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 This is the second in a series of “thought papers” published by the Network 
Science Center at West Point addressing issues facing Small and Medium Enterprises 
(SMEs) in the developing world.  As our team conducts their analyses, certain findings 
and insights might arise that are not directly related to the research question at hand 
but, we believe, are important to both the academic and policy communities.  This 
particular series of “thought papers” will address insights concerning economic 
development issues. 
 
 The Network Science Center at West Point has been involved in ongoing research 
exploring the network topologies of Capital Markets in Frontier Capital Markets.  Frontier 
Markets are essentially a subset of Emerging Markets with lower market capitalization 
and liquidity.  Our team’s research has involved extensive data collection including 
numerous interviews with financial leaders and innovators in these emerging 
economies. 
 
 During the course of this data collection and the subsequent analysis, the research 
team has identified additional topics that we believe are ripe for analysis.  We believe 
that addressing these research topics is vital to understanding and devising potential 
innovations in economic development. 
 

Our initial visits to these Frontier Markets focused on larger firms, financial 
institutions, and macro-economic issues.  During the course of these visits, especially in 
Africa, our teams observed a culture of vibrant entrepreneurship as we met with owners 
and founders of numerous SMEs.  Because of the impact of our discussions with these 
entrepreneurs, we have decided to explore the importance of these businesses and 
their potential impact of economic development, at large, and their potential contribution 
to the development of these frontier capital markets. Our first paper focused on the 
definition of SMEs.  This paper will address the main challenge to SMEs in the 
developing world-the lack of available financial capital. 
 

While SMEs face problems of corruption, impossibly high taxes, and a lack of 
necessary infrastructure, their main difficulty is financing. Some studies have shown that 
anywhere between 80 to 90% of SMEs face debilitating financial constraints.1 This is 

                                                 
1 Lefilleur, J. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing 
in Sub-Saharan Africa, 1. Retrieved from 
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not unexpected as it is apparent how financial investors and firms feel about lending 
money to SMEs.2 Derreumaux states that “relations between banks and SMEs have 
always been very similar to those between an old couple who constantly blame each 
other yet have to live together.”3 According to the Network Science team who 
interviewed entrepreneurs in Ghana in the summer of 2011:   

 
SMEs have almost zero access to financing. We continually heard the mantra that 
“microfinance loans are not ‘sized right’ for my type of business.”  They tend to be 
focused on the “micro-business” that might need capital to buy an initial sales 
inventory and can re-pay the loan as goods are sold.  The businesses that we visited 
have much more ambitious goals and have much longer payback periods.  One 
CEO mentioned that his investments have a planned two-year payback period.  
Microfinance loans that charge 40%+ interest are not a viable option for a business 
that requires longer-term capital to grow.4 
 
Investors consider it much riskier to finance firms in Africa than those found in other 

areas of the world. Regardless of location, investors also believe that it is riskier to 
invest in a small firm than a large one. Therefore, SMEs in Africa, where most firms are 
small, face an incredible amount of difficulty finding individuals or firms or credit lending 
institutions willing to support them. The reluctance of banks to lend to these businesses 
means that they are unable to grow to their full potential as “when firms are growing 
they are least able to finance investment opportunities from retained earnings because 
while growth many expand investment opportunities, it also squeezes cash flow.” 5 If 
banks will not lend to firms to allow them to make these changes, they will stagnate.  
 

This was shown to be true in Ghana where commercial banks proved to be 
incredibly adverse to any type of risk. From their standpoint, SMEs are a bad risk 
because these businesses normally need financial support at the time of their creation 
when they have no standing to prove their worth. This is not when a commercial bank 
wants to get involved. They would need a great deal of collateral or some other proof of 
strength in the business before they would even consider getting involved. These are 
not easy things for a new SME to produce to the satisfaction of the bank. According to 
information discovered in Ghana by the Network Science team:  
 
                                                                                                                                                             
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf. 
2 Ibid. 
3 Derreumaux, P. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME 
Financing in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 19. 
4 Network Science Center. (2011). Ghana Trip Report: SME Access to Finance, 3. See 
http://www.netscience.usma.edu/publications/publications.htm.  
5 Collier, P. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing in 
Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 3. 
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They require very detailed financial records and documents and if approved, the 
loan rates are incredibly high; 25-30% for a firm that is deemed a quality candidate. 
This is in an economy where the reported inflation rate in 2011 is estimated at 
approximately 11%.6 
 
