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EXECUTIVE SUMMARY

USAID’s Financial Sector Program (FSP) has, asafnis key result areas, to enhance the
bankability of SMEs by improving the quality of isss development service (BDS) related
to finance and enhancing the understanding of BidSigers of the world of small and
medium (SME) finance.

In the last quarter of 2009, FSP, in partnershif tie Banking Association of South Africa,
undertook a survey to identify, from the perspext¥ finance providers, what hurdles they
face in financing SMEs and to propose solutionsmt@rventions, if any, needed to facilitate
provision of business development services to ShtEehalf of FI's.

This report documents the rationale, methodologirasults of the survey which was
delivered as an online questionnaire and targdtbdriks, private funds and development
finance institutions. Eighteen out of twenty sefieancial institutions (FI's) approached
participated in the survey. In each institutiomise executives, credit managers and loan
officers involved in SME financing were identifi@thd included in a database from which a
random sample was drawn.

From a universe of 2977 candidates identified yrtimstitutions, a sample of 683 was
derived. Of these, 179 completed the survey, asoresprate of twenty six per cent (26%).

The survey focused on the overall success ratirgMiEs applying for finance, what criteria
FI's use when evaluating and financing SMEs, whavents them financing SMEs, why, in
their view, SMEs fall to access finance, what sssithey offer to assist SMESs to access
finance (or promote bankability of SMEs) and whdérventions are required on the part of
FI's to promote or improve access to finance forEsM

Questions and answers related to specific categjofiSMEs defined in terms of annual
turnover. The categories used were start-ups, dtumnaver less than R500k per annum,
between R500k and R2,5 million per annum, betwezh Riillion and R10 million per
annum, and between R10 million and R20 milliong@mum. The classification of SME
complied with the definition used by the BankingsAsiation.

The results of the survey show that most fundend fll categories of SME but that
successful financing is greater amongst SMEs witlyher turnover whereas the lower end
of the SME market require greater ancillary suppadr to becoming a candidate for
finance.

Of the evaluation criteria used to assess finappéaations, the most important was the
financial status of the SME, namely the abilitytleé SME to repay the loan (cash flow) and
their contribution to the deal. The Fls also nedéadtSME applicants are not particularly
strong at, namely good, accurate and up to daéadial records, especially financial
statements, a good sales pitch by the entrepregeod, business skills and plans (which are
understood by the SME) and demonstrated knowletltfee chosen field.

Fls seem less concerned about age and educatigaidicgtions and quite tolerant of aspects

that can be fixed or addressed, such as FICA camgg, submitting the correct paperwork,
accurate costing and pricing.
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Fls felt that, to ensure more successful applioat@nd increase their market share, they
should make the criteria for evaluating financeli@gtions more appropriate to the SME
market, particularly as far as the requirementfulateral is concerned. They recognise the
need to be more lenient in assessing applicatibasjeed to take more risk, offer advice and
support to SMEs, and the need to offer productslvare new, more appropriate to SME
financing needs, more broad in spectrum and wittraved costs and value.

Most FI's offering business support in the formirdbrmation, advisory services, referral
services to third party business support and cogétonsulting/mentoring. These efforts
were considered to be successful however therameasmity that service providers need to
be graded in some way and on that basis, would hikalg be referred to by FI's.

The primary areas where it was felt that SMEs cal@lanore to ensure successful financing
include the need to be more familiar with and daeresearch on their chosen field and
market, to focus on submitting business plans whrehviable, and to take steps, where
required, to clean up their credit record, develagr own financial statements and actively
develop their business skills. This result sugggstater potential for influence by
consultants/coaches and mentors.

Interventions to overcome hurdles in SME finanghguld focus on helping SMEs to
evaluate their own financial status and make tbwin risk assessments before they approach
FI's for financing. Services should be offered fire finance application stage and focus on
one-on-one assistance as well as mentoring amdngaiAssistance would then focus on
helping SMEs reduce their risk status, prepareusnttrstand their own financial statements,
proposals and business plans and actively devieplusiness skills, particularly in
managing their finances, understanding cash flothénbusiness and understanding the
market in which they operate.

While the services mentioned above may exist informa or another, indications are that
FI's are already offering services to help SMEsdnee more bankable. In some cases, the
services are offered in house, in others, theyatgourced to third parties. What is clear,
however, is that FI's would make more use of tipiadties if they were assured of the quality
of service — or provider — offered. In this respgcading of providers will go a long way to
assisting SMEs to become more bankable, howevierequally important that SMEs need to
be matched with mentors and experts and that somedf facilitation in the market could
assist with this. The opportunity therefore existink graded consultants to FI's and to
facilitate referrals of consultants to SME clients.

The services offered to SMEs should be on an iddadi basis and should focus on helping
SMEs understand their own businesses and the wéd#us Fis. In this respect, facilitating
access to finance is a huge need which, if offeredway which is relevant to both SME and
FI, could impact significantly on helping FI's oeeme the financing hurdles they face.

Finally, it is clear from comments made by the Ffismselves that they are working with a
financing model that is inappropriate for this netrif largely previously disadvantaged
entrepreneurs. These entrepreneurs are unsophestivhen it comes to financial and
business matters, and have limited resources,wththey could very well be greatly
qualified and potentially successful in their choield. There is a significant need for
Financial Institutions to createdaffer ent and mor e appropriate model for evaluating risk
and individuals, as well g& oducts that are more suitable for this market.
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SECTION 1: INTRODUCTION AND SURVEY OBJECTIVE

The Financial Sector Program (FSP) supports themaglishment of the U.S. Government’s
Economic Growth Objective in South Africa. Thiskasder is one of three main vehicles to
promote vibrant growth of historically disadvantdgenall and medium businesses (SMESs)
and reduce unemployment and poverty. The objectf/dss program are to expand access
to financial services and reduce financing cost$SMESs through reforming the legal and
regulatory framework affecting the financial seaod business environment, and improving
the commercial viability of lending to historicaltiisadvantaged SMEs in South Africa,
thereby expanding SME access to a range of higlityjaad affordable financial services.

