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Abstract

In developed countries, SMEs have historically played a vital role in creating jobs, spurring
innovations and creating new products, and thus contributed to economic growth (Kim,
2011). South Africa, as a developing country, should not overlook the importance of
promoting, nurturing and supporting small businesses. In South Africa five out of seven new
small businesses will fail within their first year of operation (Entrepreneur, 2014). It can
therefore be seen that these small businesses experience challenges that limit their success.
The purpose of this study was to establish the business constraints experienced by SMEs in
South Africa. The study found that the main constraint that SMEs encountered is the lack of
financial support. The findings showed that only 56.9 per cent of the respondents had
received financial support from banks by means of a loan. Only 1.7 per cent of the
respondents indicated that they received financial support from government.

Keywords: Small businesses, Business constraints, Challenges, South Africa

1 Introduction

According to the National Credit Regulator (2011:7), a healthy Small Business Enterprise
(SME) sector largely contributes to the economy of any given country, by creating more
employment opportunities, causing higher production volumes, increasing exports and
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initiating modernism, as well as developing entrepreneurship skills. However, it is said that
five out of seven new SMEs fail within the first year of operation (Entrepreneur, 2014). This
would mean that only two out of seven new SMEs will survive in their first year. Although
SMEs can be considered as the backbone of the economy, it is clear that they are faced with
a number of challenges that may prohibit them from succeeding. In South Africa, SMEs
contribute to 30 per cent of the country’s gross domestic product (GDP). A country’s gross
domestic product is the overall worth of all “final” goods and services, which were produced
within the borders of the country during a year (Liberta, 2014). SMEs are also considered to
contribute roughly 70 to 80 per cent to overall employment and less than four per cent to
export earnings (South Africa Web, 2011).

According to Mbonyane and Ladzani (2011:551), an SMEs can be regarded as “a separate and
distinct entity including cooperative enterprises and non-governmental organisations
managed by one owner or more, including its branches or subsidiaries if any are
predominantly carried out in a sector or sub-sector of the economy mentioned in the
schedule of size standards”. This schedule of size classifies businesses as small or medium
depending on the number of employees, turnover and balance sheet. Table 1 illustrates the
classification of SMEs in South Africa based on the definition provided.

Table 1: Classification of SMEs in South Africa

Type of entity No. of employees Turnover Balance sheet
Small 1-49 Maximum R13m Maximum R5m
Medium 51-200 Maximum R51m Maximum R19m

Source: Olawale & Garwe, (2010:730).

The importance of SMEs to the economy is emphasised among many researchers (Smit &
Watkins, 2012; Mbonyane & Ladzani, 2011; Olawale & Garwe, 2010). The activities of SMEs
are seen to be of vital importance for the promotion of economic growth, job creation and
the mitigation of poverty (Smit & Watkins, 2012:6325). Despite the considerable significance
of these entities, South Africa has been ranked 35™ out of 54 profiled countries in terms of
the level of early-stage entrepreneurial activity directly related to per capita income (Dalberg,
2010). This can be attributed to a number of reasons. According to Kim (2011), barriers do
exist for SMEs, specifically in Africa. Many African countries lack the governmental capacity
necessary to properly support the development of local SMEs (Kim, 2011). For example, in
Ethiopia, SMEs are heavily taxed resulting in difficulties for theses SMEs to emerge from the
local sector (Kim, 2011).

According to a report done by business environment specialists, SBP (2014), three quarters of
SMEs in South Africa feel that become more difficult to operate their business in 2013. Six
per cent of the SMEs surveyed indicated that it became easier and 19 per cent indicated that
it has not changed (Fin24, 2013). The statistics provided in Table 1 provide an ominous future
for aspiring entrepreneurs; however, some SMEs do thrive against the odds. The purpose of
this study is to establish the business constraints experienced by the identified thriving SMEs
in the financial intermediation, insurance, real estate as well as business services sector and
aims to establish the business constraints they have experienced during their business
operation. A brief description of this sector will now be provided.
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2 Financial Intermediation, Insurance, Real Estate and Business Services Sector

