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ABSTRACT

Small and Medium Enterprises (SMEs) are increasingly becoming the productive drivers of
economic growth and development in South Africa. This is so because SME sector is the engine
of employment creation and the key contributor to the GDP of the country. Despite their
contribution to the development of the economy, the rate of failure and discontinuity of SMEs
in South Africa is still one of the highest in the world. A lot of business scholars have addressed
the issue plaguing the sector by identifying the causes of SME failure but have not provided a
solution on what needs to be done for these business ventures to become sustainable. The
purpose of this study therefore was to develop a framework for enhancing the sustainability of
SMEs in municipalities of the North West province of South Africa. A number of objectives
were set to accomplish the purpose of the study that built up to the development of the proposed
framework to enhance the sustainability of SMEs in this region. In order to attain the objectives
of this study, the study used five principal theories that address the sustainability of SMEs: the
financial gap theory, the resource dependence theory, the theory of mergers and acquisitions,
investment theory and trickle-down theory.

The pragmatist research paradigm underpinned supported the adoption of a sequential
explanatory mixed method approach for collecting and analysing quantitative data in a first
phase, while the qualitative phase was built on the outcomes of the preliminary quantitative
results. The target population of this study was drawn from the current number of formal (duly
registered) SMEs in the North-West province as indicated by the Central Supply Database of
the Provincial Department of Finance. This population was chosen from the four district
municipalities of the North-West province of South Africa and a non-probability sampling
method was used to select a sample size of 400 small business owners and managers for the
quantitative phase and 20 for the qualitative phase. The Statistical Package for Social Science
was used to analyse quantitative data and Atlas-Ti software was used to analyse qualitative
data.

The findings of the study indicate that the major causes of SME failure and discontinuity in the
North West province is due to various factors such as lack of strategic business planning, lack
of sufficient finance, poor management, lack of innovation, lack of business research and low
level of human capital education and training. Therefore, it is imperative for SME owners and
managers to formulate and pursue a strategic business plan for their businesses, seek for
measures to foster an improved flow of finances and implement strategic management in their

businesses. More so, it is necessary for SME owners and managers to be innovative in business,



conduct business research and upgrade the level of education and training of their human
capital to ensure successful and sustainable business enterprises. More importantly, because of
their contribution to economic growth of the country, the government should endeavour to
support and encourage this sector to develop by offering financial and technical assistance to

small business enterprises through relevant departments and agencies.

KEYWORDS
Framework; sustainability; Small and Medium Size Enterprises; survival; failure; North-

West province; South Africa.
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CHAPTER ONE
GENERAL OVERVIEW OF THE STUDY
1.1 Introduction

Small and Medium Size Enterprises (SMESs) have been recognised as playing an important role
in the economic growth of many countries in the world and studies demonstrate that these
businesses are also an essential part of development in several countries today (Okpara, 2011).
This makes the SME sector the backbone and the main stimulus of economic development of
the global economy, especially those of the developing nations. Olawale and Garwe (2010)
assert that governments worldwide now place a lot of emphasis on developing the SMEs sector
in order to stimulate economic growth. This is the principal reason why the development and
sustainability of SME sector is very important. Smit and Watkins (2012) argue that SMEs
stimulate economic growth and contribute in reducing the socio-economic problems of many

countries in the world.

Modimogale and Kroeze (2011) note that other studies have proved that SMEs in many
developing countries account for a substantial stake in economic production and employment
and for that reason, they are directly linked to poverty reduction in these countries. This
generates the conception that SMEs are the major employers and income generators of many
an economy. For example, Modimogale and Kroeze (2011) contend that the SME sector in
Africa plays a major role in creating employment opportunities and improving opportunities
for income generation as well as contributing immensely in the sustainable economic growth
in countries all over the continent. According to National Credit Regulator (2011), SMEs
employ an average of 22% of the workforce in Africa and other developing and emerging
countries in the world. It is also projected that the SME sector in these countries contribute to
over 50% of employment creation, the generation of income to improve the gross domestic
product (GDP) and represent over 90% of private businesses in these developing and emerging

countries.

