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Abstract

Small business sector is considered as an important economic driver by many coun-
tries. In South Africa, small business sector has been acknowledged as the driving force 
to boost the economic growth and an important source of job creation. This article 
aims at identifying factors that are a challenge in obtaining bank finance by small busi-
nesses in South Africa. 

Primary data for this study involved a survey questionnaire directed to owners of small 
businesses operating in Ekurhuleni Metropolitan area, Gauteng, South Africa. Factors 
that were deemed to influence bank loan decision were examined. The research find-
ings revealed that factors such as age of business, business plans availability, educa-
tional background of business owner, experience of business owner and availability of 
a collateral have an influence on the bank loan decisions. This research also found that 
the accessibility of loan funding from banks was a constraint on business operations 
and growth. The findings of this study indicate that the mentioned factors are a chal-
lenge for small businesses in accessing bank loans to fund their operations.

The findings of this study will be of great value to small business owners and policy 
makers in finding solutions to address the identified barriers. 

Raphael N. Ngcobo (South Africa)
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INTRODUCTION

A vibrant and growing small business sector is a significant character-
istic of a flourishing and growing economy. The small business sector 
in South Africa plays an important role in economic growth, employ-
ment creation, income generation and reducing levels of inequality. 
Despite the importance of the small business sector’s role in the South 
African economy, the country is ranked well behind fellow African 
countries in its ability to establish, sustain and grow successful new 
businesses. The latest Global Entrepreneurship Monitor (GEM) re-
port indicates that entrepreneurship in South Africa has declined 
during 2015 and 2016 (Harrington & Kew, 2016). The 2016 GEM re-
port revealed that the entrepreneurial intentions in South Africa have 
dropped by almost 30% (from 15.4% to 10.9%) when compared to 2013 
and almost halved when compared to 2010 (GEM, 2016). The report 
further paints a disappointing picture about the country’s entrepre-
neurial intentions which is reported to be 3.6 times lower than the 
African average (GEM, 2016). In South Africa, a disappointingly high 
number of Small, Medium-sized Entities (SMEs) fail during the first 
few years of operation (Nieman & Nieuwenhuizen, 2009). 

The financing of small businesses is an area that has attracted much 
attention within the business fraternity and has become an important 
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topic for policymakers and researchers in this country. This interest has mainly been driven in part by 
the fact that the financing of small businesses has been cited as one of the sources that can be attributed 
to the failure of these business entities. The government has devised many policy interventions and an-
nounced various incentives to help this sector yet financing continues to be one of the key developmen-
tal constraints for this sector.

It is widely noted that an important aspect for an upcoming business is the access to finance mainly 
from financial institutions. Business entities require external finance to realize their full potential, if not 
at their establishment then at some stage in their growth. Berger and Udel (1998, 2002) found that most 
of the external financing such as, short- to medium-term loans, are provided by banks. Therefore, the 
advancement, sustainability and ultimately progression of small business enterprises are largely depen-
dent on the financial support and funding by banks.

Many studies have found that small businesses both in developed and developing countries face major 
constraints in obtaining bank loans (Bosa, 1969; Levy, 1993; Keasey & Watson, 1994). There is also evi-
dence of small to medium size entities, within formal sector also facing challenges in obtaining some 
form of finance which has been identified as a limiting factor of economic growth to many countries 
(Beck & Kunt, 2006). The purpose on which this study was based, was to identify the factors that are a 
barrier around small businesses to access finance from banks in South Africa.

1. THE SOUTH AFRICAN 

SMALL BUSINESS SECTOR

The South Africa’s Depatment of Trade and 
Industry classifies a small business as micro, very 
small, small or medium enterprises (SMMEs), fol-
lowing a complex set of thresholds per industry, 
as scheduled in the National Small Business Act. 
SMMEs are not restricted to formally registered 
enterprises (such as close corporations, private 
companies and co-operative enterprises) but in-
clude informal and non-VAT registered enterpris-
es, such as survivalist street trading enterprises, 
backyard manufacturing and services, and occa-
sional home-based evening jobs (The DTI, 2008).

