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ABSTRACT: This paper aimed at investigating the magnitude of the financing barrier as faced by small Egyptian construction firms (SCFs) while accessing formal sources of finance. Two surveys were conducted; the first was compiled and sent to Egyptian contractors while the second was conducted among financial institutions working in Egypt. For a further investigation of the SCF financing issue, the financial data for a typical small construction firm was examined. 

 Two major findings were concluded. First, the lack of access to suitable sources of finance was indeed a barrier to growth for SCFs. Approximately, 70% of SCFs stated that they could not access formal sources of finance and 85% confirmed that the lack of suitable financial resources hindered their ability to compete for larger projects. Second, SCFs were set in an adverse situation when applying for credit as compared to large ones. 88% of credit institutions confirmed that SCFs are high-risk ventures while 70% agreed that they would typically incur a higher cost of debt than their larger counterparts. Consequently, SCFs end up obtaining financial facilities at around 2% higher cost than the rate ordinarily charged to larger firms. Finally, the paper highlighted the prospective benefits that could be achieved if finance were made available to SCFs for the firms and the economy as well. 
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INTRODUCTION
During the last decade the construction industry in Egypt was experiencing a considerable growth of an average of 10% per annum (Information and Decision Support Center IDSC 1998). It also had a significant contribution to the economy as a whole averaging at 25% of the Gross National Product (GNP), (IDSC 1998). SCFs contribute to a sizeable portion of this amount. It is estimated that 70% of the construction work is being executed directly or indirectly by SCFs, United States Agency for International Development (USAID 1995). 

Nevertheless, it is seldom that these firms realize their full growth potentials. Researching in this regard, it was found that numerous factors are considered as a barrier to growth for these firms. To this end, this research attempted to help these SCFs realize their full growth potentials focusing mainly on the lack of access to formal sources of finance as a main barrier to growth.

BACKGROUND
SCFs play an increasingly important part in improving the overall performance of the construction industry (Task group and working commission 2006). Further, they are highly represented in construction (Small business research and policy 2005). According to the Egyptian Federation for Construction and Building Contractors (EFCBC 2005), SCFs constitute 88% of the total construction firms population. Bearing in mind the amount of companies not registered, this figure can get as high as 95%. 

Earlier studies defined the lack of finance as the main barrier to growth (Pfefeer 1966 & O'Neil et al. 1987). SCFs do indeed meet considerable difficulty to access finance (Bergeron 1994, Bosa 1969 & Kangari et al.1992). This difficulty has two aspects: the first is to access finance whether through formal or informal sources. The second aspect is that even if some source of finance is accessed, it is seldom that funds are available (or completely available) when the need arises (Russel 1992 & Sullivan 1989).

The construction market by nature is an easily accessible market. Accordingly, it does not need excessive start-up or investment capital.  Further, small firms tend to enter the market in specialties that do not need excessive amount of start-up finance (Pfefeer 1966, Gross 1969 and Russell 1992). The authors mentioned that SCFs rely primarily on internal sources to finance start-up and operations. Simons (1974) mentioned that almost 65% of the cash raised for small firms is internally generated.

The most difficult part of financing growth is obtaining the financing for working capital. The reasoning behind that is explained in the following statement: “the financial problems of starting small businesses can be overcome, but survival and growth present other financial problems”, (Cormican 1994). Therefore, this research was mainly targeted at raising capital for operations and growth (working capital). 

Curran (1986) described the general attitude of banks towards small companies: "The younger and smaller is the firm, the less willing is the bank to deal with it."

In Construction, as any other industry, loans to contractors follow the six most important factors for credit assessment (Beck 1995 & Postyn 1982). These factors, often referred to as the six C's, are: character (management team capabilities); cash flow; capital; collateral; coverage and conditions.

OBJECTIVES
This study has three main objectives:

· To evaluate the magnitude of the financing barrier as faced by SCFs particularly with regards to obtaining working capital for operations and growth. SCFs have more difficulties in raising capital than larger ones (Barber 1989, Beck 1995, Hughes 1994 & Curran 1986). Moreover, the major obstacle for these firms is the unavailability of suitable funds (Bosa 1969 & Storey et al. 1987). This objective assesses the statement with respect to Egyptian SCFs. 

This evaluation is both in terms of availability and conditions. The percentage SCFs deprived from accessing finance is estimated. Then, using a simple quantitative model, an index to the degree of difficulty that might encounter SCFs in obtaining finance was estimated.

· To explore the perceptions of credit professionals concerning lending small construction firms. Consequently, the financing barrier as faced by SCFs while accessing formal sources of finance can be easily assessed.

· To appraise the benefits that could be gained if more appropriate sources of finance were offered to (SCFs). For small construction firms/industry, this is  recognized in terms of growth and profits. For the economy, it is recognized in terms of employment and GNP.

METHODOLOGY
Two surveys were conducted for this research. The main aim of these surveys was to investigate the limited access to finance and unfavorable credit conditions facing Egyptian SCFs as pertaining to obtaining working capital for operations and growth. The first survey was conducted among numerous Egyptian contractors while the second was conducted among credit professionals working in financial institutions operating in Egypt. For further investigation of the amount of working capital required to finance a typical construction project executed by a SCF relative to the project's size, the financial data belonging to an executed project was examined.

Finally, an attempt was made to evaluate the prospective benefits that could be gained if finance were made available for SCFs, both for the firms themselves and for the economy at large. Four simple assumptions were presented in this regard. Three were obtained from studies conducted in the same domain then applied for the purpose of this study. The fourth was the authors’ own point of view represented. 