Annandale (2013) avers that strategic integration of sustainability could assist SMEs to better
anticipate and respond to long run trends and the effect of resource use. Hence, implementing
sustainable business practices and demonstrating a passion for sustainability of SMEs in the
North West province could unlock competitive advantages over those of other regions that are
not sustainable. The National Small Business Act of South Africa of 1996, as amended in 2003,

describes an SME as a separate and distinctive entity including cooperative enterprises and
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non-governmental organizations managed by one owner or more. This includes subdivisions,
affiliates of the entity is predominantly carry out in any sector, or sub-sector of the economy
mentioned in the schedule of size standards and can be classified as SME by satisfying the
criteria mentioned in the schedule of size standards (Government Gazette of the Republic of
South Africa, 2003). One of the fundamental criteria used to determine SMEs in South Africa
is the number of employees, annual turnover, total assets and ownership. Wiklund et al. (2009)
assert that an SME in the South African context is any business venture that has one or more
of the following features : having less than 250 employees, having a yearly turnover of less
than R64 million, having a total asset of less than R10 million and with the owners involving

directly in managing the business.

Abor and Quartey (2010) estimate that the SME sector constitutes 91% of formal businesses
and contributes to 61% of job creation in South Africa. The White Paper on National Strategy
for the Development and Promotion of Small Businesses in South Africa (1995), endorses the
point that the SME sector is an important vehicle in job creation and economic growth in the
South African economy. Consequently, the SME sector in South Africa is important for the
government’s initiatives in promoting the creation of jobs and the generation of income to
improve the GDP of the country. Falkena et al. (2002) have also projected that the SME sector
creates employment opportunities to over 60% of the country’s working population. In this
regard, Bankseta (2011) concludes that the SME sector is a vehicle for GDP improvement and

unemployment reduction, since the formal sector of the economy continues to shed jobs.

The main purpose of this study is to develop a framework for the sustainability of SMEs in
municipalities of the North West province of South Africa. Mandipaka (2015) contends that
the impact of SMEs is very important because they play an essential role in a thriving economy.
Based on the foregoing, as well as the background to the research problem, this study aims to
address the sustainability of SMEs in selected municipalities of the North West province. In
the light of the problems plaguing SMEs sector in the municipalities of the North West province
of South Africa, it is imperative to develop a framework that would enhance their sustainability
because of their importance to the economy. Therefore, this study proffers a framework whose
implementation could enhance the sustainability of the SMEs sector in municipalities within
the jurisdiction of the North West province of South Africa.



1.2 Background to the Study

The creation of the Small Business Development Corporation (SBDC) in the 1980s was the
first initiative by the government to promote the growth of the SME sector (Ruiters et al.,
1994). Before the 1980s, not much attention was given to the SMEs by the government to
encourage the development of the sector. Berry et al. (2002) argue that the 1995 White Paper
on the National Strategy for the Development and Promotion of Small Businesses in South
Africa was the first effort by the government to formulate a policy framework that targeted the
whole spectrum of the small business enterprise sector. The main purpose of this policy strategy
was to create a conducive environment for the growth of SMEs to enhance economic
development of the country. Berry et al. (2002) add that the mechanisms for the promotion of
small business outlined in the White Paper became constitutional through the National Small

Business Act, which also provides the first comprehensive definition of SMEs in South Africa.

Kalane (2015) asserts that in 1994, the government put in place strategies to ensure that most
individuals benefited from the formal economy. The aim of these policies was to broaden the
economic base of the country to ensure that SMESs got support through the Reconstruction and
Development Programmes (RDP). This RDP scheme was one of the government’s initiatives
and measures to development the SME sector. Van der Nest (2004) contends that the
government expanded over the years purposely to empower small business ventures by training
potential entrepreneurs, by affirmative procurement and equity ownership as well as
implementing affirmative action. Therefore, economic empowerment was initiated in 1994 and
enforced during the early 2000s to ensure that there is equality in the ownership and control of
economic resources to increase the participation and involvement of the less privileged people
in economic activities of the country. Van der Nest (2004) further states that the government
initiative of empowering SMEs greatly encouraged the less privileged people to take part in
the development of the economy of the country that resulted in the creation of many small
businesses in South Africa at the beginning of the 21 century.

Smit and Watkins (2012) argue that the significance of small business enterprises is
acknowledged in many African countries just like in developed countries such as the United
States of America (USA) and the United Kingdom (UK). In these developed countries, SMEs
play a significant role in economic development and accounting for industrial employment of
an estimated one third of the labour force with a higher percentage of output. This justifies the
fact that SME sector plays a central role of economic development in both developed and



underdeveloped nations of the world. Smit and Watkins (2012) further note that SMEs are
pivotal to economic growth and employment creation, specifically in countries such as South
Africa that has a high unemployment rate, estimated at up to 40%. Government Gazette of the
Republic of South Africa (2003) states that to aid in the facilitation of the SME environment,
the government of South Africa has tabled the National Small Business Act of 1996 amended

with Act 29 of 2004 to provide equal standing to SMEs in the economy.