Activities under FSP will focus on improving andpexding financial services and products;
managing and mitigating financial risk and trangactosts; improving bankability of SMEs
and business development services (BDS) by linkirancial services with business service
activities that can build SME capacity, producinaind competitiveness, as well as improve
the capacity of financial advisory services to séBMES; support the emergence of an
efficient credit industry regulator that promoteseamabling environment for financial
intermediation and risk management, and boostprikiate sector’s role and participation in
the provision of financial services to SMESs; proengforms to commercial laws,
regulations, and administrative practices affectimgprivate sector and SME development;
and, improve knowledge management through an abtesspository of knowledge about
SMEs and finance in South Africa.

One of FSP’s goals is to enhance the bankabilitgyMEs by improving the quality of BDS
related to access to finance and enhancing finkliteiacy. In order to facilitate demand led
BDS provision, FSP recognized the need to idertifsom the perspective of finance
providers — what hurdles they face in financing SVi&d on the basis of this, to determine
what BDS, over and above those offered by somadearoviders, might assist SMEs to
overcome those hurdles.

FSP therefore embarked upon a research prograartimgoship with the SME Committee of
the Banking Association of financial institutiorssunderstand better:

* What criteria Financial Institutions use when fioguy SMES;

* What prevents Financial Institutions lending to SMEor why SMEs fail to access
finance;

* What services Financial Institutions offer to asSIBIEs to access finance and how
these are provided,;

* What interventions are required on the part oftélgromote or improve access to
finance for SMEs.

The survey focused broadly, on two things: finagah SMEs (criteria used to evaluate
finance applications, reasons why SMEs fail to mblimance) and services offered to assist
SMEs to access finance. Two firms were appointeB®y to undertake the research: one, a
market survey firm to prepare the questionnaireamalyze the results, the other, to create an
internet based system for distributing the quesiine by email to a designated sample of
survey participants and for capturing the responséise into a single database for use by
FSP.
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SECTION 2: SURVEY METHODOLOGY
The Sample

Drawing a representative sample from an unknowmarse is a difficult task. There is no
comprehensive list of institutions involved in gtiag finance to SMEs so when the project
was embarked upon, FSP contracted a consultamvielap a reliable sampling framework.

Given the objective of the survey, to understandtiurdles financial institutions face in
financing SMEs, FSP targeted for its survey sarttppse FI's who operate in the SME
financing space, including banks, private funds pmolic funds such as development finance
institutions (DFIs), government agency funds and government funds. A list of such
institutions was compiled based on consultant & knowledge of the sector; in total, 27
institutions were invited to participate in thesey. FI's were included in the list that are
known to be involved in financing SMEs rather timaicro enterprises.

Of the twenty seven (27) institutions approachedly @8 finally participated in the survey.
The breakdown by type of institution that parti¢gzhis provided below; (see Annex 1 for
names of participating FIs).

Approached Participated
Banks 13 8
Private Funds 10 9
Public Funds (NGOs, Govt., DFIls) 4 1
Total 27 18

In addition to identifying types of institution inlved in SME financing, the survey was
designed to question different levels of intervievigvolved in making or influencing
decisions to award finance to SMEs.

The following steps were undertaken to create #nepte database:

» Each of the Financial Institutions was contacted the levels of staff involved in
making financing decisions related to SMEs weratified (Executives, Credit
Managers and Loan Officers);

» The numbers of staff at each level were identified;

* These positions and staff were listed (a total remald 2977 staff were listed);

* An optimum sample of 693, offering a 95% confidelee!, was identified,;

* Arandom sample was drawn;

» The Financial Institutions were contacted again @@l names and email addresses
were obtained within the categories of Executi@gdit Managers and Loan Officers.

The proportions of the sample drawn were as follows

Total Universe Total Sample
Total 2977 693
Executives 115 70
Credit Managers 824 269
Loan Officers 2038 334

The sample of 693 was sent the questionnaire valewith a link to the questionnaire. A
covering letter was included, telling each respon@bout the survey and asking for their
participation.
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A total of 26% responded overall - an excellenpogse rate - giving a final sample of 179
respondents and broken down as follows:

Final Sample Response Rate
Total 179 26%
Executives 36 51%
Credit Managers 53 19%
Loan Officers 90 28%

Banks
Private Funders 19
Public Funder 16

Method and Extent

There are many ways to conduct research. Whichadetogy one chooses to use depends

on the requirements of the research. In this ¢hsdpllowing needs were stated:

» To use a quantitative sample, representative ofitineerse of people involved in making
decisions about financing for SMEs in Financiakibmgons;

* To acquire as in depth information as possible iwithe parameters provided of targeting
banks, private and public funds;

* To make the research time and cost effective.

- Under ideal circumstances, the preferred methodduoave included a series of face
to face interviews and/or a focus group discusaiith target market respondents to
identify the issues to be measured, followed hycstired telephone interviews with
the target market respondents.

However, the decision was made to conduct the atsthg an online approach and without
preliminary interviews, notwithstanding the bergfitmitations and risks of this approach,
which are documented below:

= Most of the target market is contactable via email so theoretically a representative
sample is available online.

Benefits: = An online study is fast to administer and analyse, so results will be available within
a very short period of time (days rather than weeks).

= There is a significant cost saving over personal or face to face interviews.

= The issues for assessment were identified by FSP ‘s technical experts rather than
in preliminary interviews with the FI's, however, these were verified with the FI's
via a pilot and found to be adequate; Provision was made in the questionnaire for
additional comments where respondents may have thought that the options given
were insufficient;

= Response rates from surveys conducted by means other than contact with an
interviewer are notoriously low — anything from just 2-3% to 15%. Offering
incentives, letters of encouragement from the survey team, or in this case, from the
respondent’s employer, add to the likely % response rate, so, while a large
representative sample from the FI's was identified, there was no guarantee that the

Limitations/Risks: total sample would be completed. In fact, it was likely that more than 60-70% of
the sample would not reply and that FSP would therefore lose their participation,
however, this risk was mitigated by extensive communication with respondents via
their senior executives and correspondence from within some of the FI's by people
appointed to coordinate the surveys internally..