Since the focus of this study is on the financial intermediation, insurance and real estate
sector, it is important to understand the types of entities that operate within this sector. This
sector has grown dramatically over the past few decades and is one of the leading
contributors to the South African economy (Government of Mauritius, Not Dated). The
importance of this services sector in the country’s economy has grown to such an extent that
it has become a leading contributor to GDP as is evident from the massive boom the country
has experienced in the residential property market, as well as the demand for financial
services that continues to increase. The sector can be categorised as (Government of
Mauritius, Not Dated):

e Financial intermediation: This comprises of central banks, offshore banking, financial
leasing, as well as financial, monetary and credit granting entities.

e Insurance: This comprises of life insurance companies, general insurance companies such
as car or home insurance and pension funding.

e Real estate: This comprises of actual ad imputed rent of owner occupied dwellings and
activities of agencies involved in the sale of properties.

e Business services: This group covers activities of a few large business enterprises such as
engineering firms, advertising agencies, computer firms, accounting firms and own
account professional workers such as lawyers and accountants.

South Africa’s financial services sector is supported by a sound regulatory and legal
framework which by its very nature is cumbersome and complex. The role of this sector is of
importance to the development and growth of the South Africa economy. Table 2 provides
an overview of the role of the financial intermediation sector in terms of its contribution to
GDP and contribution to employment.

Table 2: An overview of the role if the financial intermediation sector in South Africa
June 2000 June 2010 Relative size 2010
Share of GDP

Size* R68.6bn R203.8bn 10.5 %

Assets R 1 890bn R 6040bn 252%
Of which:

Banks R 730bn R 3040bn 127%

Long term insurers** R 630bn R 1440bn 60%

Short term insurers R 50bn R 90bn 4%

Pension funds (public and private) R 470bn R 1480bn 62%

Share of formal employment

Employment*** 286000 356 353 3.9 %

Share of corporate taxes

Tax contribution” n/a R21 bn 15.3%

Source: Department of National Treasury (2011:3).

*Size of gross value added in nominal rand of the financial intermediation and insurance
component of the finance, real estate and business services sector
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**The long-term insurer assets figure includes pension funds managed by an insurance
company
***Financial intermediation, insurance, pension funding and auxiliary service

As can be seen from Table 2, in 2010 the financial intermediation sector contributed 10.5 per
cent to the country’s GDP, employing 3.9 per cent % of those employed in the country and
contributed 15.3 per cent of corporate income tax. Compared to the 2000 fiscal year, the
sector has grown, and therefore contributed to the economic growth of the country. Given
the need for higher economic growth and job creation in South Africa, it is therefore essential
to ensure that the financial systems remain competitive and that security for stakeholders be
made a priority through regulation that follows global best practices (Department of National
Treasury, 2011:3).

Next the objectives of the study will be provided.

3 Objectives of the Study

The primary aim of this study is to identify the business constraints that SMEs experienced
during the course of their business operation in the financial sector. Secondary objectives
include the following:

To determine the extent to which SME owners received financial support.
To establish where SME owners receive financial support from.
To determine skills that SME owners have within the financial intermediation.

4 Literature Review

The following section will seek to provide an analysis of previous research concerning the
challenges SMEs face under various economic conditions. South Africa is a developing
country and although SMEs are considered to be the pillar of many economies, they may face
varying challenges as a result of the country’s economic position. It must be stated that these
types of challenges are not limited to South Africa but are applicable to many SMEs worldwide
in differing levels of relevance and importance.

4.1 The South African SME Sector
According to IT Web (2011), the importance of SMEs in a South African perspective includes
that:

e SMEs are the engine of growth of the economy;

e SMEs are essential for a competitive and efficient market which will contribute to more
competitive prices;

e SMEs are critical for poverty reduction; and

e SMEs play a particularly important role in developing countries as main stream business
can create only a certain number of jobs and in selected sectors.