Given their highly conservative nature, SMEs face limitations of access to finance as South
African banks are less likely to lend to entrepreneurs to start up business ventures, especially
those in predominantly rural areas of the provinces (Financial Services Regulatory Task Group,
2007). Consequently, most potential entrepreneurs with sound business acumen cannot
establish their businesses and most of the existing ones lack of funding for expansion and
growth. According to the Global Entrepreneurship Monitor (GEM) (2014) reports, the absence
of access to funding is one of the main causes for small business failure in South Africa. This
implies that limited access to funding is one of the main causes for small business failure in
municipalities of the North West province. The Bureau for Economic Research (BER) (2016)
notes that other challenges encountered by SMEs in South Africa that contribute enormously
to their dwindling and winding up include low levels of business research and development,
ineffective government bureaucracy, bad infrastructure, burdensome labour laws, increase

crime and lack of access to markets.

SMEs in South Africa have a general yearly failure rate in the range of 70 and 80 percent
(Bruwer and Watkins, 2010). This means that the failure and discontinuity rate of SMEs in
South Africa is very high and must be addressed. Kolver (2012) mentions that concerns should
be raised to prevent South African economy from moving to the second division and in the end
turning into a failed country. The Global Entrepreneurship Monitor (GEM) Reports of 2001-
2010 noted that South African SMEs likewise experience the ill effects of infective
administration that results from the absence of satisfactory education and training. Mahembe
(2011) adds that the ineffective management of SMEs is a significant cause of the high failure
rates of small business ventures in the country. SME owners and managers most often do not
understand important issues they should concentrate on for their businesses to thrive and be
sustainable. The sources for SMEs obtaining data regarding the market for their products are
limited. Therefore, measures such as developing a framework to redress this phenomenon is

necessary to encourage the growth and sustainability of the SME in South Africa.



The National Development Plan (NDP) sets out quite a lot of aspiring goals for the
development of SMEs in the country, including an objective for 90% of employment chances
generated by this sector by 2030. Kalane (2015) argues that different reasons such as over
expansion and ineffective working capital management, inability to effectively manage
competitive environments, and lack of managerial planning skills, are some of the reasons why
SMEs fail to grow and are not sustainable. The poor performance of SMEs in South Africa,
including the North West province, is because most of them go operational when they have not
conducted accurate business research in terms of the market requirements and commercial
dynamics. This demonstrates that a lack of business research to understand business dynamics
and the lack of business skill and experience are some of the characteristics of entrepreneurs
within North West Province. Mamabolo et al. (2017) argue that most entrepreneurs lack the
necessary information and skills to operate their businesses and some of them do not also have
the required education and do not even undergo adequate training before operating a small
business. Consequently, most of those SMEs run by such entrepreneurs fail and even

discontinue within a short period.

South Africa lags behind other emerging and developing countries in stimulating the
development and sustainability of small business ventures and consequently its economy is in
the grip of a recession as most SMEs are closing down (Business Environment Specialists,
2009). This stimulates a need to boost the SME sector in order to enable small businesses to
survive and be sustainable. Brink et al (2002) states that the survival rate of small business
enterprises in South Africa, especially in rural communities such as those in the North West
province, is relatively low to the extent that less than half of newly established small business
enterprises survive beyond five years. Business Insight of GEM data for 2014 demonstrates
that South Africa has one of the highest SME failure rates as compared to other emerging
economies such as Brazil, India and China (GEM, 2014). Kalane (2015) holds that the rate of
SME failure in South Africa is as high as 63% in the first two years of operation. This high rate
of SME failure also applies to the North West that is a part of the country. He also adds that
according to the Forum SA (2010), 71% of SMEs dwindle and even wind up within five years
of trading.

Mthabela (2015) states that even though the South African government has made effort to assist
in developing the SME sector, most of them still fail to develop into successful and sustainable
businesses. This implies that more efforts such as developing a framework to enhance the

sustainability of SMEs need to be actualised to contribute to the development of the sector.
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Statistics South Africa (Quarter 2: 2015) indicates that about 69% of SMEs and employers in
South Africa operate formally; meanwhile the greater majority operate informally (up to 80%).
According to this data, there are significantly more informal SMEs compared to formal ones
in the North West province. According to Statistics South Africa (Quarter 2: 2015), rural
communities of the country tend to have more informal SMEs due to the high prevalence of