A large majority of small businesses in South 
Africa are concentrated on the very lowest end, 
where survivalist businesses are found (Berry, 
2002). These businesses can take the form of street 
trading enterprises, backyard manufacturing and 
services, and occasional home-based evening jobs 
(The DTI, 2008). It is estimated that small busi-
nesses in South Africa constitute 91% of formal-
ized businesses, provide employment to about 
60% of the labor force and total economic output 
accounts for roughly 34% of the Gross Domestic 
Product (GDP) (The Association of Banking South 
Africa, 2016). The important role of small business 
sector in this country positions it as the engine 

through which the growth objectives of this coun-
try can be achieved.

Whilst South Africa enjoys advanced infrastruc-
ture than most of the African economies, the 
country’s economic growth has been modest at 
best. The second largest economy in Africa has 
witnessed economic growth at an average of 4.5% 
between 2002 and 2008 (Stats S A, 2016). That has 
been its largest growth since the new political or-
der in 1994. Statistics indicate that in the past five 
years, the country has recorded an average of 2.6% 
in economic growth rate (Stats S A, 2016). These 
figures indicate that the country’s main social 
problems take a center stage and consequently un-
employment is a big challenge. 

Small and informal business sector has an impor-
tant role in the modern-day economy (Chimucheka, 
2015). The role of small and informal businesses 
in employment, poverty alleviation and general 
economic growth is well recognized universal-
ly (Beyene, 2002). Current structures within the 
South African business environment meant to 
support small and informal businesses seem to be 
inadequate to support new business entrants, their 
long-term growth and sustainability. The difficul-
ties that hamper the establishment, especially of 
small businesses, and sustainability thereof need 
to be clearly understood to drive economic growth 
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within this sector and country as a whole. As it 
has previously been mentioned, the South African 
economy continues to grow at a lower rate com-
pared to global and regional economies. As such, 
the country should rely on the small and informal 
business sector in job creation and general im-
provement of the economy. 

In the endeavor to develop and sustain the small 
business sector, the South African government 
has established measures aimed at the creation a 
business environment that would support the ex-
istence and sustainability of small and informal 
businesses. The establishment of Small Enterprise 
Development Agency (SEDA), an agency of the 
Department of Small Business Development, is 
an attempt by South African government to as-
sist small businesses in achieving their goals. The 
SEDA was established in 2004 with an aim to as-
sist in the development, support and promotion 
of small enterprises throughout the country. The 
agency’s 2015/2016 performance report indicates 
that the agency supported the establishment of 497 
new Small, Medium and Micro-sized Enterprises 
during the mentioned period and in the process 
2331 new jobs were created. Though many efforts 
have been directed by government towards help-
ing the growth of small businesses in this coun-
try, the financing of establishment, operations and 
growth by small businesses remain an incredibly 
frustrating process, especially for first-time busi-
ness owners. While the financial needs of large 
businesses are well served by equity markets and 
merchant banks, small businesses in South Africa 
continue to struggle to secure finance from finan-
cial institutions.

2. LITERATURE REVIEW

It is well recognized worldwide that small business 
sector plays an important role in any economic 
environment (Bhargava, 2004). Despite the im-
portance of the small business sector, businesses 
operating in this sector continue to suffer as a re-
sult of the impediments relating to obtaining bank 
financing that is critical to their growth. Naude 
and Havenga (2004) found that excessive red tape 
and administrative burden was an impediment 
that small businesses struggled with in access-
ing finances from banks. A common theoretical 

argument that has been cited by many research-
ers is that of information asymmetry. Information 
asymmetry occurs where parties to an economic 
transaction possess greater or lesser material in-
formation to influence each other to the transac-
tion. Information asymmetry thus leads to cred-
it rationing on the part of banks (Berger & Udel, 
1998). Banks require information using which to 
evaluate the risk of a small business that is apply-
ing for finance, and to assess the prospects of the 
small business within the market segment and en-
vironment within which it operates. From bank’s 
perspective, this information plays a critical role 
in the assessment of credit extension application 
to minimize potential risks. 