= The online format prescribes that the questionnaire be quite tightly structured,
excluding the opportunity for probing from an interviewer and so limiting the depth
of information that can be obtained. As an alternative,

= Some open ended questions were included to solicit broader comments; these are
included further in the report and highlight some of the nuances obtained from
broadening the approach in this way.
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Questionnaire

Having determined to conduct a self-administeradine survey, the basic requirements of

the questionnaire were as follows:

* The questionnaire needed to be as short as possibleourage respondents to complete
it;

* The number of open ended questions needed to bedias they do not work well in a
self completion environment: Respondents do nptagx themselves fully which often
results in ambiguous and difficult to understarspmnses. In addition, self completion
guestions often appear to be too much trouble spltee respondent from continuing
with the questionnaire. The questionnaire desigrestied to generate lists of possible
responses wherever possible. FSP and industrytexpere used to generate these lists
which were then tested via pilot to assess usendtiness of the online method, whether
the questions met the research objectives or ndtydnether there were any significant
omissions that the survey needed to address.

Throughout the questionnaire, SMEs were categoiis#te following way, with the primary
reference being annual turnover:

e Startup

* Less than R500k

* Between R500k and R2,5 million

* Between R2,5 million and R10 million, and

» Between R10 million and R20 million.

The questions asked in the questionnaire are estioghe table below in order to illustrate
the rationale behind the questions.

Question Rationale
1. Does your organisation provide finance to SMEs? Basic filter question to make sure all
respondents qualify for the survey
2. Please indicate the overall success rate of SME finance To establish which SME segment is
applications in each of the following turnover categories of the most in need of aid (i.e. which are
SME: Start up; Less than R500K; R500K to R2.5m; Over the least successful in their
R2.5m to R10m; Over R10m to R20m applications)

3.  What criteria does an SME have to satisfy to be successful in To establish what criteria the

their application for finance/ for your institution to successfully Financial Institutions consider when

provide finance to an SME? List provided: SMEs apply for finance
Ability to provide collateral;
Number of years they have been in business;
Good track record of loan repayments;
Strong entrepreneurial characteristics;
Good business plan;
Cash flow sufficient to repay the loan;
Complete information on the application form;
Satisfactory reputation and trustworthiness;
Sufficient amount of owner equity contribution;
Other (State)

4 FOR EACH CRITERIA: Please rank the criteria you mentioned | To establish a hierarchy of criteria —

from most important (starting with 1) to least important which are the most important
5 What are the main reasons why SMEs fail to obtain finance To establish what prevents Financial
from your institution? — recorded by category List provided: Institutions lending to SMEs within
No/insufficient collateral each segment of SMEs

No/inadequate business plan
Nol/insufficient track record
Poor credit record of applicant/s
Over indebtedness
Inappropriate market/business
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Question

Rationale

Inaccurate assessment of size of market for their product
or service... they do not understand the market
Poor/incomplete paperwork

No/poor financial statements

Poor/weak cash flow

Poor/weak costing and pricing

No/poor business management skills

Applicant is not really an entrepreneur

SME does not understand their business plan or financials
Educational qualifications of applicant/s

Non compliance with FICA / other regulations

Age of applicant/s

Other (State)

6  Which of the following services does your institution have in Identifying what Financial Institutions
place to offer assistance to SMEs in their application for do to assist SMEs in getting finance
finance? NB: The focus is on what your institution already and how successful each is.
does or has done in the past
List provided: Who/what they use to provide such

assistance
Information (e.g. brochures, booklets, company directories,
websites)
Once off advisory services by staff (e.g. what type of loan
to apply for)
Referral service to experts/consultants
Consulting / mentorship / coaching services (e.g. feasibility
studies, assistance with business plans)
Training (e.g. courses, workshops, seminars)
Networking events (e.g. to introduce them to other
companies)
Road shows (e.g. to promote products and services
offered by your institution)
Other (Please list)

7 What form do/did these services take (ask for each service)?

8 In your opinion, how successful are these efforts/services? (For
each service/form mentioned) — if 5 = very successful and 1 =
not at all successful

9 In your opinion, what could your financial institution do to To identify what interventions/
increase your share of the SME financing business or of the changes the Financial Institutions
SME market? In what way(s) do you believe your Financial could make to help SMEs be more
Institution must change how it evaluates SME loan successful in applying for finance
applications, such that it could increase its volume of SME
lending but still be reasonably prudent? (Open ended)

10 And what, in your opinion, should SMEs be doing to increase To identify what interventions/
their own chances of obtaining finance from your institution? changes the SMEs could make to

help themselves be more successful
in applying for finance

11 As you are probably aware, there are many consultants of Additional questions relating to
differing levels of professionalism offering business services to | accreditation of business consultants
SMEs (such as writing business plans etc). Do you believe that
these consultants should be accredited or graded in a similar
way to, for example, financial planners?

12 IF YES: If there was a system to accredit or grade business

service consultants, would you be more likely to recommend
the services of such consultants to SMEs?

The Pilot Study

A small pilot study was conducted to ensure thestioienaire delivered the type of
information expected.
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A total of 12 respondents were chosen for the giiotly, three from each of South Africa’s
four main banks. Seven questionnaires were coetplghich was sufficient to assess the
guestionnaire and whether it would enable FSP tet tie research objectives.

* Some changes were made to the online functionsate@rthe questionnaire less confusing
and easier to navigate.

* The pilot demonstrated that the list provided fare®ion 3 was highly relevant — all
respondents ticked all criteria. FSP thereforiededn the ranking to provide
discrimination between the attributes.

* The open ended questions were responded to bydahce®our respondents each.

Overall the questionnaire delivered the anticipaie=uilts in line with the objectives.
Timing

The timing and steps for the study was as follows:

August September October November | December

Proposal endorsed by the Banking
Association

Introductory letters sent to Senior
Executives to cascade through FlI's

Survey work plan & concept
presented to SME Committee (BA)

In house FI communication provided
by designated point people & IT
departments

Pilot launched in “big four” banks

Survey conducted over 4 weeks —
starting 23rd November 2009

Regular reminders until cut-off date:
18th December 2009

The Banking Association played a key role in emsgithat executives at senior level in the
banks were notified of the survey: an introductietier explaining the purpose and
procedure of the survey was circulated by the Bajnkissociation; the survey proposal was
presented to the SME Committee of the Banking Aission, who assisted with the survey
by designating people in house to the banks whddwoaordinate the survey internally.

In addition to this, FSP met or liaised with thed@partments of the larger institutions to
ensure access to participants and to maximizecfation. Once the questionnaire had been
tested and modified, the questionnaire was launahdd-onducted over a period of two
weeks, extended to four to the end of Decembersapgorted by regular email reminders
sent to participants who had not completed theesuv order to encourage maximum
participation.
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SECTION 3: SURVEY RESULTS

Note that the results presented in this report teféhe full complement of respondents to the
survey and are not disaggregated by type of intitwor level of person responding. The
reason for this is that the data sets from thearesgs are too small to make disaggregation
meaningful.