hawkers and informal traders in these areas.
1.3 Research Problem

Despite the contributions of SMEs to economic growth of the country, their failure rate in South
Africa is still one of the highest in the world. Von Broembsen et al. (2005) assert that
approximately 75% of South African SMEs do not grow to become big and established
enterprises as most of them shrink and some even wind up within the first five years of
operation. These researchers also add that the possibility of new SMEs surviving beyond 42
months is less likely in South Africa than in any other Global Entrepreneurship Monitor (GEM)
sampled country. This bleak forecast shows that the survival rate of SMEs in South Africa is
very low while their failure and discontinuity rate is high. Smit and Watkins (2012) argue that
research conducted on African SMEs confirmed that on average, there is more discontinuity
than growth in the range of SMEs, with approximately only 1% of them increasing the number
of their employees from five or less to ten or more. This implies that many new SMEs in
municipalities of the North West province are unable to fulfil their developmental goals and

missions of becoming large enterprises in South Africa now and in the future.

The Bureau for Economic Research (2016) states that according to Statistics South Africa
(StatsSA), during the last seven years, the number of formal and informal SMEs in South Africa
increased insignificantly by only 3%, from 2.18 million in 2008 to 2.25 million in 2015. This
increase in the rate is significantly less than the 14% expansion in Gross Domestic Product
(GDP) experienced over the same period of seven years. The Bureau for Economic Research
(2016) further notes that the number of both formal and informal SMEs in the North West
province reduced from 155 698 in 2007 to 109 860 in 2008. This shows that there was a 29%
reduction in small businesses in this province within a year. The Bureau for Economic Research
(2016) also adds that over the last seven years, formal and informal SMEs in the North West
Province increased insignificantly from 109 860 in 2008 to only 112 856 in 2015. This proves
that there is a slow growth in this sector, as compared to the 14% expansion in GDP over the

same period.



According to the Central Supply Database of the Provincial Department of Finance for the
North West (2017), the current number of formal (duly registered) SMEs in this province is
only 8 403; the rest are informal (not duly registered). This is because according to BER (2016),
SMEs in this province are not growing proportionately to the 14% expansion of the GDP
registered in the period of eight years from 2008 to 2016. Consequently, these businesses are
not sustainable in these municipalities. This pace is contrary to the mission of the North West
Provincial Department of Economic and Enterprise Development. The North West Provincial
Department of Economic and Enterprise Development (2017) states that its mission is to
accomplish the development of a diversified, vibrant and well-coordinated sustainable
economy that shall create employment opportunities and reduce, if not eradicate, joblessness

in the North West Province.

Business Environment Specialists (2009) contend that the growth and sustainability of small
business enterprises in the entire South Africa does not get enough support and encouragement.
As a result, most of these SMEs are shrinking and some of them are even closing down within
the first five years of operation. Buys’ (2012) framework for sustainability of SMEs amplifies
that for small businesses to succeed and become sustainable, they need to have a strategic
business plan, substantial finances, effective management system and effective marketing
strategies. Meanwhile, GEM Report (2010), Mahembe (2011), Kolver (2012), GEM (2014)
and BER (2016) point to the fact that, apart from some minor causes, the major causes of failure
and unsustainability of SMEs are lack of strategic business planning, lack of sufficient finance,
poor management, lack of innovation, lack of business research and low level of education and

training.

Lack of strategic business planning: A portion of the elements that add to the intricate
financing issue faced by SMEs are the lack of information by small business owners and their
failure to draw up strategic business plans at the inception of their business to ensure success,
growth and sustainability (Smit & Watkins, 2012). This is an indication that strategic business

planning is required from the inception of business to guide an enterprise to succeed.

Lack of sufficient finance: South African financiers are less disposed to fund SMEs because
of their apparent abnormal state of risk exposure and a feeble expected return. This is
accentuated by the South African miniaturized scale venture overviews, with the unavailability
of records as one of the essential obligations confronted by SMEs. Clearly South African banks

and other financial service providers are unwilling to lend money to business enterprises that



are at the inception phase, meaning that they are ready to fund those in their later phase of
advancement than those that are still striving to develop in the sector (St-Pierre and Babhri,
2006). Therefore, SMEs actually need a source of funding if their expansion and growth is the
ideal.

Poor management: The Global Entrepreneurship Monitor (GEM) Reports (2001-2010) notes
that South African SMEs experience the ill effects of poor management abilities, which
emanate from an absence of sufficient education and training. Kalane (2015) equally argues
that different reasons such as ineffective management abilities, the failure to viably oversee
initiated business plans, and ineffectual working capital administration, are some of the reasons
why South African SMEs do not grow and are not sustainable. Naicker (2006) holds that the
absence of managerial skills and training is a vital reason for small business failure,
complemented by absence of experience and an authoritative culture that hinder the
development of SMEs in South Africa. This proves that effective management is one of the

catalysts that could enhance SME success and sustainability.