Contractors' Survey

A survey was conducted among construction firms working in Egypt. However, the best segment to survey would be the small entrepreneurs themselves facing the problem. The firms' contact information was obtained from two sources. The first source was a specialization construction firm index issued by EFCBC 2004-2005 edition. The second was the EFCBC web site company listing. The survey was sent using normal mail, fax and e-mail. 

The main references used for the survey's ideology, questions and analysis were two earlier studies.  The first one was conducted in Uganda, (Bosa 1969).  In this study, a survey was conducted among small businesses to investigate their modes of operation and the problems facing them.  The second study was conducted in the UK to compare different financial aspects between women-owned small businesses and men-owned ones (Read 1998).  

The survey questions were compiled in a manner such that the questions were simple and the survey was as short as possible. The intention behind that was to encourage as many firms as possible to respond to it. The analysis of the results of this survey was also performed in accordance with the previously mentioned two studies. Further, other techniques from previous studies (Kolstee 1993 & Zoltan et al. 1996) were adopted for this study. The survey consists primarily of three parts.

a) Company information: this section consists of five questions aiming at presenting the respondent firm's general information. It focuses on the firm size indicators such as age, number of employees, field of operation and legal form. 

b) Financing information: this section contains four questions, where information regarding the firm financing is considered. This part is the start of the financing barrier investigation.

c)  Access to sources of finance: this section is intended to present the firms’ own input regarding access to finance. The section consists of four questions. In association with data gathered from the above sections, it is possible to investigate whether SCFs meet difficulties in accessing formal sources of finance or not. 
The Financial Institutions Survey
Banks are always regarded as the most traditional and readily available source of finance for small and medium businesses. For this reason, the financial institutions survey
focused primarily on banks. The banks included were government banks, jointly-owned banks (Egyptian Governmental bank and a foreign bank) and privately-owned banks. This diversification was primarily meant to present different perceptions and notions.

The survey was more interview-oriented than statistics-oriented. An outline for the interview was prepared and the interviewees were allowed to speak freely to present their own views and opinions with regards to the research issue.  Interviews were conducted with 17 credit professionals.  All the interviewees have had a formal education in business and finance and all work or worked in credit institutes.  The sample surveyed was quite diversified.  It had bank credit officers and managers, financing consultants and venture capitalists.  However, the educational backgrounds, types and years of experience were also quite different among them. 

Three references were mainly used while compiling the questions and subsequent analysis for this survey (Hughes 1994, Homles 1994 & Poston 1982).  Only one of these studies indeed conducted a survey.  Nevertheless, all of them contained elaborated literature with regards to dealing with financial institutes and accessing finance for the business.  In essence, this survey aimed at discussing two main themes.  The first theme was the financial institutions' perceptions concerning financing SCFs. The second discussed a quite debatable issue which is the cost of finance for SCFs.  The interview discussed basically the following issues:

1. Bank general information: this section aimed primarily at introducing the sample involved.  It also introduced the mechanism used by different applicants to access a certain credit facility.  The bank /financial institution ownership, administration and the most important factors considered by credit professionals for assessing company eligibility for financial services were discussed.

2. Industry and company size: this section focused on the relevance of the industry sector and the company size with regards to obtaining finance.  It contained five questions which aimed at contrasting construction to other industries as well as contrasting big to small construction firms.

3. The cost of debt for a small construction firm: this last section contained four questions, and focused on the definition of the cost of debt and how this cost differs according to the company's industrial sector and size.  

Cash Flow for a Typical Small Construction Project (a Case Study)

To illustrate the financing barrier typically encountered by a SCF while executing a typical project, real data from a real project is presented.  It is true that one project could not be used to evaluate the whole industry; however, we chose a successful project, funded by a reputable agency (USAID), and the project proceeded and ended with no problems. Nevertheless, studying the financial data, it was realized that a lot of financial pressure was imposed on the firm during project execution.  The following is considered:

· The contract was a lump sum.  Interim payments were made on percentage completion basis.  Payment requisition is presented in accordance with the contract clause that was to be paid by the owner within a maximum period of one month. 

· Change orders were documented with the project progress and were paid separately at the end of the project.

· No delays or claims occurred during the course of the project.  It was commissioned in accordance with the time schedule and within the pre-described budget limits.

The above points favored the choice of this project.  So, this example was a best case – not even the normal case – for a construction cash flow.

ANALYSIS OF CASH FLOW
A simple cash flow analysis of the project was performed.  The S-curve was presented with the cost of borrowing incorporated.  The main aim of this section is to demonstrate the amount of financing required relative to the project's total value.  Accordingly, the working capital required from the SCF was determined and the financing barrier could be assessed. 

Table-1 presents the dates of payment requisitions and the money receipt from the owner. The contractor (Cairo Air Improvement Project CAIP) presented all the requisitions in due time except for the last one.  The owner delayed in each and every payment all through the course of the project.

	Insert Table-1 around here


Figure-1 presents the cash flow for this project.  Cost values were obtained by dividing the value of the total cost incurred each month by 4 weeks.  This methodology was used to simplify calculations while still demonstrating the case study clearly.

	Insert Figure-1 around here


Examining the cash flow chart, the following is realized:

· The expenditure curve (S-curve) was above the payment curve for almost the entire period of the job.  This meant that the contractor was financing the project execution for most of the project duration.