Small businesses are owner-managed with little 
information that is published for a prospective in-
vestor to advance funding to the business. Banks 
often face difficulties in obtaining and collaborat-
ing information about small business owner-man-
ager and the nature of business, thus, preventing 
them from better evaluating their loan proposals 
(Binks et al., 1992). Such information may relate 
to owner and management of the business, ac-
counting records, financial statements and busi-
ness plans. Compliance to certain accounting 
prescripts for the preparation of audited financial 
statements is a challenge for a small business en-
tity. As such, smaller business entities do not keep 
proper accounting records and audited financial 
statements as there is no legal requirement to do 
so. Banks require audited financial statements 
to conduct a credit assessment of a business en-
tity and in most cases requirement is not met by 
a smaller sized entity. The none availability of 
this information may prove to be detrimental to a 
small business as the bank may need this informa-
tion for the purposes of credit extension. As a re-
sult, it becomes increasingly difficult for the bank 
to correctly assess the creditworthiness and busi-
ness viability of a small business enterprise. 

A factor that has been cited as influencing loan de-
cisions by banks is the owner-manager conflict of 
interest embedded in small businesses. Most small 
and medium-sized business entities are privately 
owned. As such, the owner acts as the manager of 
the business. This is a factor that influences the 
sourcing of bank finance by the business as it has 
implication on the human capital of the business. 
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Human capital refers to the skill, talent, and cre-
ative ideas or productivity that owner or employ-
ees bring to a business entity. Since human capi-
tal is difficult to measure, owner’s education and 
experience is often used as yardstick to assess the 
application of loan by owner-manager of a small 
business. Coleman (2000) found that owner-man-
ager’s education are positively related to access to 
bank loan. Owner-managers who have acquired 
higher education levels are more likely to prepare 
financial statements, viable business plans and 
maintain a better relationship with banks com-
pared to less educated entrepreneurs (Coleman, 
2000). Further, educated owner-managers have 
better managerial skills which contribute to better 
business performance.

Agyapong et al. (2011) found entrepreneurial expe-
rience to be a valuable determinant used by banks 
to assess loan applications. Entrepreneurial expe-
rience is a yardstick that is used by banks to assess 
if credit can be extended to an owner-managed 
type of business. Experienced owner-managers 
have a track record and their business acumen can 
easily be traced from a quantifiable information. 
Well experienced owner-managers are deemed by 
banks to possess more financial skills and knowl-
edge which can be used to support business man-
agement and development. 

The entity’s age and size is another consideration 
that banks look at when evaluating credit requests. 
Newer business entities are more likely to require 
more credit extension from banks to fund its es-
tablishment. Because of a limited credit history, 
newer businesses may find it difficult to access 
credit from banks owing to limited track record 
that may assist the bank in predicting the future 
probability of loan repayment. This has been am-
plified by Pandula (2011) who found that being in 
business for a longer period implies that the busi-
ness has a verifiable track record and reputation. 
In addition, its competitive strengths can easily 
be ascertained. This was proved by Klapper et al. 
(2010) who found that businesses with less than 5 
years in operation are less likely to rely on debt fi-
nancing from lenders. 

Beck (2007), Haron et al. (2013) amongst oth-
ers have cited the lack of collateral as another 
obstacle facing the small businesses in sourcing 

bank finance. A collateral is a fixed or finan-
cial asset that a borrower offers as security to 
the lender to secure a loan. The availability of 
a collateral is one of the things that are consid-
ered by banks to accept or reject loan requests. A 
collateral is used to recover the capital amount 
borrowed and interest accrued in the event the 
borrower defaults on the obligations associated 
with the loan. In some instance, a business may 
not be able to provide sufficient collateral be-
cause of the age or has not been fully established 
with less asset base. This poses a limiting factor 
to a small business in terms of funding opera-
tions and growth. 

3. OBJECTIVE OF THE STUDY

There is need for small businesses in South Africa 
to succeed given the role they play in the main-
stream economy. As it has previously been men-
tioned, financing has been cited as one of the chal-
lenges faced by the small businesses. These chal-
lenges are a cause for concern and a serious threat 
to the establishment and sustainability of small 
businesses given the sector’s role in the economy. 
With a recorded unemployment rate of 27.1% in 
the third quarter of 2016, the failure of a small 
business sector in South Africa is troubling.

With reference to the financing challenges faced 
by small business in this country, the objective of 
this paper was to identify significant factors that 
are a barrier in accessing finance by small busi-
nesses in South Africa. Although the reference of 
this study is to small businesses in South Africa, 
the researcher has deemed it necessary to limit the 
scope of the study to small businesses operating in 
Ekurhuleni Metropolitan area.