Lack of innovation: Innovation is the implementation of a new or significantly improved
process, product or services as well as a new marketing method, or a new organisational method
in external relations, business practices and workplace organisation (OECD, 2015). South
African SMEs, contrary to SMEs in other developing countries, are not innovative and this is
a hurdle to their survival. This culminates in a high discontinuance rate of small business
ventures in the country (Smit & Watkins, 2012). Hence, SMEs in South Africa are required to

be innovative in order for them to survive, grow and become sustainable.

Lack of business research: Basic issues hinder the growth of SMEs in South Africa. This is
because, contrary to SMEs in other emerging and developing economies, small business
ventures in South Africa do not supplement larger enterprises with specific items or services,
yet they compete with bigger firms in similar products because of the lack of business research
(Rogerson, 2008). The Bureau for Economic Research (BER) (2016) also notes that other
major challenges encountered by SMEs in South Africa that contribute enormously to their
shrinking and winding up include low levels of business research and development. This
justifies the fact that SMEs need to conduct business research in order to understand business

dynamics thatwill enable them to succeed and be sustainable.

Low level of education and training: There is evidence that SME owners and employees are

hounded by the complex problem of funding because they are the deficient in knowledge and



they are indisposed to learning business data and general entrepreneurial skills. This is because
of low level of human capital education and training that prompts low levels of
entrepreneurship and a high failure rate of South African SMEs (Kotze and Smit, 2008). The
Global Entrepreneurship Monitor (GEM) Reports (2001-2010) further contend that SMEs in
South Africa suffer from ineffective management because of low level of education and
training of small business owners and managers. Hence, a reasonable level of education and
training of SME owners and managers and employees is essential to enable them acquire
business acumen and skills to operate their enterprises successfully and sustainably

The purpose of this study is to identify ways of addressing the high failure rate and
unsustainability of SMEs in municipalities of the North West province. This study therefore
seeks to clarify the factors (independent variables) influencing the elements that are critical for
the sustainability of SMEs (dependable variable) in municipalities under the jurisdiction of the
North West province of South Africa. In this regard, the study develops a framework that

strives to enhance the sustainability of SMEs in this region.

1.4 Research Questions

The major causes of failure and unsustainability of SMEs raised in the problem statement lay
the groundwork for the specific research questions that this study seeks to address. The specific
research questions of this study are as follows:

» What factors are critical to the successful implementation of strategic business plan
among SMEs in municipalities of the North West province?

» What are the funding sources essential in enhancing sustainable SMEs that strive to
grow within municipalities of the North West province?

» What are the essential elements for the effective management of SMEs in municipalities
of the North West province?

» Which elements are important for innovation within SMEs in municipalities of the
North West province?

» What components are necessary to conduct business research effectively amid SMEs
in municipalities of the North West province?

» Which items are crucial in enhancing the level of education and training of human

capital among SMEs in municipalities of the North West province?



» What is the proposed framework to enhance the sustainability of SMEs in

municipalities in the North West province?
1.5 Aim of the Study

The overall aim of this study is to develop a framework to enhance the sustainability of SMEs

in municipalities of the North West province of South Africa.
1.6 Research Objectives

The general objective of the study is to determine how SMEs in the municipalities of the North
West province could be sustainable. However, to address the specific research questions, the

specific objectives of this study are set to:

> ldentify critical factors for the successful implementation of strategic business plan
among SMEs in municipalities of the North West province.

> Identify the essential sources of finance available for SMEs that strive to grow within
municipalities of the North West province.

> ldentify effective management strategies for SMEs in municipalities of the North West
province.

» Determine the important success factors for innovation within SMEs in municipalities
of the North West province.

» Examine the critical success factors for the effective conduct of business research amid
SMEs in municipalities of the North West province.

» Determine the crucial success factors to enhance the level of education and training of
human capital among SMEs in municipalities of the North West province.

> Develop a framework for enhancing sustainable SMEs in municipalities under the

jurisdiction of the North West province.
1.7 Theoretical Foundations and Literature Review

The theories that underpin this study are the financial gap theory, resource dependency theory,
theory of merger and acquisition, investment theory and trickle-down theory. The conceptual
framework of this study was conceived from a meta-analysis comprising the views of different
business reports and scholars on factors affecting the survival and sustainability of SMEs. The
study focuses on a meta-analysis of various authors on the different factors that enhance the
sustainability of SMEs from 2012 to 2017. This contextualises the current study in 2018. Based

on the constructs identified as factors affecting the survival and sustainability of SMEs, the
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meta-analysis also presents a synopsis of these factors. Factors such as strategic business plan,
availability of finance, effective management, innovation and business research are
acknowledged from previous reports and research of business scholars as the elements that
affect SME sustainability. The construct of education and training as derived from the meta-
analysis stands as one of the factors that influences the sustainability of SMEs as depicted in
Table 1.1 below.