The survey achieved a twenty six per cent (26%aese rate which is particularly good for
an online survey and notable given that it was dajyie at the end of the year. This also
means that the sample of 179 is sufficiently rolboistiseful conclusions to be drawn.
However, due to the small number of respondentisdrsub samples, drilling down to the
type of funder is not really possible.

3.1. Funding of SMEs

Startup

Lessthan R500K 10

% Do not

Fund
R501K-R2.5M

R2.5M-R10M

R10M-R20M 31.8

* Most respondents in most institutions claimed taodfall categories of SME

* Somewhat surprisingly, the results showed thabthgest categorgot funded was the
one with the largest turnover — the SMEs in therR-RROm category. 33% of banks and
42% of Private Funders claimed not to fund SMEh&R10m-R20m category. On
further examination it was discovered that the oesients who claimed not to fund this
category were responding in terms of their owngioris and not taking the broader view
of the entire institution.

» Although the sub samples are small and the obsengthat can be made within the
small sub samples are limited, it would appear tthatPublic Funder tended not to fund
at the bottom end of the SME turnover scale. (@33icated that they did not fund the
Less than R500k category; 19% indicated they didurad the R500k-R2.5m category.)

» Banks were most likely to fund at the bottom end.

3.2. The success rate of financing by category of S ME
Respondents were asked what the success rateantiing was of the specified turnover
categories of the SMEs. They were given variousop:
- Largely successful
- Mostly successful, some unsuccessful
- About half, half
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- Mostly unsuccessful, some successful
- Largely unsuccessful
And

- Do not finance

» The smaller the turnover category, the lower thezsss rate of finance applications of
SMEs tended to be.

* SMEs operating in the highest turnover categoriand-therefore presumably more
sophisticated and successful businesses — werkasatihe most successful.

* Only about 11% of the Start Ups enjoyed much sis;@sd some 21% of the Less than
R500k, while 38% of the R10m-R20m enjoyed success.

* In contrast, some 36% of R500k-R2.5m, 43% of R2FBh®m and 38% of R10m-R20m
categories were mostly or largely successful.

* Overall, there was a tendency for Loan Officereate each category slightly higher in
terms of success than the Executives or Credit ensa

Start Less than R500k- R2.5m - R10m-
Up R500k R2.5m R10m R20m
% % % % %
Largely successful 1.7 1.7 4.5 9.5 13.4
Mostly successful, some unsuccessful 8.9 19.0 31.8 33.5 24.6
About half, half 20.7 30.2 29.6 21.8 8.9
Mostly unsuccessful, some successful 39.7 25.7 21.8 17.9 10.6
Largely unsuccessful 25.7 134 7.8 7.8 10.6
Do not finance 3.4 10.1 4.5 9.5 31.8
3.3. Criteria Used for Evaluation

Respondents were asked to indicate what criteeia tised to evaluate the SMEs’
applications for finance. They were given a listiateria and asked to indicate which ones
applied to their evaluation process.

» As discovered in the pilot phase of the reseaitthacriteria offered were
considered applicable and were therefore highlvaatit.

» All criteria were said to be applicable by betw®&86 and 77% of respondents.

* The most highly applicable criteria were those Whiglated to the applicant’s ability
to pay and their financial status.

* The least applicable criteria were those relatadformation on the application forms
and about the SME him/herself.

* In order to obtain some discrimination betweendtiieria respondents were asked to
rank each criteria in importance, where 1 = mogtartant and 10 = least important.

* The most important criteria remained cash flow atieér financial status indicators,
while criteria related to the individual were leamportant.

% That Apply Mean Score
Cash flow sufficient to repay the loan 96 2.6
Sufficient amount of owner equity contribution 90 3.9
Ability to provide collateral 89 4.1
Good business plan 89 4.2
Satisfactory reputation and trustworthiness 83 5.1
Strong entrepreneurial characteristics 82 4.1
Good track record of loan repayments 79 4.5
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% That Apply Mean Score

Number of years they have been in business 78 5.2
Complete information on the application form 77 6.4
Other (State) 23

* Twenty three per cent (23%) mentioned other cateri
e These were mentioned mostly by respondents fronk8and most comments were
pre emptive of what was covered later in the qoastire.

* There were three broad categories of responsesaned; namely, criteria to do
with:
- Financial Viability of the business
- The Applicant
- The Business

- Respondents were looking for some confirmation of solvency, mainly
good financial statements or audited financials

- They wanted a personal balance sheet from the SME himself

- They wanted credit bureau clearance

- They looked for confirmation of future business e.g. contracts, letters or
some evidence of sustainability

ABOUT FINANCIAL
VIABILITY

- Some respondents wanted an indication of how professional the SME
was in management or of his/her ability in terms of running the

ABOUT THE APPLICANT business

- Others looked for the SME’s knowledge of the industry they were in
and/or whether they had done any market research

- Afewrespondents questioned the validity and desirability of the
ABOUT THE business or sector and whether the industry sector was high risk
BUSINESs - Others looked at the business environment in terms of the competition
and economic conditions

One respondent from The Public Funder mentionede'BHalifications’ (probably implied
for the rest of the sample), and another mentidReturn on investment’.

A comment on the question itself was given by peasent from a bank who said:

“This structure [the question] does not show thetkety well.
All aspects of the finance application must be éabét.”

3.4. SME failure to obtain finance

To understand why SMEs fail to obtain finance, cagfents were offered a list of attributes
which they were asked to rank as the reasons wdyfdit that SMEs for each category of
turnover failed to obtain finance from their fingdnstitution.