· Examining the values of cumulative payment and cumulative expenditure at every point in the project's life time, it was noticed that the difference between them at week 19 reaches a maximum of L.E. 324, 264.58.  This indicated that at that point, the contractor has contributed by 42% of the total project value.
· The average financing value contributed by the contractor was 

L.E.109, 06.00 or 14% of the total project value for the entire working period up to the final payment date.  Overall, the amount of working capital financed for this job was quite large relative to the total job value. 
ANALYSIS OF CONTRACTORS' SURVEY
The survey was sent to 160 companies; only fifteen (15) responded, making   the responding percentage 9.37% which was acceptable percentage for these kinds of surveys (Kangari et al. 1992 & Langford et al. 1993).  The percentage of "dead entries" was estimated at 10% to12%. 

Respondents were the firms’ owners, designated personnel nominated by them, or the company manager, in all cases along with the company’s financial manager to respond to the financial issues requested by the questionnaire. 

While sending out the survey forms to different companies, there was no way to ensure that all the firms participating would be small.  Nonetheless, all through the analysis, the general characteristics of the surveyed sample was portrayed. Consequently, small firms were separated from medium and large ones.

The number of respondents compared to the number of construction firms operating in Egypt could not be considered as a representative sample of the industry.  Therefore, in computations, no statistical techniques were applied and only a simple analysis was performed.  Consequently, it was necessary to verify survey results by comparing them to studies conducted in the same domain.  Comparisons were made to studies conducted in developing countries particularly in Africa (Kolstee 1993 & Bosa 1969).  Moreover, a comparison of the survey results was made with the findings of a recent study conducted in Egypt by USAID (USAID 1997).

Company General Information

Company age
 The first question of this section was, "For how long has the firm been working in construction?" Naturally, age is a prime indicator of size.  Firms normally start small (Serdar 1998).   Answers to this question were divided into four options.  Only one company was from 0-5 years, three companies were from 5-10 years (20%), four companies were 10-15 years, and the remaining seven (47%) were15 or more.
Field of specialization
 The second question inquired about the firm's specialty in the industry.  The firm specialty is another size indicator.   It is stated in the literature, and was also found in this research, that there are certain specialties favored for small operations (Cormican 1994). 

Answers showed that 47% of respondents were working in the field of general construction.  This reflects the fact that general construction category is the most prominent in the Egyptian market (57.4% according to EFCBC data).  Electromechanical companies came second at 33.3%.  However, it should be taken into consideration the redundancy factor, as one firm might have more than one specialization.
EFCBC membership
 The first part of the third question inquired whether respondents were members of the EFCBC or not.  A company not registered in the EFCBC is most probably small, as most of the reputable employers (or most of the medium to big projects) require EFCBC registration from any potential contractor.  Twelve companies were EFCBC members presenting 80% of the total.  Therefore, it was apparent that more developed companies – not necessarily in size – were those who responded to the survey, and were expected to be members of the EFCBC. 
Company size according to EFCBC rank
 The second part of the third question inquired about the firm's rank in EFCBC.  This is a direct indication to the firm size.  EFCBC ranks all its members, according to their number of employees, previously executed projects and firm capital, into various size ranks.  Seven companies ranked in the small category.  Actually, four ranked small and three were non-EFCBC members; representing 47% of the total number.  Five were medium representing 33% and three companies were large representing 20%.
Company legal form
 The fourth question inquired about the firm's legal form.  This factor gives an indication of the firm size.  A prominent characteristic of a small firm is that it is a sole proprietorship or family business (Pfefeer 1966 & Barber 1989).  Answers to this question coincided to a great extent with this fact.  Six companies indicated partnership as their legal form.  Another five indicated sole proprietorship.
Company size according to the number of employees
 The last question was "What is the number of permanent employees?"  In the absence of financial information, the firm number of employees is the most important size indicator.  Moreover, in construction, the number of employees is indeed a reliable size indicator (Barrow 1993 & Rhyn 1988).  However, answers showed that firms considered small having from 1 to 20 employees, were seven (47%).  The number of companies considered medium having from 20 to 50 employees was six (40%), and the number of firms considered big having 50 or more employees was two.  Obviously, these results coincided with the results obtained from the previous section (company size according to EFCBC rank).
Company Finance Information

Sources of start-up finance
The first question inquired about the source of the firm start-up finance.  Eighty percent (80%) of the firms indicated owners' equity as their start-up finance source.  One company indicated mutual funding from owners and banks; one company indicated funding from small private investors; and one company indicated public subscription.  One significant finding was that all SCFs as recognized in the previous section indicated owners' equity as their prime source of start-up finance.  
Bank facilities and services
 The second question was "Does the company have a bank account? If yes, what are the credit facilities available for your firm?"  This was an important question of this survey.  For so long banks were identified as the main source of finance for small businesses (Read 1998).  Results revealed that almost all the respondents had bank accounts.  Besides, each respondent was allowed to tick more than a single facility.  The most used credit facilities were letters of guarantee (bid bond, performance bond) and letters of credit for important purposes.  Both items were indicated eight times presenting 53%.  Secured loans and overdrafts were indicated five times and only one company has unsecured loans facility.  Four companies (26.7%) did not answer this question.  
Working capital
 This question inquired about the sources of finance of working capital for SCFs.  Sources used by SCFs to finance operations are an indication to the modes of finance available to SCFs and the financing barrier (if any) encountered while accessing these resources.  Internal firm resources in the form of owners' equity and cash generated from operation were indicated by 13 firms (86%) out of the total number of firms as the most used source for financing operations.  Six companies out of seven SCFs indicated internal resources as their only source of working capital.  