Table 1.1:  Meta-analysis of factors influencing the sustainability of SMEs

Business

reports and . .

authors Constructs (Views of business reports and researchers)
Strategic Availability Effective Innovation Business Education
Business of Finance Management Research and
Planning Training

Buys N N N

(2012)

Wawira N N N

(2013)

Agwu & N N N

Emeti

(2014)

Baleseng N N N N

(2015)

BER N N

(2016)

GEM (2017) N N N

This  current N N N N N N

study (2018)

Source: Researcher’s compilation

From the six constructs in the table above, existing literature has identified and stressed only
five factors influencing the sustainability of SMEs, namely strategic business planning,
availability of finance, effective management, innovation and business research. This study

adds to these five factors by proposing that education and training equally influences the
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sustainability of small business enterprises in municipalities of the North West province of
South Africa. This is derived from the recognition that a reasonable level of education is
required for small business owners and managers to develop a good strategic business plan,
know how to access the available sources of finance, gain effective management skills, be
innovative and be able to conduct business research to improve their businesses. This implies
that the higher the educational levels of SMEs owners and managers, the more they could apply
and implement other predictor factors that enhance SME sustainability, and the more their
businesses are likely to be sustainable. Based on the meta-analysis presented in Table 1.1, a
framework as depicted in Figure 1.1 is proposed. This framework is tested in the empirical and
non-empirical sections of this study to determine the validity of this proposal. Figure 1.1
presents the factors that are considered to influence the sustainability of SMEs in municipalities
of the North West province of South Africa as an initial framework constructed for this study.

1.8 Conceptual Framework of the Study

Conceptually, the proposed factors that contribute to the sustainability of SMEs in
municipalities of the North-West province are the independent variables which include
strategic business plan, availability of finance, effective management, innovation, business

research and education and training as depicted in Figure 1.1.

Strategic Business Plan

Finance

Effective Management

Innovation

SMEs Sustainability

Business Research

i

Education and Training

Figure 1.1: Conceptual framework of the study
Source: Adapted from Buys (2012)
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1.9 The Definition and Measurement of Sustainability

Kuhlman and Farrington (2010) define sustainability as a state of development that
accomplishes the requirements of the present-day without compromising the capability of
future generations to accomplish their own desires. Derivative from this definition,
sustainability projects the future ability ability to maintain or support an activity or process to
ensure continuous success over the long term. Salimzadeh et al. (2013) defines business
sustainability as the challenge to simultaneously expand social and human welfare while
decreasing their ecological impact and ensuring the effective achievement of organisational
objectives. Moloi (2013) explains sustainability of SMEs as the ability of small businesses to
be profitable in the long-run. This implies that sustainable SMEs are small business enterprises
that maintain their cash flow and remain profitable in the long term. Therefore, the challenge
of sustainable development for any business is ensuring that it contributes to a better quality of
life today without compromising the quality of life of upcoming generations. If businesses are
to respond to challenges, they need to demonstrate a constant improvement of their economic,

social and environmental performance outcomes.

The use of sustainability as a metric implies expanding the traditional business reporting
framework to incorporate social and environmental performance in addition to economic
performance, but these three principles do not provide a measurement system. Dizdaroglu
(2017) postulates that the measurement of sustainability is the quantifiable base for informed
sustainability management. This means that many uncertainties surround the construct and
quantification of sustainability. Dalal-Clayton and Sadler (2014) assert that there are various
metrics used for measuring sustainability, which are still evolving such as indicators,
benchmarks, audits, indexes and accounting, assessment, appraisal and other reporting
systems. Sustainability is fast becoming a yardstick for improving industries integral to
effective business strategies. Martins et al. (2007) argue that the essence for measuring
sustainability is to benchmark performances, improve business operations, track down progress
and evaluate processes in business operations. Therefore, it is difficult to measure sustainability
because there is no consensual definition that incorporates the multiple components of the

economy, society, governing institutions and interaction with the natural environment.