The following tables show the lowest ranked reagonsejecting a finance application
followed by the highest ranked, or reasons mosttimesd for a finance application failing.
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Start Up

Cash Flow

Creditrecord

Business skills

Collateral

Financial
Statements

Business Plan
No

understanding of
financials/ BPlan

Don’tunderstand
theirmarket

Track record

Over
Indebtedness

Start Up

Age of applicant

Educational
Qualifications

Non compliance
FICAetc

Entrepreneurial
skills

Costing/Pricing

Paperwork

Inappropriate
business/market

Less than
R500K

Cash Flow

Financial
Statements

Creditrecord

Collateral

Over
indebtedness

Business skills

Business Plan

Track record

No
understanding of
financials/ BPlan

Don'tunderstand
theirmarket

Less than
R500K

Age of applicant

Educational
Qualifications

Non compliance
FICAetc

Entrepreneurial
skills

Inappropriate
business/market

Costing/Pricing

Paperwork

R500K-R2.5m

Cash Flow

Financial
Statements

Collateral

Over
indebtedness

Creditrecord

Business skills

Business Plan

Track record

No
understanding of
financials/BPlan

Don'tunderstand
theirmarket

R500K-R2.5m

Age of applicant

Educational
Qualifications

Non compliance
FICAetc

Entrepreneurial
skills

Paperwork

Costing/Pricing

Inappropriate
business/market

Cash Flow

Financial
Statements

Collateral

Over
indebtedness

Creditrecord

Business skills

Business Plan

Track record

Don’tunderstand
their market

Costing/Pricing

Age of applicant

Non compliance
FICAetc

Educational
Qualifications

Entrepreneurial
skills

Paperwork

Costing/Pricing

Inappropriate
business/market

R10m-R20m

Cash Flow

Over
indebtedness

Collateral
Financial
Statements

Creditrecord

Business Plan

Business skills

Don'tunderstand
theirmarket

Costing/Pricing

Inappropriate
business

R10m-R20m

Age of applicant

Non compliance
FICAete

Educational
Qualifications

Entrepreneurial
skills

Paperwork

Inappropriate
business/market

No
understanding of
financials/ BPlan

* Responses were strikingly similar across the SM&otver categories: the reasons
why SMEs failed were largely the same no mattertwheaturnover of the company
was; all SMEs fail on the same things

* It was interesting to see that mostly, SMEs faitedet finance due to aspects related
to the bank’s interests — the financial statusief$ME and how much of a risk they
were, whereas aspects of the application thateelat the SME’s business skills were
less important; and

* Aspects that could be rectified (such as FICA coamgle, paperwork, etc) were least
important.
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* Over Indebtedness of the owner became more impgdddd’s in larger businesses as
a reason for rejecting a finance application
* Business skills were of more importance in Stars.Up
Annex 3 provides the numeric breakdown of resultsstrating ranking of criteria by per
cent of responses and how the criteria is rankad fimong the list of criteria given.

Although the facility was offered, there were fegtlfer” reasons mentioned as to why SMEs
fail to obtain finance, however, most of theseldde categorized in the criteria listed
above. The other reasons given were:

- Owner contribution not high enough/lack of capital

- Being in a risky industry

- Prevailing economic conditions

- The lifestyle of the applicant — whether they ar@xing too much out of the business

or drawing too much too soon.

3.5. Services offered to SMES

Respondents were asked which of a list of sengoe= their financial institution currently
(or in the past) offers to assist SMEs to accesmfie.

* Most financial institutions claimed to offer consrdble help to SMEs in the form of
advice and skills training. There is a significantount of ‘how to’ kind of help and
advice as well as much printed matter availabléHerSME.

* Mostly, financial institutions offer information ithhe form of printed matter
(brochures etc) and once off advisory services.

* Some 70% offer a referral service to experts amggibants.

» Others offer some form of training and assistanitlk skills in the form of mentoring,
coaching and training.

» Just over half offer networking events and roadasho

The following table shows what is offered withirckaype of service:

Service Offered % Offering What Form %
Offering
83% Process and procedures 82%
Regulations 43%
Information Service How to start a business 43%
BEE registration/benefits 29%
VAT and how to register 22%
Once off Advisory 79% Where to go fqr assistance 100%
Service What product is best 91%
How to start a business 51%
70% Business plan developers 63%
Accountants 50%
Referral Service Marketing experts 38%
Bookkeepers 37%
Other investors 24%
60% Business plan preparation 72%
Cash flow management 69%
Consulting/ Mentoring/ Feasibility studies 56%
Coaching Industry specific mentor 56%
Franchise training 42%
Bookkeeping 41%
Training 55% How to: _
Develop a business plan 76%
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Service Offered % Offering What Form %

Offering

Manage finances 75%

Start up a business 69%

Financial statements 56%

Manage loan repayments 54%

Keep records 46%

55% Introduction to products offered 76%

Networking Introduct?on to exper_ts 62%
Introduction to suppliers 36%

Introduction to buyers 28%

51% Products offered 86%

How to access finance 79%

Financial management 55%

Road Shows Sales and marketing 51%
Regulatory issues 41%

BEE registration/benefits 31%

When asked how successful these efforts are istagsiSMES in their application for
finance, all were rated very similarly: On averaggings were given of 3 out of 5 in terms
of success (where 5 = very successful and 1 =trait successful).

However, if one takes the % of respondents whalraéeh service either a 5 or 4 (out of 5),
then it is evident that Information and Consult@gaching/ Mentoring services are

perceived to be the most successful in assisting$§Mnd roadshows are perceived to be the
least successful in assisting SMEs to access f;manc

Service Offered Mean Score Top Box %
Information Service 3.6 51
Once off Advisory Service 3.3 37
Referral Service 3.4 44
Consulting/ Mentoring/ Coaching 3.4 52
Training 3.2 37
Networking 3.3 39
Road Shows 3.2 30
3.6. How to increase FI market share

Respondents were asked to indicate what they thahbgin institution could do to help SMEs
be more successful in their applications, in otherds, increase their FI's own market share.
No list was offered — this question was open eratetirelied on the respondents to insert
their responses.

» Twenty two per cent (22%) of respondents said thver® nothing additional they
could do to help SMEs be more successful in thgtieations for finance.

* Most comments related to the FI's oewaluation criteria and process. Primarily
this was that the FI should relax the criteria wahitte respondents felt were too
stringent for the SME market. This was especidiyt, not entirely, those criteria
related to collateral; the view was that the Fludddoe more lenient. This also
included looking at the SME as more than a findré - evaluating the individual
as well as the business. This category of resgoassunted for 41% of all
mentions.
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* In addition, respondents said that they shouldrafferesupport in the form of
advisory and consulting services, and make thecswngoing rather than once off.
This accounted for 16% of all mentions.