It has been greatly debated that SMEs are pivotal to employment creation and economic

growth, particularly in countries such as South Africa that have a high rate of unemployment,

estimated at up to 40 per cent (Smit & Watkins, 2012:6325). According to Finscope in Dalberg

(2010), the SME sector has an estimated 5.6 million SMEs operating in South Africa, creating

a total of 11.6 million employment opportunities — that is six million jobs excluding the SME

515



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES

\ol. 4, No. 10 2015, E-ISSN: 2222-6990 © 2014

owners themselves. However, the South African SME sector is considered to be heavily
skewed towards micro-enterprises (Dalberg, 2010). Two in every three business owners
operate their own business and do not have any employees and only 300 000 of the country’s
businesses employ five or more employees (Dalberg, 2010). Figure 1 provides an overview of
the size of SMEs expressed in terms of the number of SMEs in South Africa against the number
of employees employed

Figure 1: Size of small businesses in South Africa

Size of small businesses in South Africa

1to?2 3to4 5to 10
Number of employees
M percentage of small business
owners

Source: Dalberg (2010).

As is evident from Figure 1, only one per cent of SMEs employ 11 or more employees, while
67 per cent of SMEs have no employees implying that 67 per cent of SME owners run or
operate their entity themselves (Dalberg, 2010).

Smit and Watkins (2012:6325) note that the majority of South African SMEs are micro and/or
survivalist entities which imply limited growth and economic development and only a token
contribution to poverty alleviation. For any contribution to economic development
employment need to be increased — and that is mainly in the hands of SMEs in developing
countries.

4.2 Research on the Constraints that SMEs Experience

There are many factors that hinder the achieving of success by small businesses. According
to Abor and Quartey (2010:224), the lack of managerial skills places significant constraints on
SME development while regulatory constraints also pose serious challenges to SME
development. Although wide-ranging structural reforms have led to some improvements,
prospects for enterprise development remain to be addressed at firm-level (Abor & Quartey
2010:224). The high start-up costs for firms, including licensing and registration
requirements, can impose excessive and unnecessary burdens on SMEs (Abor & Quartey
2010:224).

Dalberg (2010) stated that SMEs frequently lack the collateral and financial records, such as
financial statements that are mandatory for loan applications from commercial banks or

516



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES

Vol. 4, No. 10 2015, E-ISSN: 2222-6990 © 2014

financial services providers, thereby affecting their ability to obtain funding. This challenge is
apparent in the fact that 75 per cent of applications for credit by new businesses are rejected,
while only two per cent of new SMEs are able to access loans, and only two per cent of
businesses seeking private equity are successful (Dalberg, 2010). Drodskie in Mbonyane and
Ladzani (2012:553) found that numerous SMEs within the informal settlements of South
Africa struggle to obtain capital and a guaranteed income. These SMEs end up with a poor
credit record which leads to poor cash flow, often resulting in the SME entrepreneur not
receiving the financing needed to start the business in the first place (Mbonyane & Ladzani,
2012:553).

The challenge of access to financial capital affects a number of areas within the sphere of
business success. Franco and Haase (2010:505) link the challenge of financial capital with that
of a lack of innovation which then affects SME development. From the resource-based point
of view, the survival and performance of a firm strongly depends on the ability to obtain
distinctive capabilities that lead to competitive advantage (Franco & Haase, 2010:505). This
would mean that it is essential that SME owners embark on research to assess their consumer
need, the environment in which they operate and the competitors they compete against. The
knowledge gained from the research would then be used to develop and improve their
product offering within the market.

As is the case with all types of businesses, the performance of the business is largely tied to
with the prevailing economic conditions. If the economy contracts the same will happen with
most businesses, and the opposite is also true. Therefore, SMEs success is largely linked to
the prevailing local economic conditions, and if there is an economic downturn, SMEs will
usually also experience difficulty (Smit & Watkins, 2012:6326). Olawale and Garwe
(2010:731) concur that the external business environment can prohibit SMEs from growing.
Changes in the business environment can either have a positive or negative effect on the
growth or failure of SMEs in much of Africa.

Crime and theft are ranked as the third highest obstacle to growth for business owners
(Dalberg, 2010). According to the South African Police Service Crime statistics in Olawale and
Garwe (2010:732), incidences of all major categories of crime have decreased, however,
business related crime is on the increase. These crimes include robbery, break-ins and
vandalism, and employees being injured or traumatised (Mbonyane & Ladzani, 2012:553).
This issue is of a serious nature and can and will impact negatively on the growth of the SME
as the business incurs costs of improving security or repairing damage and compensating
affected employees (Mbonyane & Ladzani, 2012:553).