Access to Sources of Finance

Firm's preference for financing operations
The first question inquired about the working capital and what was the best way as seen by a construction firm to finance on going operations.  This question seems quite similar to the last question of the previous section.  However, in the previous question, facts about the firm were stated.  This question inquired about the respondent's preference to finance business. Twelve companies (80%) indicated that they preferred to finance operations using their own resources.  Respondents indicated two main reasons for this behavior.  The first was that equity money was less risky for financing a business venture than debt money; because if the business venture failed, the entrepreneur and owners would only lose their investments.  Secondly, in case of failure, using debt finance could lead to the loss of the entrepreneur's assets. Therefore, whenever possible, the contractor preferred to finance his high-risk work (construction) with low risk money (equity money) than to finance it with high-risk debt money.  This reason, associated with high interest on debt and higher non-payment risks characterizing the industry in Egypt, made debt money under normal circumstances quite unappealing.  Five (5) companies indicated that they wanted to depend only on their own resources; another five companies indicated that they wanted to depend only on their own resources and on credit from suppliers. This meant that 67% of the population disregards banks – the traditional lending institution to small firms.
Availability of credit facilities for construction firms both for start-up and working capital
 These are questions 2 and 3.  Question 2 asks "Do you think that finance/credit is available for your business?"  This question addresses directly the study point.  "Is finance available for your business?" Question 3 inquires whether the company had easy access to finance start-up.  However, no decisive conclusion was reached in these two respects.  For both questions 50% were "yes, credit is available" and 50% were "no, credit is not available".  Analyzing the responses of small firms, we realize that out of seven SCFs, five (71% of the SCF population) indicated that they found difficulties in obtaining credit either for start-up or for operations financing, which proved further the point of limited access to sources of funds for SCFs. 

Limited access to sources of finance as a barrier to growth
 The last question is about the main point of the paper, growth and financing as a barrier to growth.  It states "Do you think that your company can be more competitive and take more business opportunities if it had larger credit".  Responses to this question were quite conclusive.  Thirteen companies (86.7% of the whole population) answered affirmatively to confirm that if they had more access to credit they would have been more competitive and would have grown.
ANALYSIS OF LENDERS' SURVEY
Bank General Information
Type of credit institute bank

The first question of this section typically asked "What type of bank are you working for?"  The type of the institution is an important factor in determining its perceptions and policies with regards to SCFs.  As an example, a privately-owned bank aiming solely at profit does not have the same policies as a specialty government bank or a private equity firm.

Most of the interviewed professionals worked in banks and half of them in jointly-owned banks.  These are joint ventures between an Egyptian bank (government-owned) and a foreign or private bank.  One person interviewed worked as a free lance financial consultant and two persons worked as venture capitalists.

Years of experience

The second question inquired about the relevant experience of the respondent.  This is an important factor to comprehend the ideas and the general attitudes of the interviewees.  The length and nature of the financial professional experience shape to a great extent his manners on the job (Postyn 1982).  This question has a strong relationship to question 4 in the next section.  Twelve out of the seventeen interviewed (70%) had between 0 and 10 years of experience.  Only two respondents had more than 15 years of experience.  This indicated that the majority of the professionals interviewed were exposed to modern trends in financing and credit practices.

Most important initial factors considered when assessing the eligibility of a company to credit facilities

The third question investigated the most important characteristics for credit assessment of any company. As mentioned previously, these factors, often referred to as the 6C's.  In this question respondents were asked to arrange these factors according to their order of importance (one is the most important factor).  Results of this sorting were then summarized in table-2.
Worthy to mention is that two items were combined into one, namely: cash flow and capital.  The last two items were regarded as the least important by every one; thus, they came in the 5th and 6th places respectively and were not included in the results.

	Insert Table-2 around here


Cash flow and capital: As per Table-2 60% of the respondents described this factor as the most important while assessing the company’s credit worthiness.  This approach presents the "classical" point of view of credit studies where balance sheet and income statements were analyzed.  Ratios were then calculated, compared to pre-set figures and accordingly, the decision to offer/not to offer credit facilities was reached.  For this survey, the detailed analysis and ratios were used to assess the credit worthiness of a certain company.

Character (management team capabilities): Thirty percent (30%) pointed out this factor.    They outlined the management team ability to work and generate profit as the most important while assessing the credit worthiness of a company. This trend represented the more "investment" oriented approach to offering finance.
Collateral (and backlog): perhaps the only (and definitely the most used) collateral for construction is the construction contract itself.  However, it is generally conceived that using a construction contract as collateral shifts the risk from the bank more towards the owner with final recourse on the construction company.  Another related factor to using the contract as collateral is to show how many contracts the firm is currently executing and what the expected income from them is.  This is frequently referred to as the company backlog. 

Industry and Company Size

Previous experience in dealing with construction

The first question of this section inquired about previous experience of the respondent in dealing with construction firms.  This question complements question 2 of the previous section. 65% of respondents had pervious experience with construction. Cross checking the answers, it was found that older respondents, who worked mainly for public sector government and joint banks, were the ones who deal (or dealt) with construction.  Respondents who had no previous experience with construction were the ones working for private banks. This question was actually quite relevant, as previous personal experience and prejudice of the credit officer would have a direct impact on his "willingness" to negotiate and offer financing with the firm's owners (Postyn 1982).