* Others felt that their owmternal systems should change, primarily developing more
specialised skills in their own organisations. sTit@presented 12% of all mentions.

» Tailor-making the FI'roduct to suit the SME market was also seen as a way to
ensure more successful SME applications — creagmgproducts, products that were
more appropriate to the market, offering a broagectrum of products and
improving costs and value. These comments repies$&do of all mentions.

* A few mentions (3% of all mentions) were made opiaving their owradvertising
and marketing.

The details of these responses are shown below:

Category of Comments % of
Mentions Mentions
¢ Relax criteria/all criteria but especially collateral (mainly)
* Improve appetite for risk/take more risk
¢ Understand applications n more depth/look at them holistically/
in depth analysis of individuals
¢ Understand SME market/Look at the market differently

Evaluation ¢ Model the turn down decisions 41%
e Assess the applicants ability/focus more on the individual’'s
potential

¢ Make more use of/improve credit scoring techniques
Look at the business as a whole

Evaluate the SME more effectively

Offer mentorship/coaching/training

Improve/offer advisory services/ongoing assistance

Support Networking events/workshops/seminars 16%
Involvement in skills development
Make relationship continuous
¢ Upgrade skills/more knowledgeable staff/frontline staff
¢ Dedicated SME consultant/specialists/develop SME unit
Internal e Develop a sales ethic 12%
Systems P
Set targets
* Measure credit managers on approvals
*  Create unique programmes/specific loan packages
*  More flexible deals/broader spectrum deals
Product Provide value adds _ 9%
Improve cost structure/reduce premiums
e Shorten due diligence/process
«  Offer buy back arrangements to franchisors
Advertising/ ¢ Change marketing/target advertising 3%
Promotion ¢ Promote to SMEs
3.7. How can the SME ensure more success?

Respondents were asked to tell us what they thabgl8ME could do to be more successful
in their applications. Again, no list was offerethis question was open ended and relied on
the respondents to give their responses.

Much of what the respondents said has been covefede in the previous questions.
However, it is interesting that the highest mentiene related to the SME making sure s/he
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was familiar with the market they intended to opera and the need to do their own market
research.

The following table shows the responses:

NS

Do market research/be familiar with their chosen field/get as much info as possible
Submit a business plan/a good plan/a viable business plan

Clean up their credit record/establish a good credit record

Sound/correct/up to date financial records

Supply all relevant documentation/information

Retain equity in the business/owner equity/sizeable contribution/invest in their own business
Ensure affordability/that they can repay the loan

Provide collateral/risk their own assets

Decrease their spending/prudent management of money/financial control
Involvement in own business plan/financials/be hands on

Transparency/full disclosure/be frank and upfront

Understand the needs of the bank

Submit a good cash flow report/plan

Study and live the business plan/take ownership

Have experience in their chosen field

e
onN

NWWWwwwoooi~N~N~N

3.8. The accreditation of consultants

Finally, respondents were asked if they felt thah€liltants should be accredited or graded in
a similar way to, for example, Financial Planreand if they would be more likely to
recommend the services of such consultants to SMEsy were graded

About two thirds agreed that this would be a pesithove; while a third felt that they would
recommend consultants who were accredited in this w

%
Should Consultants be Accredited?

Yes 68
No 9
Not Answered 23

If Accredited, Would You recommend them?

Yes 62
No 10
Not Answered 28

Given the many consultants offering various lewlprofessionalism to SMEs, some of the
comments made in relation to this are documentemhbe

Positive Comments:

“Currently consultants are not held accountabldHerquality of output they deliver,
both by the SME and the financial institution usihg information to make a difference.
The result is poor quality information at a higlstd(Senior Exec, Bank)

“There are many "professional” business plannetshare who do not do justice

to the plans or the entrepreneurs whose plan tteefoemalising.

A grading system will sift out the bad from the gdoSenior Exec, Bank)
“Accreditation would ensure that practitioners héve necessary abilities to provide
guality & reliable information that the banks caseu It will also give the entrepreneur
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the peace of mind that the person is qualifieds®st” (Senior Exec, Bank)

“One would have the opportunity to track the apptaate of the submissions
together with the progress of each new businesgutd essentially eliminate fly by nights
who do not have the customers interests at hg&eriior Exec, Bank)

“The accredited consultants would offer servicea standard fee;

would will be held accountable for their advicegansure minimum qualification
standards.”

(Credit Manager, Public Funder)

“The standard and level of expertise of businessgltants vary significantly.
The grading system will assist in standardising #nd also in identifying industry
specific consultants.” (Loan Officer, Public Funder

“We have a service supplier list on our procurentishtvhich can include these
accredited consultants.” (Credit Manager, Publindar)

“If a professional 5 point plan can be done andladuments is in place the deal will be
approved much quicker.” (Loan Officer, Bank)

“Should the consultants be accredited they woud thave the knowledge of what the
requirements are for the SMEs to obtain financey thiould be able to evaluate the risk
assessments prior to sending the clients to thkesbariLoan Officer, Bank)

“This would firstly ensure that non viable busing&ns are not submitted to financial
institutions. Secondly, this would ensure thatvatg information, for investors to make
informed decisions, is contained in the businean.dt also enables the due diligence process
to flow smoothly such that better turn-around tiraes achieved.” (Loan Officer, Private

Fund)

Negative Comments:

“It is too easy for the entrepreneur to hide belarmnsultant and not take personal
responsibility for their projections, costings, imess plan and the like.” Senior Exec, Private
Fund)

“The current business broker service does notyr&albw what banks want. They structure
according to outdated accounting principles whiochndt take into account the
"African business concept".” (Loan Officer, Bank)

“Regulation will only increase the cost of thesevgms. The system will sift out the
wheat from the chaff.” (Credit Manager, Bank)

Qualified Comments:

“Recommend consultants specialised in certaindiehthd they give training/assistance in
certain fields, for example franchises. Must nogbaeral consultant.” (Credit Manager,
Bank)

“It's imperative that all consultants have a rel@veducational and industry knowledge.”
(Credit Manager, Bank)

FSP — FINANCIAL INSTITUTIONS' HURDLES TO SME FINANCING 17



SECTION 4: SUMMARY AND CONCLUSIONS

The survey undertaken by FSP and the Banking Aagogiserved to highlight what hurdles
FI's face in financing SMEs and what some of tlierventions are to overcome those
hurdles.