Bell and Morse (2013) assert that many methods of measuring sustainability have been

developed and each has its own specific uses, strengths and weaknesses. This implies that there
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is no standard measurement for sustainability, hence the understanding of sustainability in the
context of this study is limited to the “likelihood of sustainability.” Bell and Morse (2013)
stipulate that the limitations of sustainability measurement vary from issues of boundary
setting, which is defining the entity, data selection that is defining the information
standardization, which is defining data importance, and methodological appropriateness, which
is defining process of measurement. Consequently, these limitations of sustainability
measurement portray the importance of scrutinizing the sufficiency of monitoring methods as

they represent a push towards more accurate metrics in sustainability.
1.10 Motivation for the Study

South Africa lags behind other developing countries in encouraging the development and
sustainability of small business enterprises and consequently its economy is in the grip of a
recession as most small business ventures are closing down (Business Environment Specialists,
2009). Since the municipalities of the North West province are an integral part of South Africa,
it implies that this region also suffers the same fate as the entire country. Therefore, a top
priority of the government must be to grow small business ventures in the formal sector and to
provide appropriate support, as well as a conducive environment for opportunity-driven
entrepreneurs in municipalities of the North West province. Jooste (2012) thinks that economic
growth in a developing country such as South Africa can be attained by encouraging the growth
and sustainability of SMEs.

Brink et al. (2002) states that the survival rate of South African SMEs, especially in rural
communities such as those in the North West province, is relatively low to an extent that less
than half of newly established business enterprises in these areas survive beyond five years.
Business Insight of Global Entrepreneurship Monitor (GEM) data for 2014 demonstrates that
South Africa has one of the highest SME failure rates as compared to other emerging countries
such as Brazil, India and China (GEM, 2014). This calls for the development of a framework
for enhancing the sustainability of SMEs in order to curb the high rate of small business failure
and discontinuity in this region. Kalane (2015) holds that SME failure rate in South Africa is
as high as 63% in the first two years of operation. He also adds that according to the Forum SA
(2010), 71% of SMEs shrink and even wind up within five years of trading. Mthabela (2015)
states that even though the South African government has made effort to assist in developing
the SME sector, most of them fail to develop into successful and sustainable business

enterprises. Mthabela (2015) also holds that many researchers have projected that the failure
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rate of SMEs in South Africa is within the bracket of 70% and 80%. Therefore, this is a major

problem for South Africa and for the North West province in particular.

A study conducted by the Global Entrepreneurship Monitor (GEM) 2014 revealed that South
African SMEs have generally been performing very poorly because they go operational when
they have not conducted proper research in terms of the market requirements and commercial
dynamics. The poor performance of SMEs, according to GEM (2014) report, is also because
small business owners and managers lack the necessary information and skills to operate these
businesses. Most of them do not have the required education and do not even undergo sufficient
training before setting up business. Hence, the identification of the problems associated with
unsustainability of SMEs in the entire South Africa including the North West province, is a
call for the need to develop appropriate training programmes to address these issues to assist
in equipping the small business owners and managers with the necessary skills to survive in
this contemporary competitive world. This study develops a framework to enhance the
sustainability of SMEs in municipalities of the North West province of South Africa. This is
spurred by a passion for sustainable SMEs in the North West province that could unlock

competitive advantages over small business ventures in other provinces of South Africa.

1.11 Significance of the Study

This study is significant because it explores the problems encountered by SMEs in selected
local municipalities of the North West province of South Africa in their business operations,
which lead to their shrinking, and winding up. The study seeks to identify and propose possible
measures that could be implemented by the South African government to improve the
development of the sector in these municipalities. Essentially, the study investigates the
shortcomings of the various entrepreneurs, small business owners and managers that result in
the failure and winding-up of their enterprises within the North West province. The study
further identifies problem areas where the SME proprietors, together with government
organizations, could focus upon in the future to ensure the success and development of the
sector in South Africa including municipalities of this province. Most importantly, this study
is envisaged to develop a framework to enhance the sustainability of SMEs in municipalities
within the jurisdiction of the North West province of South which could influence the future

structuring and management of small business enterprises in this region.
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1.12 Delimitation of the study

The scope of this research traces the practices and challenges in four district municipalities of
the North West province. These district municipalities are: Ngaka Modiri Molema District,
Bonajala Platinum District, Dr Kenneth Kaunda District and Dr Ruth Segomotsi Mompati
District. The respondents and participants in this study are small business owners and managers
in the aforesaid district municipalities. The district municipalities were selected for their urban
and semi urban contexts that make them vital sites for studying the challenges of SMEs in this
province as compared to some district municipalities that host very few small business
ventures. This study is specifically focuses on the sustainability of SMEs in these selected
municipalities of the North West province.