A study conducted at the World Bank shows that “bank financing to SMEs in Africa 

is less significant and more short-term than in other developing countries” and that loan 
fees and interest rates in African countries are significantly higher than in the rest of the 
developing world.7 The current financial system that is found throughout Africa is not 
equipped to provide the assistance through loans that smaller firms need to be able to 
thrive. It appears to be able to successfully provide large businesses with short-term 
loans but in the high risk environment of lending to small firms what is truly needed is 
long-term equity provision.8 This is because for SMEs to develop they require long-term 
loans made up of a relatively small amount of credit. SMEs are not going to apply for 
loans if the type of loan they are looking for is not available.9 
 

The clear preference for larger firms in African countries when it comes to financial 
support, also hinges on the fact that “lending to SMEs is hampered by lack of 
knowledge of the sector, high transaction costs, limited staff capacity in financial 
institutions, poor credit culture among some target SMEs as well as underdeveloped 
tools to identify and mitigate risks associated with lending to SMEs.”10  
 
The Financing Gap 

The financing gap that SMEs face normally fall into one of three areas: (1) they 
lack available collateral to be able to get loans at affordable interest rates, (2) they do 
not have the management or skills necessary to obtain the capital that is available to 
them, and (3) discriminatory extraneous factors, such as the gender of owners (women-
owned enterprises are typically disadvantaged), the age of the firm (newer SMEs with 
no track record receive little or no financing), the location of firms (rural enterprises have 

                                                 
6 Network Science Center. (2011). Ghana Trip Report: SME Access to Finance, 3. See 
http://www.netscience.usma.edu/publications/publications.htm. 
7 Peria, M. S. M. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME 
Financing in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 5. 
8 Collier, P. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing in 
Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf. 
9 Atieno, R. (2001). Formal and informal institutions’ lending policies and access to credit by small-scale enterprises 
in Kenya: an empirical assessment. African Economic Research Consortium: AERC Research Paper 111. Retrieved 
from: http://www.aercafrica.org/DOCUMENTS/RP111.PDF.  
10 Tadesse, A. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing 
in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 17. 

http://www.aercafrica.org/DOCUMENTS/RP111.PDF
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restricted access to financing), and lack of political connections.11 In fact, SMEs are 
most often headed by women and, therefore, are found within homes rather than in 
official storefronts which keeps these businesses from being included in the official 
statistics. If they are not considered to be true businesses then they will not be given the 
opportunity to obtain financing. Not only do they “often get the impression that they are 
not capable of taking advantage of these credit schemes, because the administrative 
costs associated with the schemes often outweigh the benefits,” they may also not have 
the available collateral to obtain a loan.12 Ghana shows that those businesses that are 
just getting off the ground and any business that has little to no collateral and/or credit 
history has extensive problems finding banking support. The cost of doing some of 
these formal required services in the banking sector also ends up being a hindrance to 
smaller businesses as, not only is it daunting, it costs a great deal of money.13   
 

The banks concerns can be placed into three major categories. First, there is a 
lack of equity which means banks often put greater restrictions and require more 
guarantees than they would from other businesses. Second, there is a lack of 
formalized structures within many of the businesses which results in a failure to be 
properly organized “particularly in terms of human resources, accounting, administrative 
management and control functions.”14 This inevitably concerns the investor who sees a 
lack of proper control being exercised over the business. Third, SMEs lack “forward-
thinking vision” and as a result, do not have the ability to create strong futures in which 
they provide themselves with exponential economic growth.15  
 

However, it is not only the SMEs failures that result in their lack of financing. 
Banks also have a number of shortcomings that keep them from being what SMEs need 
them to be. First, banks do not supervise SMEs as closely as they need to be because 
it requires a great deal more time compared to the amount of money that is made which 
means that firms inevitably deteriorate and banks will become even more unlikely to 
lend to SMEs. Second, banks do not have the experience and expertise necessary to 
deal with the type of financing that SMEs require. Third, the legal environment in many 
African countries actually makes it highly unlikely that banks will want to loan money as 
                                                 
11 Tadesse, A. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing 
in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf. 
12 Abor, J. and Quartey, P. (2010). Issues in SME Development in Ghana and South Africa. International Research 
Journal of Finance and Economics, 39. Retrieved from http://www.eurojournals.com/finance.htm. 
13 Falkena, H., Abedian, I., von Blottnitz, M., Coovadia, C., Davel, G., Madungandaba, J., Masilela, E., and Rees, S. 
SMEs’ Access to Finance in South Africa: A Supply-Side Regulatory Review. The Task Group of the Policy Board 
for Financial Services and Regulation. Retrieved from: 
http://www.treasury.gov.za/publications/other/Access%20to%20Finance%20in%20South%20Africa%20-
%20A%20Supply-Side%20Regulatory%20Review.pdf. 
14 Derreumaux, P. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME 
Financing in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 19. 
15 Ibid. 
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they often can never recover bad loans. This means that lending institutions interest in 
lending money to SMEs is further reduced and in conjunction with this banks increase 
their conditions for loaning money.16  
 