Funding

Most FI's fund all categories of SME, however, thgher the turnover of the SME, the more
successful the applicant was likely to be in tlagiplication for finance.

The category of SME least likely to be funded wasven to be SMEs with an annual
turnover of R10million to R20million although fughinvestigation shows that these SMEs
are often dealt with in a different division to tBME division and are still funded by the
institutions.

Banks are most likely to be the institutions furgdBtart Ups and the lower end of the market
and the Public Funder was shown to be the leadylib fund the low end of the market.

Clearly, SMEs in the Start Up and Less than R500kaver categories need the most help.
Hurdles to Financing

Of the criteria used to evaluate an applicatiorfiftance, all criteria presented in the survey
were used by almost all Fls, and all were consalergortant. Most important was the
financial status of the SME — what affects the bdmgkmost. This was the ability of the SME
to repay the loan (cash flow) and then what the SME bringing to the party — their
collateral, equity etc.

The Fls also need what the SMEs are not partigutpndbd at — good documentation,
especially financial statements, a good sales tthe individual, good business plans
(which are understood by the SME) and demonstratidemowledge of their chosen field.

SMEs across the turnover categories fail for tlreeseeasons. Mostly, it is their financial
status and submission of good, accurate and uatéofichancial records. If they are
financially viable, their next stumbling block i&ély to be a good, well thought out business
plan as well as their business skills.

Fls seem less concerned about age and educatigaidicgtions and quite tolerant of aspects
that can be fixed or addressed, such as FICA camgg, submitting the correct paperwork,
accurate costing and pricing.

What is needed to overcome financing hurdles

Fls felt that, to ensure more successful applioatiand increase their market share, they
should make the evaluation criteria more appropti@athe SME market, particularly as far
as the requirement for collateral is concernedeyTiecognise the need to be more lenient in
assessing applications, the need to take moredfifet, advice and support to SMEs, and the
need to offer products which are new, more appatgtio SME financing needs, more broad
in spectrum and with improved costs and value.
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Most FI's said they were offering support in thenfioof information (i.e. brochures),
advisory services, referral services to third paudginess support and
coaching/consulting/mentoring. These efforts wermesidered to be successful at least half
the time.

Almost all FI's agreed that accrediting or gradoogsultants would be a good idea and that
if consultants were accredited, they would reconurgrch to SMEs.

The primary areas where it was felt that SMESs calalgnore to ensure successful financing
include the need to be more familiar with and daemesearch on their chosen field and
market, to focus on submitting business plans whrehviable, and to take steps, where
required, to clean up their credit record. Thisihlesuggests greater potential for influence by
consultants/coaches and mentors.

Conclusion

From the survey, it is clear that Start Up and lotuenover businesses need the most help,
presumably because, amongst other things, theyfeaer of their own resources.

The survey suggests that third party providersptay an important role in assisting SMES,

and that there are a range of services that SMé&s: ne

- SMEs clearly need help in evaluating their ownfficial status and to make their own
risk assessment before they approach a Finanatiution. FIs are much more
concerned with the risk profile of an applicangréfore if SMEs can make their own
assessments they will have a more realistic ideehat they can expect and are likely to
submit therefore a more realistic application tkahore likely to succeed. pre-
financing service is recommended which serves to review the fingmoposal with the
SME so that they can gauge for themselves whehlegrdare bankable or not.

- In addition to this, SMEs need assistance to utaaidshow to reduce their risk status.
This would include obtaining credit clearances dadling with their existing debt. This
assistance would form part of the pre financingiser

- Alarge stumbling block for SMEs is the need follateral. Fls understand that this is
difficult for SMEs but are working with an old finaing model. Offering some kind of
guarantee would reduce the burden of collaterabédn the SME and the FI.

- SMEs need help in preparing a good set of finas@at a business plan. In addition,
they need to understand them. Such help is litkeehe most effective where it is given
one-on-one as consultants need to work with SMEs to make thatethe applications for
finance relate directly to the SME’s business aoitto a standard template (or “cut and
paste” approach) which disregards the reality efgpplicant’s business.

- SMEs need to actively develop their business slolsticularly in terms of managing
their finances, understanding cash flow in the thess and understanding the market in
which they work.Mentoring and training would be of great value in addressing these
needs of SMEs.

While the services mentioned above may exist informa or another, indications are that
FI's are already offering services to help SMEsdnee more bankable. In some cases, the
services are offered in house, in others, theyatsourced to third parties. What is clear
however, is that FI's would make more use of tipiadties if they were assured of the quality
of service — or provider — offered. In this respgcading of providers will go a long way to
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assisting SMEs to become more bankable, howeveregqually important that SMEs need to
be matched with mentors and experts and that somedf facilitation in the market could
assist with this. The opportunity therefore existnk graded consultants to FI's and to
facilitate referrals of consultants to SME clients.

The services offered to SMEs should be on an iddadi basis and should focus on helping
SMEs understand their own businesses and the wéd#us FIs. In this respect, facilitating
access to finance is a huge need which, if offeredway which is relevant to both SME and
FI, could impact significantly on helping FI's oeeme the financing hurdles they face.
Finally, it is clear from comments made by the Ffismselves that they are working with a
financing model that is inappropriate for this netrif largely previously disadvantaged
entrepreneurs. These entrepreneurs are unsophestivhen it comes to financial and
business matters, and have limited resources,wmththey could very well be greatly
gualified and potentially successful in their choield. There is a significant need for
Financial Institutions to createdaffer ent and mor e appropriate model for evaluating risk
and individuals, as well g& oducts that are more suitable for this market.
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SECTION 5: ANNEXURES

ANNEX 1: LIST OF FINANCIAL INSTITUTIONS PARTICIPATI NG
IN THE SURVEY

Banks Private Funders Public Funders
ABSA Blue Financial Services IDC

Albaraka Business Partners

Bank of Athens GroFin

FNB Mettle Administrative Services

Mercantile Bank Old Mutual

Nedbank PPC Ntsika

SASFIN SAB — Kickstart

Standard Bank TGIF

Wizzit
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RESULTS
The survey results were analyzed according todhewing list of tables:

ANNEX 2: TABLES USED FOR ANALYSIS OF SURVEY

Table | Question/Description

1 Q2. Please indicate the overall success rate of SME finance applications in each of the
following categories of SME: Start Up