Favored industries for credit institutes

This question inquired about the favored industries for credit professionals and the reasoning behind that. The question asked “Is there any favored industries for credit institutes and why”?
The majority 82% agreed that there was no such thing as a "favored" industry for credit worthiness.   All respondents pointed out that any industry/firm that generated uniform cash flow and had a sound financial position is desirable.  As a matter of fact, construction does not really satisfy the above criteria of predictable and sustainable cash flow.  It is cyclic in nature (Bergeron 1994 and Coombs 1989).  The company revenue is always related to the work to be executed or contracts to be awarded.  An exception to this case will be a big construction firm with a portfolio of projects somehow guaranteeing a constant cash flow stream.   As also pointed out by most of the respondents, the favored industries targeted by credit institutes depend greatly on the current economic status and the sector's performance. Further, Government and Public Sector construction firms do not have enough resources to finance and complete their projects. Furthermore, to furnish credit facilities to any private construction business venture, the individual case has to be thoroughly studied.  However, all the above mentioned makes construction definitely not on the financial institutes' wish lists.

Construction as a high, medium or low-risk industry

The third question typically asked "Do you consider construction as high, medium or low risk industry?"  Answers to this question determine two points.  The first is the willingness of the financial institute to offer financial facilities to SCFs.  The second is an indication of costs incurred when offering these facilities.  Financial institutes often require higher returns on riskier/smaller businesses.

Eighty-nine (89%) of the respondents agreed that construction was a medium to high-risk industry, with 47% confirming that it was a high-risk business.   This finding affirmed the classical literature point of view (Clark 1972 & Gross 1969).  
Industrial sector vs. company size

This question along with the next one is quite related. They contrast the firm field to its size.  

Respondents were asked "What is more important while determining the interest rate when lending to a business?  Is it the business nature or the firm size?"

All respondents, with the exception of one, confirmed that the industry sector as related to the economy and the current market status was more important than the individual entity size.  The general view was that it is the industry rather than the size of the company that governs the overall level of risk involved.  A credit officer working in a private bank presented the only exception.  It was his bank policy not to work in less than certain amounts of monies.  However, this resulted in particular restraints dealing with small to medium businesses.

Lending to small firms vs. bigger ones

The fifth question asked "Does lending to small firms involve higher risk than bigger ones?"  88% of respondents concluded that lending small and medium firms involves higher risk than lending to larger companies.  As pointed out by many respondents, it was always "a rule of thumb" for them to consider that, within one industry, small firms present higher risk than larger ones.  
Cost of Debt and Interest Rates

The main components constituting the cost of a typical credit facility

The first question of this section inquired about the different components constituting the cost of offering a typical financial facility.  The main aim of this question was to demonstrate that each facility offered had a fixed cost component to it.  This portion even if small may lead to increasing the overall cost of a small facility.  Likewise, each facility has a variable cost component to it (interest rate).  This variable portion can vary for different firms as will be discussed in details.

Compiling the answers to this question, the cost for obtaining a bank loan or credit facility can be divided into the following: 

1. Bank expenses: these costs involve the amounts paid to open an account, issue a bank draft booklet and correspondences.  These amounts are marginal and do not constitute a considerable cost item.

2. Bank commissions: these costs involve the costs of initiation and maintenance of the facility. They are also considered as the bank fees/profit for offering the facility;   They involve:

· Arrangement fees: the bank may charge from 0.5% to 1% up front fee to arrange the facility.

· Highest overdraft balance: this is calculated monthly and may come to 1% to 1.5% per annum.

· Transfer/collection fees: this differs greatly from bank to bank.  It is calculated for each separate transaction and may range from 0.5% to 3% per transaction.

3. Interest rate margin: this is the rate that is charged annually on the facility/loan amount.  It is the most effective cost item in the facility.  Currently in Egypt, the interest rate ranges from 8% to 14% per annum.

Interest rate calculation and affecting factors

This question asks "What are the factors that affect determining the interest rate?"  Factors affecting the interest rates calculations can be summarized in two broad categories:

1) Internal factors: these are the factors that relate directly to the bank and its mode of operation.

· Type of bank: the interest rate offered by a bank will vary according to the bank type, i.e. governmental banks, specialty banks and private banks. Generally, banks do not offer financing facilities for the same cost.  For instance, Nasser Bank (governmental bank) offer funds at more relaxed payment terms and lower interest rates than private banks.

· Management efficiency and the cost of fund: a bank with an efficient management works to get a lower cost of funds.  This is done by two methods.  The first is that the bank works to get a wide client base that deposits reasonable amounts of cash in current accounts.  This way, the bank does not pay interest on this money and the total cost of funding decreases.  Good examples are the National Bank of Egypt (NBE) and the Commercial International Bank (CIB).  The second method is using the dealing room efficiently.  One of the main aims of the dealing room is the profitable placement of unused cash in the bank.  This is done via short deposits in other banks or currency transfers.  Profits obtained are then used to decrease the cost of funds.

· Overheads: efficient management minimizes overheads through eliminating administrative and other overhead expenses. However, overheads range from 1% to 1.5%.

2) External factors:

· Non-risk interest rate: the minimum rate as determined by the central authority.  The Central bank of Egypt sets only guidelines for this value, while in the USA, this rate is the Treasury bond rate. 

· Supply and demand: the amount of funds available against the amount of attractive deals available, play a major role in determining the interest rate.

· Risk premium: the amount of risk involved or perceived to be related to the deal.  It relates directly to the company applying for the credit facility, the project and the industry.  The risk premium ranges from 1.5% to 3%. 

Can a bank offer different interest rates to different entities?

The aim of this question along with the next one was to investigate the possibility that a small construction firm could be charged a different interest rate than a larger one.