4. HYPOTHESES

The study will confirm or reject the following 
hypotheses:

• There is a relationship between the bank loan 
decision and the age of business.

• There is a relationship between the bank loan 
decision and a business plan availability.
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• There is a relationship between the bank loan 
decision and the educational level of a busi-
ness owner.

• There is a relationship between the bank loan 
decision and the business experience of the 
owner.

• There is a relationship between the bank loan 
decision and the availability of a collateral.

• There is a relationship between the bank 
loan decision and the continued existence of 
business.

5. RESEARCH METHODOLOGY

The data for this study was collected in 2016 by 
means of a survey. Questionnaires were handed 
out to small business owners who had applied for 
a bank loan, to finance their business operations, 
in the last 12 months. The population was lim-
ited to small businesses operating in Ekurhuleni 
Metropolitan area, in the province of Gauteng, 
South Africa. The interest in conducting a study 
in this area was motivated by high record of un-
employment rate 34.6% in the second quarter of 
2016 (Stats S A, 2016). The target population was 
restricted to owner-managers of small businesses 
in Ekurhuleni. The database of small enterprises 
of different forms of businesses was obtained from 
the Ekurhuleni business directory.

A simple random sampling process was applied to 
select respondents for the study. This method was 
deemed appropriate because of its uncomplicated-
ness and avoiding bias of selection. A sample size 
of 183 out of a total population of 350 small busi-
nesses in Ekurhuleni area was determined con-
sidering 95% confidence level and the margin of 
error of 5%. An attempt to conduct a survey on 

183 small business was made and only 144 small 
businesses met the selection criteria as they had 
applied for loan in the last 12 months. This indi-
cated a response rate of 78.69% of businesses tar-
geted for this study.

Respondents were asked if the loan proceeds were 
meant to be used to finance business operations 
and whether the loan was granted or declined. 
Further questions related to the business age; 
availability of business plans; educational back-
ground experience in business of the business 
owner or loan applicant. Respondents were also 
asked on whether the applicant provided a col-
lateral in pursuit of a loan advance and whether 
the rejection of loan was a constraint in pursuit of 
business operations.

6. RESULTS

Based on the sample selected for this study, Tables 
1–6 summarize the results of loan applications 
lodged by small businesses owners during the 
period under study. The results are presented ac-
cording to factors considered to be the barriers in 
accessing bank finance by small businesses. A to-
tal of 144 small businesses applied for a bank loan 
of which 86 (59.7%) were declined and 58 (40.3%) 
were granted loans. 

Table 1 details responses within the loan decision 
and business age factor. Younger small businesses 
(0–3 years) are the most that are declined loans. 
Within the loan decision, 43% of the declines re-
lates to businesses that are younger than three (3) 
years. As the number of years increases a busi-
ness is in existence, the likelihood of it being de-
clined loan decreases. It is interesting to note that 
of the business that were granted loans, younger 
businesses are a majority (41.4%), within the loan 
decision.

Table 1. Business age

Loan decision
Business age

0-3 4-6 7-10 Total

Declined
Count 37 29 20 86

% within LoanDec 43.0% 33.7% 23.3% 100.0%

Granted
Count 24 20 14 58

% within LoanDec 41.4% 34.5% 24.1% 100.0%
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The impact of a business plan on loan decision 
by banks is presented in Table 2. A business 
plan outlines the viability of a business ven-
ture and sets out a detailed explanation of what 
the business is all about, its financial position 
and projections. Of the loan applications that 
were declined, 70.9% had not provided business 
plans and 29.1% had provided business plans. 
The majority of businesses that received loans 
are those that provided business plans (60.3%) 
in support of their application. Overall, loan de-
cisions were more favorable to businesses that 
provided plans.

Table 3 reports on the business owner educational 
level and the outcome of the loan. Loan decisions 
appeared to be most unfavorable to business own-
ers with lower or up to high school educational 

background with 44.2% that were declined and 
10.3% granted loans. The results depict a very in-
teresting picture on graduates (business owners 
with a single or first academic qualification) and 
post graduates. Most of the loan grants (72.4%) 
were allotted to business owners with a single 
academic qualification, thus tilting post graduate 
business owners.

