual sales

On the other hand, according to USAID (2004), medenterprises are those that meet two of the
following three conditions:

i.  Lessthan 300 employees

il. Less than $15 million total assets

ii. Less than $15 million total annual sales

6. Arab Countries

The definitions, a compilation from various localdainternational organizations, use some economic
indicators Gross National Income (GNI), Income Groand contribution of SME sector to the total
employment. These economic indicators are useflihwestigating the linkage between economic

growth, poverty reduction and the SME sector.



Table 19: Definition of SMEs in Selected Arab Coumnies

Country Source Micro  Small Medium GNlper Income MSMEs per MSMEs
Capita  grp 1000 employment as a
$) population.  100% total

Egypt UNDCF 1-4 5-14 15-49 1,240 Lower 26.8 73.5

middle

Lebanon  MET 0.9 10-49 50-99 3,760 Upper 47.2 n/a

Middle
Israel ICBS 0.9 10-49 50-100 18,620 High 67.8 n/a
Jordan DOS 1.4 5-19 20-99 2,190 Lower 26.8 50.0
Middle

United HSBC *0.9 10-49 50-499 19,420 High 34.2 86

Arab

Emerites

Tunisia UNIDO <10 10-49 50-99 2,080 Lower 0.9 n/a

Middle

Source: MSMEs Database-World Bank2007

Note: Although it is not possible to have a micrdegprise with 0 employees, the range has beettagisgh within the table
as provided by the source itself.

7. Developing Countries

Fisher and Reuber (2000) populate a number of ctarstics of SMEs in developing countries under
the broad headings: labour characteristics, secofoastivity, gender of owner and efficiency. Given
that most SMEs are one-person businesses, thestagggwloyment category is working proprietors.
This group makes up more than half the SME worldarcmost developing countries. The working
proprietors’ families, who tend to be unpaid butiecin the enterprise, make up roughly another
guarter. The remaining portion of the workforcesjdit between hired workers and trainees or

apprentices.

According to Fisher and Reuber (2000) definitioME3% in developing countries are more labour
intensive than larger firms and therefore have lowapital costs associated with job creation
(Anheier and Seibel, 1987; Liedholm and Mead, 18&Hmitz, 1995).

7.1. Ghana
Kayanula and Quartey (2000) propound that, SMEse haeen variously defined, but the most
underlining criterion used is the staff complemeinthe enterprise. This definition is often conifigs

in respect of the arbitrariness and cut off pourded by the different official sources. Accordiog



the Ghana Statistical Service (GSS), firms witts l#san 10 employees are regarded as small scale
enterprises (SSEs) and their counterparts with rtfuaa 10 employees as medium and large-sized
enterprises (MLSEs). Steel and Webster (1990)@sei et al. (1993) in defining SSEs in Ghana
used an employment cut off point of 30 employeedntticate and SSE. The latter however
disaggregated SSEs into 3categories: (i) micro-eyimd less than 6 people; (ii) very small, those

employing6-9 people; (iii) small-between 10 ande2®loyees.

7.2. Malawi

In the case of Malawi, the official definition ofterprise sizes dates back to 1992. The definison
based on three criteria, viz.: the level of capitakestment, number of employees and turnover. An
enterprise is defined as small scale if it satistiay two of the following three criteria, that (B; it

has a capital investment of US$2,000 -US$55,00D.e(mploying 5 - 20 people and (iii) with a
turnover of up to US$110,000 (using 1992 officiatleange rate). For manufacturing enterprises,
capital investment is taken to mean the cost aft@ad machinery, including working capital and the
cost of land and buildings. It may be observed $ivate this official definition was given in 193Re
economic situation in the country has changed idedlt, with the value of the kwacha falling from
an official rate of MK3.60 to US$1 in 1992 to MK3b. toUS$1in 1996 and to MK43.15 as of
January1999. The implication is that the existifificial definition is out of date and needs to be

revised (Kayanula and Quartey, 2000).



ANNEXURE F: SMME CLASSIFICATIONS

Threshold for the classification for micro, very snall, small and medium enterprises

Sectors or sub- Site or Total full-time Total anual Total gross asset
sectors in Class eauivalent of paid |turnover value
accordance with -the emblovees (Rm) (fixed oropertv
Standard Industrial (Less than) (Less than) excluded)
Classification (SIC) (Rm)
(Less than)
Agriculture Medium | 100 5.00 5.00
Small 50 3.00 3.00
Very small|10 0.50 0.50
Micro 5 0.20 0.10
Mining and Quarrying Medium 200 39.00 23.00
Small 50 10.00 6.00
Very small|20 4.00 2.00
Micro 5 0.20 0.10
Manufacturing Medium | 200 51.00 19.00
Small 50 13.00 5.00
Very small|20 52.00 2.00
Micro 5 0.20 0.10
Electricity, Gas and Medium | 200 51.00 19.00
Water Small 50 13.00 5.00
Very small|20 5.10 1.90
Micro 5 0.20 0.10
Construction Medium | 200 26.00 5.00
Small 50 6.00 1.00
Very small|20 3.00 0.50
Micro 5 0.20 0.10
Retail and Motg Medium |200 39.00 6.00
and Repair Services Small 50 19.00 3.00
Very small|20 4.00 0.60
Micro 5 0.20 0.10
Wholesale Trade, Medium | 200 64.00 10.00
Commercial Agent: Small 50 32.00 5.00
and Allied services Very sma0 6.00 0.60
Micro 5 0.20 0.10
Catering, Medium | 200 13.00 3.00
Accommodation an | Small 50 6.00 1.00
Other Trade Very smal20 5.10 1.90
Micro 5 0.20 0.10
Transport, Storage andvledium {200 26.00 6.00
Communications Small 50 13.00 3.00
Very small|20 3.00 0.60
Micro 5 0.20 0.10
Finance and Business  Medium| 200 26.00 5.00
Services Small 50 13.00 3.00
Very small|20 3.00 0.50
Micro 5 0.20 0.10
Community, Socig Medium 200 13.00 6.00
Personal Services Small 50 6.00 3.00
Very small|20 1.00 0.60
Micro 5 0.20 0.10

Source: Schedulgto the National Small Business Actl®96as amended i2003and 2004