All respondents answered with yes to this question.   11 respondents out of 17 applied different interest rates to different cases in accordance with the deal size and the risk.  These two factors govern the assessment of the interest rate to be applied for a specific deal.  However, adding them together in a typical deal, the interest rate can vary from 9.5% - 10% for a major deal with a multinational company to 13% -14% for a small to medium enterprise. This way, the average difference will range from 11% to 14%; or 3%. On the face of it, five credit officers working for three government banks and two joint banks stated that they applied a pre-fixed interest rate to the whole job.  The rates would vary only within 1% in accordance with the market fluctuation, and will not be related to the company size or the industry.

Interest rates for a small construction firms

This was the last and concluding question of the survey. The question specifically asked "Will a small construction firm end up obtaining credit facilities at a higher cost than bigger firms? Why and by how much?" 

Twelve respondents (70%) confirmed that SCFs were in an adverse situation when obtaining financial facilities compared to their larger counterparts.  This is largely attributed the innate risks involved with small businesses in particular and the construction industry at large Consequently, SCFs obtain financial facilities at a higher cost than their larger counterparts.  This higher cost is manifested in three items: 1) the bank charges SCFs a higher fee than larger firms.  This is primarily due to the fact that SCFs deal in smaller amounts and lack the "buying power" of larger firms; 2) more collateral is required (relatively) from SCFs than larger firms.  This leads ultimately to increasing the cost of the facility and 3) banks tend to charge a higher interest rate to SCFs on their financial instruments.  However, a 2% interest rate increase for all credit facilities offered to SCFs was a reasonable average estimate. 

MAGNITUDE OF THE FINANCING BARRIER
The above analysis clearly demonstrated that SCFs are faced with the lack of access to suitable sources of formal finance.  Therefore, an attempt to quantify the extent of this barrier was made.  This was achieved by presenting an appraisal to the percentage of firms deprived from formal finance and compiling an index to the difficulty encountered while pursuing this finance.  From the entrepreneurs' survey, a relationship was established between the company size and its different financial aspects.  Every financial aspect was related to the firms in two ways, firm age and number of employees.  For the purpose of this section only companies with age up to 15 years (8 companies) and 50 employees (13 companies) were considered.

Sources of Start-up Finance by Firm Age and Number of Employees

All the eight companies under 15 years of age used owners' equity as their prime source of finance.  Six companies out of these companies, or 75%, used equity as their only source of finance.  As for companies up to 50 employees, 100% also indicated equity for start-up as their prime source, with 11 out of 13 or 84% indicating it as the sole source. 

Credit Facilities Availability by Firm Age and Number of Employees

Prior to analyzing data, two main facts should be stated.  First, all the companies which participated in this survey had bank accounts; which meant that all of them were familiar with banks and banking systems.  Secondly, four companies (23.5%) did not indicate obtaining any facilities from banks. 

Six companies out of eight (75%) with less than 15 years of age have possessions of some sort of credit facility.  For the companies up to 50 employees, approximately 70% also indicated the availability of at least one type of credit facility for their businesses.

This result was somehow confusing.  If 70% of SCFs indicated that they had credit facilities available for their operations; hence, the financing barrier extent was around 30%.  This meant that only 30% of SCFs were deprived from access to formal sources of finance. However, the authors’ opinion is that the exaggerated result obtained is due to three main factors.  The first is that all the surveyed companies are considered in the business literature as "modern" firms (Hughes & Story 1994, Read 1998 & Kolstee 1993).  They operate in a manner similar to big enterprises.  Second, although a major portion of those companies indicate having credit facilities, none of them mentions whether the amount of facilities is suitable for their operations or not, nor do they refer to the difficulties encountered to obtain them.

Third, analyzing data and ignoring the letter of credit and the letter of guarantee facilities, and considering only loans and overdrafts, only three companies (37.5%) out of eight aging less than 15 years had access to secured bank loans and overdrafts.  Out of the thirteen companies with less than 50 employees, only six (46%) had such access. This way, the percentage of finance availability was averaged at 42%. Accordingly, the magnitude of the financing barrier reached approximately 58%.

Working Capital Sources by Firm Age and Number of Employees

78% of companies under 15 years of age indicated internal resources (owners' equity and cash flow from operations) as their prime source for financing working capital, with 57% indicating them as their only source.  92% of the companies with employees up to 50 indicated internal resources as their prime source for financing operations with 57% again indicating them as their sole resource.

Access to Credit and Competitiveness by Company Age and Number of Employees

This section compiles the answers of three questions and correlates them to the firm's age and size.  These questions are whether the company has access to obtain finance for start-up and working capital?  And if more finance were made available will that make these firms more competitive or not?   Half of the firms (50%) indicated difficulties in obtaining finance for both start-up and working capital.  Moreover, 85% indicated that the lack of suitable finance was a major hurdle to their growth and competitiveness. 

THE MAGNITUDE OF THE FINANCING BARRIER – USING A QUANTATIVE MODEL

From the study by Wijst (1989) "financial structure for small business", the financial structure model for a small construction firm was obtained. The model is defined by references as "empirical, static" model (Hughes 1994). In the context of this study, empirical means that there is a set of variables and assumptions obtained from experience with no real theoretical background.  Static means that a set of values is plugged to the model to obtain a specific result.  The model aims primarily at linking the ability of a certain small firm to obtain financial facilities to its different administrative and operational characters.  The input of the model is a certain set of characters.  The output is a number indicating the ease/difficulty encountering the firm with the predefined set of characters to obtain finance facility.  To apply the model to an Egyptian SCF, the specific characteristics of the firm is plugged to the model (Table-3).  Each determinant positively affecting the ability to receive debt is assigned the value of one (1); each determinant negatively affecting it is assigned minus one (-1) and each neutral character is assigned zero (0). These determinants started by the company size and ended at government tax advantages, taking the neutral determinants out of the equation as they might, according to the individual firm status, be positive or negative. SCFs ended up having 6 negative determinants out of 10. This indicates a difficulty of 60% for a typical SCF to obtain debt.