The challenges mentioned above impact SMEs globally and locally, however, the role of the
government in creating a favourable operating environment for SMEs cannot be ignored.
Where challenges exist, it is imperative that government try to provide sustainable solutions
for struggling SMEs in order to assist with their survival in the business environment.

The methodology employed in this study will now be discussed.

5.Methodology
The aim of this study was to determine the business constraints that SME owners experienced
during the course of their business operation in the financial sector. The study conducted
was part of a larger study whereby SMEs were classified and selected in accordance with the
Standard Industrial Classification (SIC) codes. There are nine broader economic activities
according to SIC, namely:
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e agriculture, hunting and fishing;

e mining and quarrying;

¢ manufacturing;

e electricity, gas and water supply;

e construction;

e wholesale and retail trade;

e transport, storage and communication;

e financial intermediation, insurance, real estate and business services; and
e community, social and personal services.

The questionnaire used to target SMEs in the broader study was designed to capture detailed
profiles of the selected entities. The final questionnaire comprised of five sections namely:
section 1 which focused on business location and profile; section 2 which focused on human
resource aspects; while section 3 looked at SME use of external service providers; section 4
tackled business finances; and section 5 intended at recording business constraints
experienced by SMEs. For the purpose of this study, the focus was on the financial
intermediation, insurance, real estate and business services sector. A non-probability quota
sampling technique was used. Primary data was collected by means of a web-based
guestionnaire, hosted on Lime-Survey and a total of 25 usable questionnaires were received
and used for analyses. Once the data had been captured, data was exported into an Excel
spread sheet where further data cleaning was conducted. After data had been cleaned, it was
then exported from Excel to SPSS where data processing and analyses were conducted.

The results of the study will now be provided.

5 Results

Many SME business ventures are viable ideas, and given the chance might be successful in
the South African economy. However, an essential component needed when starting a new
business venture is that of acquiring a sufficient cash injection into the venture (Burns, 2012).
To successfully operate a business numerous resources are needed to allow for the
production of the products or services offered to the market. Among the many challenges
that SMEs face, access to funding may be considered the biggest challenge. The results will
therefore present the SME access to capital and identify the various key challenges that they
have experienced in the operation of their entities.

5.1 Access to Capital

One of the secondary objectives of this study was to determine whether SMEs receive
financial support. Respondents were therefore asked to indicate whether they had received
any business financial support in the past. As figure 2 demonstrates, just over a fifth (21.5%)
of the respondents indicated that they had received financial support in the past. The
majority (78.5%) of the respondents indicated that they have not received financial support
in the past.
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Figure: 2 Percentage distribution of respondents by receipt of financial support

21.5%

78.5%

Yes B No

Those who received financial support were requested to specify the type of financial support
they received. The overwhelming majority (56.9%) indicated that they received a bank loan.
Furthermore, almost 13.8 per cent of them had received loans from members of their
immediate family (see Table 3). Those individuals, who received financial support from the
Department of Social Development, loaned from a friend or a relative amounted to 5.2 per
cent respectively.

The process of acquiring a loaned from a bank in South Africa can be lengthily. According to
Standard Bank (2013), many SMEs lack the assets for collateral in order to acquire financial
support from a reputable bank. Due to the high failure rate of SMEs in South Africa, banks
might be reluctant to provide loans to SMEs. Although 56.9 per cent of the respondents
indicated that they have received financial support from a bank, it is important to view the
results in their entirety. The sample of people who did receive financial support was only 21.5
per cent of the population, which would indicate that these individuals probably had assets
which they could use as collateral. It should be considered that not all individuals who start
SMEs have collateral and are required to seek alternative funding channels. Other
alternatives funding avenues as identified by the respondents include family members, grants
from the department of Social Development, friends, donations from religious organisations,
grants from the Department of Health and the National Empowerment Fund.