2 Q2. Please indicate the overall success rate of SME finance applications in each of the
following categories of SME: Less than R500K

3 Q2. Please indicate the overall success rate of SME finance applications in each of the
following categories of SME: R501K to R2.5M

4 Q2. Please indicate the overall success rate of SME finance applications in each of the
following categories of SME: Over R2.5 M toR10M

5 Q2. Please indicate the overall success rate of SME finance applications in each of the
following categories of SME: Over R10M to R20M

6 Q3. What criteria does an SME have to satisfy to be successful in their application for
finance?

7 Q4. Please rank: Ranking + mean score of  Ability to provide collateral

8 Q4. Please rank: Ranking + mean score of  Number of years they have been in
business

9 Q4. Please rank: Ranking + mean score of  Good track record of loan repayments

10 | Q4. Please rank: Ranking + mean score of  Strong entrepreneurial characteristics

11 | Q4. Please rank: Ranking + mean score of  Good business plan

12 | Q4. Please rank: Ranking + mean score of  Cash flow sufficient to repay the loan

13 | Q4. Please rank: Ranking + mean score of  Complete information in the application
form

14 | Q4. Please rank: Ranking + mean score of  Satisfactory reputation and
trustworthiness

15 | Q4. Please rank: Ranking + mean score of  Sufficient amount of owner equity
contribution

16 | Q4. Please rank: Ranking + mean score of  Other

17 | Q4. Please rank: Ranking + mean score of Other

18 | Q4. Please rank: Ranking + mean score of Other

19 | Q5. What are the main reasons why SMEs fail to obtain finance from your institution?
Start Up

20 | Q5. What are the main reasons why SMEs fail to obtain finance from your institution?
Less than R500K

21 | Q5. What are the main reasons why SMEs fail to obtain finance from your institution?
R501K to R2.5M

22 | Q5. What are the main reasons why SMEs fail to obtain finance from your institution?
Over R2.5 M toR10M

23 | Q5. What are the main reasons why SMEs fail to obtain finance from your institution?
Over R10M to R20M

24 | Q6. Which of the following services does your institution have in place to offer
assistance to SMEs in their application for finance? NB The focus is on what your
institution already does or has done in the past

25 | Q7. What form do/did these services take: Training

26 | Q7. What form do/did these services take: Once off advisory services by staff

27 | Q7. What form do/did these services take: Referral service to experts/consultants

28 | Q7. What form do/did these services take: Information

29 | Q7. What form do/did these services take: Consulting / mentorship / coaching services

30 | Q7. What form do/did these services take: Roadshows

31 | Q7. What form do/did these services take: Networking events

32 | Q7. What form do/did these services take: Other

33 | Q7. What form do/did these services take: Other

34 | Q7. What form do/did these services take: Other

35 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Training

36 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Once off advisory services by staff

37 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
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Table

Question/Description

mean score: Referral service to experts/consultants

38 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Information

39 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Consulting / mentorship / coaching

40 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Roadshows

41 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Networking events

42 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Other

43 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Other

44 | Q8. In your opinion, how successful are these efforts/services? Distribution of score +
mean score: Other

45 | Q9. In your opinion, what could your financial institution do to increase your share of the
SME financing business or of the SME market? TO BE CODED

46 | Q10. In what way(s) do you believe your Financial Institution must change how it
evaluates SME loan applications, such that it could increase its volume of SME lending
but still be reasonably prudent? TO BE CODED

47 | Q11. And what, in your opinion, should SMEs be doing to increase their own chances of
obtaining finance from your institution? TO BE CODED

48 | Q12. As you are probably aware, there are many consultants of differing levels of
professionalism offering business services to SMEs (such as writing business plans
etc). Do you believe that these consultants should be accredited or graded in a similar
way to, for example, financial planners? (YES / NO)

49 | Q13. IF YES: If there was a system to accredit or grade business service consultants,

would you be more likely to recommend the services of such consultants to SMEs?
(YES / NO)
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ANNEX 3: REASONS, BY CATEGORY, WHY SMES FAIL TO
OBTAIN FINANCE

Start Up Less than R500K- R2.5m- R10m-
R500K R2.5m R10m R20m

Total Funding in Each 173 161 171 162 122
Category

% Rank | % Rank | % Rank | % Rank | % Rank
No/insufficient collateral 66.5 | 4 646 | 4 65.5 | 3 64.2 | 3 60.7 | 3
No/inadequate business plan 61.3 | 6 509 |7 46.8 | 7 475 | 7 410 | 6
No/insufficient track record 46.8 | 9 441 | 8 386 |8 377 | 8 28.7 | 11
Poor credit record of applicant/s | 69.4 | 2 65.8 | 3 56.7 | 5 519 |5 46.0 | 5
Over indebtedness 46.8 | 10 596 |5 573 | 4 64.2 | 4 64.8 | 2
Inappropriate market/business 324 |11 274 | 13 28.7 | 11 27.1 | 12 279 | 10
Inaccurate assessment of size
of market for their product or 491 | 8 329 |10 |351 |10 |370 |9 320 | 8
service... they do not
understand the market
Poor/incomplete paperwork 33.0 | 12 31.1 | 11 246 | 13 26.5 | 13 22.1 | 13
No/ poor financial statements 63.6 | 5 70.8 | 2 67.8 | 2 69.8 | 2 59.0 | 4
Poor/weak cash flow 723 |1 764 |1 795 |1 747 |1 746 |1
Poor/weak costing and pricing 33.0 | 13 29.8 | 12 28.1 | 12 33.3 | 10 295 | 9
No/poor business management
skills e.g. financial 676 | 3 559 | 6 485 | 6 48.8 | 6 394 |7
management, selling
Applicant is not really an 272 |14 |199 |14 |216 |14 |179 |14 |164 |14
entrepreneur
SME does not understand their | 54 ¢ | 5 410 | 9 3.1 |9 200 |11 |254 |12
business plan or financials
Educational qualifications of 93 |16 |75 |16 |82 |16 |124 |15 |98 |15
applicant/s
Non compliance with FICA / 116 |15 |99 |15 |94 |15 |111 |16 |90 |16
other regulations
Age of applicant/s 4.1 17 1.2 17 1.8 17 3.7 17 3.3 17
Other 6.9 5.6 2.9 5.6 7.4
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