	Insert Table-3 around here


INTEGRATION OF FINDINGS WITH PREVIOUS RESEARCH
Based on the above analysis, the majority of SCFs indicated equity as their sole source of start-up finance. This result coincided with prior research results (Pfefeer 1966, Bosa 1969 & Kolstee 1993). 95% of small firms operating in Africa relied solely on private equity to start-up finance.

Further, SCFs relied solely on internal sources to finance working capital. This finding was consistent with studies by (Pfefeer 1966, Bosa 1969) which demonstrated that sources of working capital finance for small firms, particularly in Less Developing Countries (LDCs) were internal resources. Furthermore, Kolstee (1993) found that in Egyptian rural areas, 80% of the firms relied solely on internal sources to finance operations. Also, in Nigeria, 70% of the small to medium enterprises (SMEs) depended mainly on internal resources to finance their operations.

 As mentioned previously, the sole dependence on internal resources for working capital finance was 57%, while deprivation of loans and overdraft facilities averaged at 58%. Combining these figures to others of similar surveys and studies, a study conducted in the African continent (Kolstee 1993) found that 73% of small firms operating in Ghana, upon applying for a bank loan, their requests were rejected.  

Another study conducted by (CAIP 1999) concluded that 70% of SCFs in Greater Cairo indicated difficulties in accessing formal finance. The study also indicated that development and aid programs currently operating in Egypt reache only approximately 30% of potential beneficiaries. Moreover, USAID figures (USAID 1997), provided a more realistic conclusion. SCFs deprived of accessing suitable sources of finance ranged from 65% to 70% of the total SCF population.  Using the 20 000 EFCBC-registered SCFs operating in Egypt, the number of SCFs deprived of accessing finance would then range from 11 500 to 12 500 firms.
FINANCE TO  SCFS: BENEFITS AND PROSPECTS
Finally, the prospective benefits obtained if finance were made available to SCFs, both for the firms themselves and for the economy in general, are evaluated.  Four simple assumptions were presented in this regard. They aimed at linking finance availability to an increase in the probability of the firm's survival and efficient operation. 

SMEs Excess Capacity (Kolstee 1993)

This study states that due to imperfect market conditions in LDCs,  SMEs operate in less than their actual capacity.  A major imperfection encountered is the lack of access to finance that inhibits a small firm from utilizing its full resources in work.  In other words, if the financing problem were solved the company would be operating at almost its full capacity.  In Egypt, it is estimated that SMEs are operating at 18% excess capacity (Kolstee 1993).  Making finance available to SCFs will enable them to operate at 16% to 17% increased capacity.

Entrepreneur Survival and Liquidity Constraints (Zoltan 1996)

In this study, it is claimed that if a small entrepreneur inherits an amount of money, this will increase his chances of survival and growth. Zoltan (1996) concluded that a "suitable" amount of money inherited at a point in time yielded an increase of the probability of survival for the sole proprietorship by 1.3%, and   increase growth probabilities by 20%.   This value coincided to a great extent with the value of 18% obtained from the former study.

Combining the above figures, an average estimated growth of approximately 19% was obtained.  Practically, this percentage could not be used as a "final estimate" for increased growth and capacity of small firms under suitable finance availability conditions.  However, it was more realistic in this case to present a spectrum of the effect of 19% increased capacity on the growth of the industry, GNP and the employment figures. 

Applying the value of 19% to the USAID and EFCBC data for the year (2005), the results were: 

· An increase in permanent employment by 95 000 jobs (SCFs estimated share of permanent employment for the year 2005 was 495 000).

·  An increase in temporary employment by 285 000 jobs (SCFs estimated share of temporary employment for the year 2005 was 1 500 000),

· An expected increase in overall GNP by 3.8% (the estimated GNP for the year 2005 was 20%).

Applying the same figure to the CAPMAS data for the year (2004/2005) the results were as follows:

· An expected increase in the total value of work executed in the private sector is evaluated at L.E. 1 293 million (SCFs estimated share of  the work executed in the private sector for the year 2004/2005 was L.E. 6 804 million)

· An increase in the total revenue is evaluated at L.E. 415 million (the figure for the year 2004/2005 was L.E. 2 168 million)

· An increase in the total permanent employment of the private sector by 

· 56 421 new jobs (the figure for the year 2004/2005 was 395 395).

Bank Finance and Small-Scale Firms' Growth (Hughes and Storey 1994)

This study opposes the first two presented.  A small-scale firm will definitely have better growth potentials with bank finance made available.  However, no direct relation can be applied.  Industry, market conditions and status of the individual entity are all factors that might have a more considerable effect than finance provisions.

Cost of Debt and Company Performance

This is the authors' own point of view presented. As mentioned earlier, SCFs incur a high cost of debt while obtaining a loan than their larger counterparts.  SCFs end-up obtaining financial facilities at 2% over the normal rate charged.  Reducing the cost of debt by this 2% will lead to several results.  The selling price could be decreased.  Accordingly, the profit margin will be increased.  Lower selling prices will induce more work opportunities for an individual company, as it becomes more competitive in the market, resulting an overall industry growth, as SCFs become more appealing to investors and developers.  On the other hand, increased profits will allow the company to increase its capital through increasing retained earnings.  Increasing the capital will augment the firm's growth potentials.  To this moment, no quantifiable measure to assess these benefits is available.