Table 3: Percentage distribution of sources of buisness finance

Type of financial support received %
Bank loan 56.9
Loan from family member 13.8
Grant form the Department of Social Development |5.2
Loan from a friend 5.2
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Loan from a relative 5.2
Donation from the church 1.7
Grant from the Department of Health 1.7
Loan from my workplace 1.7
Loan from the government 1.7
Loan from the Industrial Development Corporation |1.7
Loan from the National Empowerment Fund 1.7
Loan from the social club 1.7
Other 1.8
Total 100.0

5.2 Other Constraints Experienced by SMEs In South Africa

The primary aim of the study was to establish and explore the business constraints
experienced by SMEs in the financial sector in South Africa. Literature has identified a number
of challenges that prohibit SMEs from flourishing including the difficulty of attracting and
retaining customers, as well as growing the SME (Corp, 2012). Respondents were requested
to rate on a scale of 1-7 the severity of problems they encountered during the course of their
business operation. Average scores were calculated from the resultant ratings on the scale.
Subsequently, the problems were ranked from the highest to the lowest, depending on their
respective average scores.
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Figure: 3 Average distribution of respondents by business constraints encountered

Lack of water

2.22
Lack of electricity 2.34
No business licences/permits 2.70
3.31

3.39
3.45

Lack of own transport

Lack of technical skills
Lack of a business premises (building)
3.51
3.56
3.63

No supplierslocally
Lack of business skills
Lack of production equipment
Lack of customers 3.65

Customers not payingtheir debts 3.80
3.98
3.99

4.10

Lack of effective business support
Theft

High salary costs

4.20
4.26

Intensive competition

Lack of technological devices

Lack of business information sources 433
High input costs 4,51

4.64

4.94

High transportcosts

Lack of financial support

0.00 1.00 2.00 3.00 4.00 5.00 6.00

Average

As seen from Figure 3, a lack of financial support was rated as the most serious constraint
facing respondents. This item received an average rating score of 4.94, compared to an
average rating of only 2.22 accruing to lack of water. With an average of 4.64, the problem
of high transport costs, occupies second position on the rankings with high input costs
(ranking of 4.51) in third position. An interesting aspect that should be highlighted in the
results is the lack of water. Although the average is low, this variable still affects the operation
of SMEs. According to the Water Project (2014), South Africa is facing a severe water crisis as
more people moving into cities from rural areas creates pressure for cities to meet the
increasing demand for water. Climate changes have also affected the supply of water, which
results in cities having to impose water restrictions onto communities (The Water Project,
2014). Although SMEs have limited control over this variable, it does still prove to be a
challenge.

What was interesting in the overall business constraints identified is that the majority of the
constraints were operational constraints. This means that the constraints were specific to the
resources needed for the day to day running of the SME. Lack of business skills received an
average score of 3.56. These business skills could include the management of the entity, the
knowledge of how to plan, monitor and execute activities to achieve operational and business
objectives. The key aspect in this regard that was not specifically mentioned by the
respondents was knowledge to create a business plan.
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Respondents did not seem to perceive this as a challenge. As the sample had already started
their SME, it can be assumed that they had developed a business plan when starting their
businesses, however, an important component of a business plan is identifying one’s target
market. Lack of customers received an average rating of 3.65 which would indicate that this
component of the business plan may have not been done with as much precision as was
needed when the business was started.

Aspiring entrepreneurs need to conduct comprehensive research and clearly identify the
target market under various economic conditions. This means that they should carefully
consider their product or service offering and determine whether consumers will need it even
when they are reducing their spending as a result of environmental factors such as inflation.
Furthermore, it can be seen that challenges that SME owners will face in their endeavour are
not only money related or operational, but are also strategy related as identified by FinScope
(2010). Strategy-related challenges include not having enough customers, not having a
defined product offering with a unique selling proposition. These challenges require business
knowledge and skills in order for them to be resolved. SME owners therefore need to clearly
understand the challenges they are facing and address them appropriately in order to
successfully overcome them.

In the discussion thus far, the challenges faced by SMEs are identified. These challenges can
be resolved by means of various actions such as research or access to a capital injection from
funding. Some challenges, such as the lack of business management, require business skills
in order to address and resolve the challenge. The discussion will now focus on the various
skills SME owners have within the financial intermediation sector.