As depicted in Table 4, loan decisions seemed to 
favor seasoned business owners as opposed to less 
experienced business owners. Of the total of loans 
declined, 47.7% represented less experienced busi-
ness owners. As the business experience increases, 
the lesser are the declines. Loan grants increases 
with the number of years the business owner is in 
business with the seasoned business owners re-
ceiving 70.7% of loan grants.

Table 2. Business plan

Loan decision
Business plan provided

No Yes Total

Declined
Count 61 25 86

% within LoanDec 70.9% 29.1% 100.0%

Granted
Count 23 35 58

% within LoanDec 39.7% 60.3% 100.0%

Table 3. Educational level

Loan decision
Education level

Matric Graduate Post Grad Total

Declined
Count 38 14 34 86

% within LoanDec 44.2% 16.3% 39.5% 100.0%

Granted
Count 6 42 10 58

% within LoanDec 10.3% 72.4% 17.2% 100.0%

Table 4. Business owner experience

Loan decision
Business experience (in years)

0-3 4-6 7-10 Total

Declined
Count 41 31 14 86

% within LoanDec 47.7% 36.0% 16.3% 100.0%

Granted
Count 6 11 41 58

% within LoanDec 10.3% 19.0% 70.7% 100.0%

Table 5. Collateral provided

Loan decision
Collateral

No Yes Total

Declined
Count 68 18 86

% within LoanDec 79.1% 20.9% 100.0%

Granted
Count 16 42 58

% within LoanDec 27.6% 72.4% 100.0%
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The results shown in Table 5 report on the avail-
ability of a collateral on loan decisions. Much of 
small businesses did not provide collateral in sup-
port of their loan applications. Across the declined 
loan decision, 79.1% of businesses that applied for 
loan did not provide collateral in support of their 
loan application. The rest of the group (20.9%) re-
lated to businesses that had provided collateral but 
still received an unfavorable decision on their loan 
application. Of the businesses that provided col-
lateral, 72.4% received loan grants and 20.9% were 
declined. 

Table 6 indicates the impact of loan decision on 
business operations and growth. A large num-
ber of small businesses surveyed seemed to rely 
on loans to pursue their business objectives. The 
results indicate that 87.2% of businesses that re-
quired loans desperately were declined and 12.8% 
of businesses were not constrained by the rejec-
tion of their loan applications. 

7. DISCUSSION OF RESULTS

Pearson chi-square analysis was conducted to es-
tablish the degree of relationship between the fac-
tors identified for the purposes of this study and 
loan decisions. The factors considered are: age of 
business; availability of business plans; education-
al background of a business owner; business expe-
rience of a business owner; and availability of col-

lateral. Further, this study also evaluated the rela-
tionship between the loan decision and the con-
straint posed to business operations and growth. 

The test of a relationship between the loan deci-
sion and age of a business revealed a statistically 
insignificant relationship (chi-square = 0.039 and 
significance = 0.980) between the loan decision 
and business age. The hypothesis is therefore re-
jected. This means that the age of a small business 
in Ekurhuleni Metropolitan area has no bearing 
on whether the loan will be granted by bank or 
not. The result indicates that younger and estab-
lished businesses have an equal chance of access-
ing bank finance. This finding is inconsistent with 
that of Beck et al. (2006) where it was found that 
older businesses, compared with younger ones, 
will find it easier to access finance. The result of 
this study also contradicts the findings by Abor 
(2008) on a study of businesses in Ghana, a devel-
oping country.

The provision of a business plan seems to have an 
influence on bank loan decisions. Table 7 reveals 
a significant relationship (chi-square = 13.940 
and significance = 0.000) between the loan de-
cision and the provision of a business plan. The 
hypothesis is therefore confirmed. This study 
indicates that loan decisions favor provision of 
a business plan. The result indicates that bank-
ers prefer to advance funds to businesses that 
have clearly set out business strategies. The re-

Table 6. Importance of a loan

Loan decision
Constraint

No Yes Total

Declined
Count 11 75 86

% within LoanDec 12.8% 87.2% 100.0%

Granted
Count 17 41 58

% within LoanDec 29.3% 70.7% 100.0%

Table 7. Chi-square tests

Factor
relationship with loan decision

Pearson
chi-square value Significance

Business age 0.039 0.980

Business plan 13.940 0.000

Business owner’s educational level 46.684 0.000

Business owner’s experience 45.103 0.000

Collateral 37.774 0.000

Constraint 6.035 0.014

N of valid cases 144
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sult of this study is consistent with the findings 
by Abdesamed and Wahab (2012) who found 
that business plans play an important role in the 
bank loans assessment. 