CONCLUSIONS
The objective this research aimed to accomplish was to assess the magnitude of the financing barrier as faced by SCFs while accessing formal sourcesof finance.    The following was concluded:

Contractors' survey and cash flow analysis

· The amount of working capital finance required proved to be excessive compared to the total project cost.  In fact, it is a barrier for SCFs to perform and commission the project.  

· All SCFs indicated owner equity as their prime source of start-up.

· 86% of SCFs indicated owners' equity and cash generated from operations as their primary source of working capital.  

· 67% of the total population disregarded banks as a source of financing working capital.

·  71% of SCFs indicated that they found difficulties in obtaining credit either for startup or for operations financing. 

· 86.7% of the entire population confirmed that if they got more access to credit they would be more competitive and grow.

Lenders' survey

· The most important factors considered by a credit professional while assessing the company’s credit worthiness  were: cash flow and capital; character (management team capabilities) and collateral.

· The majority  of  respondents considered construction due its cyclical nature as being an unfavorable sector for credit/financing investment.  

· 47% of respondents confirmed that construction is a high risk industry.

· Nearly all the respondents agreed that the industry sector was more important than the individual entity size. Further, (88%) concluded that lending small and medium firms involved higher risk than lending to larger companies. 

· Nearly all the respondents agreed that they would offer different interest rates to different firms.  All confirmed that SCFs, firstly as being small in size and secondly as being in a risky business, i.e. construction, were liable to incur a higher interest rate.  This rate would be higher than the average rate by 1.5% to 3% averaging at 2%.

The magnitude of the financing barrier

· 75% to 84% of SCFs indicated equity as their sole source of start-up finance.

· 70% to 75% of SCFs indicated the availability of at least one type of credit facility. Finance availability averaged at 42%. Consequently, 58% of SCFs were deprived of accessing a formal source of finance.

· 57% of SCFs indicated internal firm resources as their sole source of working capital.

· 50% of SCFs indicated that they did not have access to finance for both start-up and working capital.  Moreover, 85% indicated that the lack of suitable finance as a major hurdle to their growth and competitiveness.

· Using a simple quantitative model, a difficulty index of 60% was estimated for a typical SCF currently operating in Egypt to obtain debt.
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Table-1: Project progress payment summary.

Table-2: Summary of financial structure determinants as adapted to construction and their effect on debt.   

Table-3: The 6C's survey ranking matrix.
Figure-1: CAIP cash flow
Table-1:  Project progress payments summary
	Balance
	Debit
	Credit
	Description
	Date

	21,392.00
	0.00
	21,392.00
	Payment requisition # 1
	1/3/1999

	66,460.14
	0.00
	45,068.14
	Payment requisition #2
	1/4/1999

	200,010.37
	0.00
	133,550.23
	Payment requisition #3
	1/5/1999

	50,178.26
	149,832.11
	0.00
	Payment by main contractor
	12/5/1999

	620,160.89
	0.00
	569,982.63
	Payment requisition #4 (final requisition)
	23/6/1999

	324,264.57
	295,896.32
	0.00
	Payment by main contractor
	1/7/1999

	186,234.18
	138.030.39
	0.00
	Payment by main contractor
	3/8/1999

	0.00
	186,234.18
	0.00
	Payment by main contractor
	9/9/1999

	
	769,993.00
	769,993.00
	
	


Table-2: The 6C's survey ranking matrix
	3
	2
	1
	Factor

	6
	6
	5
	Character management

Team capabilities

	3
	4
	10
	Cash flow + Capital (Net worth of equity)

	9
	7
	2
	Collateral (or Backlog)


Table-3: Summary of financial structure determinants as adapted to construction and their effect on debt

	Value
	Effect on Debt
	Construction determinants
	Expected

effect
	Empirical variables


	Corresponding

Theoretical

determinants


	Determinants from

practice

	-1
	Negative
	Small to medium
	Positive
	Earnings, assets, sales
	Size
	Firm size

	+1
	Positive
	Mostly proprietorship
	Simple is positive
	Proprietorship, corporate, limited liability
	Complexity of ownership structure
	Legal form

	-1
	Negative
	Cyclic in nature
	Negative
	Industry classification dummy
	Durable effect
	Industry classification

	-1
	Negative
	Construction industry current deflation
	Positive
	Change in total assets, sales, etc.
	Growth
	Financial situation of the firm

	+1
	Positive
	Inability to accumulate retained earnings in most cases
	Negative
	Net profits, accumulated retaining earnings
	Profitability (pecking order effect)
	Profitability

	-1
	Negative
	Volatility of earnings
	Negative
	Dispersion of earnings
	Volatility of earnings
	Volatility of earnings

	0
	Neutral
	Case by case
	Positive (for long term debt)
	Amount of recent investment
	
	Recent substantial investment

	-1
	Negative
	Lack of collateral
	Positive
	Asset structure, inventory turnover, rotate collateral
	Collateral value, liquidation, owner collateral
	Collateral security

	-1
	Negative
	Young to adolescent
	Positive
	Age of firm
	
	Life cycle

	0
	Neutral
	Case by case
	Negative
	Age of entrepreneur
	Non-diversification
	Age of entrepreneur

	-1
	Negative
	No formal education in business and no university degrees in numerous cases
	Positive
	Level of education
	
	Degree of information

	0
	Neutral
	Case by case
	
	
	
	Attitudes/objectives

	-1
	Negative
	No tax incentives except de-recitation
	Negative
	Depreciation, tax credits
	Tax-advantage of debt
	Government

	-6
	Total value
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