The Informal Sector 

Since formal communication between banks and SMEs is often not possible, a 
majority of financial transactions in African countries occur in the informal market. In 
Africa informal finance refers to “the operations of savings and credit associations, 
rotating savings and credit associations (ROSCAs), professional moneylenders, and 
part-time moneylenders like traders, grain millers, smallholder farmers, employers, 
relative and friends, as well as cooperative societies.”17  
 

Studies on SMEs have shown that smaller firms rely on internal financing to a far 
greater degree than larger firms and that the “likelihood of a small firm having access to 
a bank loan in low-income countries is about a third of what it is for a medium-sized 
firm, and less than half of what it is for a larger firm.”18   
 

The poor often lack legal ownership of their home, their land, and their business. 
They live informally which means that “they cannot use their land or their homes as 
collateral on a loan; often they lack addresses they could associate with a bank account 
or credit application. Entrepreneurs can face high fees, inefficient and sometimes 
corrupt procedures, and burdensome regulation that essentially make it too costly to 
incorporate legally, forcing many small and start-up enterprises to remain in the informal 
or extra legal sector.”19  According to Sutton and Jenkins:  
 

Informality contributes to insufficient market information for financial institutions. 
Because most of the poor have never held checking or savings accounts, taken 
bank loans, or entered into legal contracts, it can be difficult and costly for 
commercial financial institutions to determine what assets they have, what kinds 
of services they might need, or what levels of risk they might represent. Banking 
system regulations, such as interest rate caps, directed lending, and high reserve 
requirements discourage them further still. 20  

                                                 
16 Derreumaux, P. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME 
Financing in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf. 
17 Atieno, R. (2001). Formal and informal institutions’ lending policies and access to credit by small-scale 
enterprises in Kenya: an empirical assessment. African Economic Research Consortium: AERC Research Paper 
111. Retrieved from: http://www.aercafrica.org/DOCUMENTS/RP111.PDF, 10. 
18 Financial Inclusion Experts Group: SME Finance Sub-Group. (2010). Scaling-Up SME Access to Financial 
Services in the Developing World. G20 Seoul Summit. Retrieved from:  
http://www.ifc.org/ifcext/gfm.nsf/AttachmentsByTitle/G20SMEFinanceStocktaking/$FILE/G20_Stocktaking_Repo
rt.pdf, 6.  
19 Sutton, C. N. and Jenkins, B. (2007). The Role of the Financial Services Sector in Expanding Economic 
Opportunity. Economic Opportunity Series. Retrieved from: http://www.hks.harvard.edu/m-
rcbg/CSRI/publications/report_19_EO%20Finance%20Final.pdf, 6.  
20 Ibid, 7.  
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Even those firms that are able to provide the bank with the required information 

face the hurdle of accounting standards (which can either be nonexistent or 
overwhelming) and the lack of accounting firms that can be trusted with such delicate 
information. This adds up to a situation in which a bank will never be able to learn about 
the payment history of SMEs to determine whether or not they are a good risk as these 
records normally do not exist. There are few or no credit bureaus that exist in Africa – 
depending on the country and there is nothing that prevents businesses from lying 
about their financial status. Finally, banks find that they have nothing to take as 
guarantee as “tangible assets have practically no market value as there are normally no 
buyers whereas land or leases can generally only be transferred once agreement has 
been obtained from the public authorities which is a long and difficult process.”21  
 

For those businesses that would like to expand and cannot find what they need 
in this informal market, they often find that they have nowhere else to turn as they 
cannot obtain any support from the formal market.22  
 
Other Options and Problems 

Venture capitalists and angel investors tend to give African countries a wide 
berth as risk capital is more difficult to obtain than debt capital. Those venture capitalists 
that do decide to get involved do not behave like the ordinary venture capitalists – they 
behave more like private equity funds.23 Ghana shows this to be true as venture 
capitalists, angel investors, and private equity firms do not seem to be interested in 
financing its SMEs. They seem to be more interested in larger, well-established 
businesses that need larger loans that can be paid back in the short-term and 
businesses that do not require hand-holding.24 Finally, the money that businesses could 
be receiving from NGOs, the IFC, USAID etc. are seen as either not being targeted for 
the small firm or being more trouble than they were worth.25  
 