Business owner’s educational level influences loan 
decision by banks. This study has established the 
existence of a statistically significant relationship 
(chi-square = 46.684 and significance = 0.000) be-
tween the loan decision and the level of education 
of the owner or applicant. The stated hypothesis is 
therefore confirmed. The result of this study con-
firms the finding by Irwin and Scott (2006) where 
it was found that education plays an important 
role in bank’s lending decision, because entrepre-
neurs with better education have more chances to 
access funding from banks. This is because more 
educated business owners have better business 
acumen, as a result, they are capable of preparing 
convincing business plans and have better mana-
gerial abilities which can lead to a better business 
performance.

The result of this study indicates a high level of sig-
nificance (chi-square = 45.103 and significance = 
0.000) between loan decision and business owner’s 
experience. The result confirmed the stated hy-
pothesis and that business owners with less than 
three-year experience are more likely to be denied 
loans. This is consistent with the study conducted 

by Abdesamed and Wahab (2012) on 76 SMEs in 
Tripoli where it was found that there is a positive 
correlation between owner-managers’ years of ex-
perience and their ability to borrow loans from 
banks. Experienced owner-managers usually have 
a broader base of business expertise and their 
business projections can be trusted based on the 
track record.  

A significant relationship (chi-square = 37.774 and 
significance = 0.000) exists between the availabil-
ity of a collateral and loan decisions. The hypoth-
esis of this study is confirmed. This indicates that 
banks require some form of security to be provid-
ed in support of a loan application. This is a seri-
ous limiting factor because many small business 
owners cannot provide any form of assets that can 
be accepted by banks as a collateral.

As to whether the availability of loan was a con-
straint on business operations and growth, this 
study found a statistically significant relationship 
(chi-square = 6.035 and significance = 0.014) be-
tween the availability of loan and the constraint 
it posed to business operations and growth. The 
hypothesis is confirmed. As it can be expected, 
businesses require funding to finance their op-
erations and any lack thereof can be detrimental 
to the cash flow and capital investment of a small 
business. 

CONCLUSION

The objective of this paper was to identify significant factors that are an impediment in accessing fi-
nance by small businesses in South Africa. The study was conducted in Ekurhuleni Metropolitan area, 
province of Gauteng, South Africa. The focus of this research was on businesses that have applied only 
for bank loans within a period of twelve months preceding the study. This research sought to validate if 
the relationship exists between the bank loan decisions and the factors such as business age, availability 
of business plan, educational background of business owner, business owner’s experience and availabil-
ity of collateral. The study also assessed whether the availability of finance from bank was a constraint 
on the continued existence of a small business.

The findings of the study revealed the existence of an insignificant relationship between the loan deci-
sion and the business age. This was inconsistent with the findings of other studies that have previously 
found that business age of small businesses, matters when it comes to the loan decision. The study found 
a significant relationship between the loan decision and factors such as: the availability of a business 
plan, educational background of business owner, business owner’s experience and availability of col-
lateral. The study further assessed if the availability of loan to small businesses was constraint in their 
pursuit of business endeavors. It was found that a significant relationship exists between the availability 
of loan and continued existence of small businesses in Ekurhuleni.
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Given the impact of the small business sector on the Ekurhuleni economy and South Africa in general, 
the research findings should guide policy makers in crafting financing models for small businesses. This 
will be in considering the factors that have been identified in this study as having an influence on the 
loan decisions. The small business sector plays an important role in the development of a business sector 
and obstacles, such as access to finance, are an impediment towards economic growth.

The limitation that has been observed in pursuit of this research relates to the number of factors that 
were included in this study. The number of factors considered to having an impact on the loan decisions 
was restricted to six (6) factors. Future research work may attempt to include other factors which are 
likely to contribute to loan decisions by banks, for example, creditworthiness and indebtedness of the 
small business owners who were applicants in this case. 
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