5.3 Respondent Skills: Financial Intermediation

As can be seen from Table 4, 17.2 per cent of the SME owners indicated that they have
computer skills and skills to deal with financial or accounting related matters. Marketing and
sales skills were possessed by 13.8 per cent of the respondents and 10.3 per cent of the
respondents indicated that they had business management skills. Business management
skills need to improve among SME owners as SMEs need to constantly keep up with the
changing environment. SME owners need to be able to steer their entities in the right
direction as business environments change. For example, if capital is lacking, SME owners
need to find alternative cost effective methods to communicate to their target audience. If
business skills are lacking, then they will not be able to develop tactics to mobilise and utilise
the channels of communication to suit the business need, therefore running the risk to not
reaching the desired target market.

Table 4: Skills that SME owners have in the financial intermediation have

Skills %
Computer 17.2
Finance/accounting 17.2
Marketing/sales 13.8
Business management 10.3
General management 6.9
Events coordinator 3.4
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Skills %
General work 3.4
Insurance 3.4
IT networking 3.4
None 34
Public relations 3.4
Quantity survey 3.4
Secretarial & admin 3.4
Software developer 3.4
Statistics 34
Other 0.6
Total 100.0

6 Discussion

The results showed that 78.5 per cent of the respondents had not received financial support
in the past. This was interesting because many SMEs found that the cost of starting their own
entity was relatively high. For those that indicated that they had in fact received financial
support, the respondents were asked to describe where the support came from. The majority
(56.9%) of the respondents indicated that they received financial support from banks by
means of a loan, while 13.8 per cent indicated that they received financial support from their
family member. It was interesting to note that only 1.7 per cent of the respondents indicated
that they received financial support from the government. This figure is particularly
interesting since SMEs are considered to be the pillars for economic growth in developing
countries such as South Africa. Young people in South Africa are encouraged to become
entrepreneurs and start their own establishments, yet the key challenge (namely access to
finance) is not as readily available to these aspiring entrepreneurs as it should be.

Among the major challenges experienced by SMEs, financial support was found to be the
biggest challenge. High transport costs were the second largest challenge followed by high
input costs. It was interesting to note that lack of customers was identified as a challenge.
This is interesting because when developing ones business plan, it is essential to conduct a
feasibility study and a consumer analysis in order to identify your market. However, not all
SME owners are aware of this. Entrepreneurs should be aware of all that is expected of them
in their journey of establishing their business, such as the importance of a sound business
plan. Furthermore, SME owners who indicated that they lack consumers, the question that
is posed in this study is; did SME owners correctly conduct these research processes upon
establishing their SME or is this lack of consumers attributed to a change in economic
conditions? The lack of knowledge about research and key aspects of a business plan in this
regard is of great concern and should be addressed by entities wishing to empower, rescue
and develop SMEs in South Africa. Further research can therefore be conducted in this regard
in order to determine whether training in terms of developing a business plan is a possible
challenge to be overcome even before the SME is established.

7 Conclusion
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This study revealed that SME owners are not sufficiently making use of various funding
avenues offered by external sources. However, the majority indicated that they would like to
receive assistance in obtaining finance. Lack of financial support or funding was found to be
the main constraint facing SMEs. SMEs in South Africa experience a number of other
challenges including attracting and retaining customers, as well as growing the SME. It was
established that the role government plays in the success of SMEs cannot be ignored. As
much as entrepreneurship is encouraged, these aspiring entrepreneurs should be well
equipped to operate a successful business. Managerial training and research knowledge
should be provided by government organisations in order to assist aspiring entrepreneurs.
There are a number of organisations such as the Small Enterprise Development Agency (Seda)
that offer these funding opportunities; however, the question that remains is - are aspiring
entrepreneurs aware of such organisations? Awareness regarding the resources available to
those who wish to establish their own entities should be increased. This can be done by using
SME development hubs as platforms to enhance the knowledge of SME owners regarding the
avenues whereby they can acquire funding, as well as other resources needed to develop and
grow their SME.
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