                                                 
21 Lefilleur, J. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing 
in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf, 14.  
22 Atieno, R. (2001). Formal and informal institutions’ lending policies and access to credit by small-scale 
enterprises in Kenya: an empirical assessment. African Economic Research Consortium: AERC Research Paper 
111. Retrieved from: http://www.aercafrica.org/DOCUMENTS/RP111.PDF. 
23 Tadesse, A. (2009). Rethinking Finance for Africa’s Small Firms. Private Sector & Development: SME Financing 
in Sub-Saharan Africa, 1. Retrieved from 
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Pr
ivate-Sector-and-development-En.pdf. 
24 Network Science Center. (2011). Ghana Trip Report: SME Access to Finance, 3. See 
http://www.netscience.usma.edu/publications/publications.htm. 
25 Ibid. 

http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Private-Sector-and-development-En.pdf
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Private-Sector-and-development-En.pdf
http://www.aercafrica.org/DOCUMENTS/RP111.PDF
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Private-Sector-and-development-En.pdf
http://www.proparco.fr/webdav/site/proparco/shared/PORTAILS/Secteur_prive_developpement/PDF/SPD1_PDF/Private-Sector-and-development-En.pdf
http://www.netscience.usma.edu/publications/publications.htm
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Besides considering the financial problems that SMEs face, there are many non-
financial issues that keep them from being successful.26 Mensah states that: 
 

SME owners are reluctant to be transparent or open up involvement of their 
businesses to outsiders. They seem to be unaware of or oblivious to the 
obligations and responsibilities they have toward capital providers, and the need 
to acquire or seek support for technical services like accounting, management, 
marketing, strategy development and establishment of business linkages (1-2).27 

 
In order to be taken seriously in the business world, especially by investors and 

financing institutions, owners need to prove that they have a high level of education but 
the level of education necessary is higher than most of what one can obtain in Africa.28 
Another problem SMEs face is that they lack managerial skills. Even though SMEs 
managers may be highly motivated and willing to work hard to make their businesses 
successful, they do not have the concrete knowledge regarding how to run a business 
and the necessary financial plans that go along with this knowledge. This makes it 
highly difficult to compete with larger firms.29 Plus, SME owners have not taken 
advantage of the different services that could make them a better risk such as 
management and support services that can be found in many of the countries that 
would allow for a strong foundation in business skills and how to obtain capital for 
starting a company or expanding one. Many owners see these services as “cost 
prohibitive and non-value adding.”30 
 

SMEs also have to contend with regulatory constraints which pose serious 
challenges to SME development. According to Abor and Quartey, “the high start-up 
costs for firms, including licensing and registration requirements, can impose excessive 
and unnecessary burdens on SMEs.”31 If the SME cannot afford to go through the legal 
process of licensing and registering then they will exist outside of the formal markets 
and be incapable of applying for any type of “legitimate” financial assistance.  
 

Finally, SMEs must contend with the high crime rate that exists in many areas of 
Africa. This tends to scare investors away. In order for financial institutions to feel 
comfortable investing in these locations, the level of crime across Africa would have to 
drastically decline.32 
                                                 
26 Mensah, S. (2004). A Review of SME Financing Schemes in Ghana. Presented at the UNIDO Regional Workshop 
of Financing Small and Medium Scale Enterprises. Retrieved from: 
http://www.semfinancial.com/publications/SME%20Financing%20Schemes%20in%20Ghana.pdf. 
27 Ibid. 
28 Ibid. 
29 Abor, J. and Quartey, P. (2010). Issues in SME Development in Ghana and South Africa. International Research 
Journal of Finance and Economics, 39. Retrieved from http://www.eurojournals.com/finance.htm. 
30 Ibid, 2.  
31 Abor, J. and Quartey, P. (2010). Issues in SME Development in Ghana and South Africa. International Research 
Journal of Finance and Economics, 39. Retrieved from http://www.eurojournals.com/finance.htm. 
32 Fatoki, O. and Odeyemi, A. (2010). Which New Small and Medium Enterprises in South Africa have access to 
Bank Credit? International Journal of Business and Management, 5 (10). Retrieved from www.ccsenet.org/ijbm. 

http://www.semfinancial.com/publications/SME%20Financing%20Schemes%20in%20Ghana.pdf
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Possible Solutions and Alternative Approaches 
 

The finance gap in Africa is holding its people back from being able to truly own 
their businesses, their lives, and their country. In order for Africa to move forward and to 
realize all of the potential that its people clearly have in the area of SMEs, steps must 
be taken. The team has generated a few possible ideas that we submit might be a 
potential solution to address this finance gap.  Our next thought paper will address one 
of these potential solutions.  

 