1.13 Chapter Outline

Chapter one provides the general overview of the study specifically the introduction, the
background to the study, problem statement, the research questions, aim of the study, objectives
of the study, conceptual framework of the study, motivation of the study, significance of the

study and delimitations.
Chapter two interrogates the theoretical foundations and perspectives of SMEs.

Chapter three reviews recent and relevant literature and discusses the sustainability of SMEs.
This is relevant literature regarding the conceptual framework that strives to enhance the
sustainability of SMEs and therefore focuses on strategic business plans, availability of finance,

effective management, innovation, business research and education and training.

Chapter four addresses the research methodology adopted in this study which include: research
philosophy, research design, the research population, data collection techniques, data analysis,

validity and reliability and ethical considerations.

Chapter five is data analysis and focuses on the presentation of results obtained from the

questionnaires administered for quantitative study and the discussion of the findings.

Chapter six is data analysis and the presentation of results obtained from interview for

qualitative study and the discussion of the findings.

Chapter seven discusses the findings, presents the framework and proffers a conclusion and

recommendations.
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1.14 Chapter Summary

This chapter provided the foundation for the research on the sustainability of SMEs in four
district municipalities of the North West province of South Africa. The principal causes of
failure and unsustainability of SMEs were heighted, and the conceptual framework of the study
proposed a remedy to this problem by suggesting variables that could be implemented by
entrepreneurs or small business owners and managers for sustainable SMEs. The effective
implementation of these proposed measures, which constitute the objectives of the study, is the
major success factor for achieving sustainability of SMEs in the selected municipalities of the
North West province. In sum, this chapter presented an introduction to the study, a background
to the study, the research problem, research questions, aim and objectives of the study. This
chapter also discussed the conceptual framework of the study, motivation, the significance, the
delimitation as well as the chapter outline of the study. Therefore, the next chapter (two)

addresses an overview of small business enterprises and theoretical perspectives on SMEs.
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CHAPTER TWO
OVERVIEW AND THEORETICAL PERSPECTIVE OF SMES
1.1 Introduction

Small and Medium Size Enterprises (SMEs) in South Africa, especially those of the selected
municipalities of the North-West province, are by no means easy to establish and grow into
successful and sustainable entities as demonstrated in this chapter. The purpose of this chapter
is to present a general overview of SMEs and discuss the major theories underpinning the
sustainability of SMEs. The chapter is divided into two major sections. The first section of this
chapter gives a general overview of SMEs, which include a comprehensive definition of SMEs,
characteristics of SMEs and the importance of SMEs in the development of the economy. The
second part of this chapter examines the theoretical perspectives that analyses the philosophy
and ideas that underpin the success and sustainability of SMEs.

2.2 An Overview of SMEs

The phrase Small and Medium Size Enterprises (SMES) is increasingly becoming familiar in
South Africa in recent times. The acronym "SME" is recognised globally by renowned
organizations such as the World Trade Organization (WTO), the United Nations and even
the World Bank. It is important to look at the global landscape of SMEs and their current state
in South Africa concerning stimulating economic growth in the country. Focus is on the general
scope of SMEs, a comprehensive definition of SMEs, characteristics of SMEs and the

importance of SMEs in the South African economy.

2.2.1 Comprehensive Definition of SMEs

Mahembe (2011) conveys that the benefit of the SME sector is recognized worldwide, but there
is a serious challenge in defining exactly what SMEs entail. However, in attempting to define
SMEs, it is imperative to make a distinction between small, micro and medium-sized entities
(SMMEs) and small and medium-size enterprises (SMEs). In South Africa, these two terms
describe small business enterprises. According to Labuschagne (2015), business entities are
classified as SMEs if two or more of the following features are visible in the business. These

features indicate that business entities are SMEs:
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If their management are independent because the managers are often the owners of the

businesses

If capital for the business is provided by only some few people who are the owners

If the business entities operate mainly in the region where there are located and

If the business entities are small when compared to bigger companies in the same industry.

There is therefore no precise definition of SMEs that is utilised by all business scholars or
statistical agencies. Despite the lack of universality in the definition and the nonalignment with
the set criteria, the importance of SMEs is indispensable. Hatten (2011) avers that SMEs are
called by adjectives that indicate their size, hence economists have a tendency to separate them
into classes in accordance with some quantifiable indicators. He further adds that the most
frequently used criterion to differentiate large and small business entities is the number of
employees. This suggests that the number of employees is an important criterion used to
determine whether an enterprise is an SME or a big business. However, Gibson and Van der
Vaart (2008:4) contend that even though no particular definition of SMEs seems accepted,

small businesses are:

Officially registered with formal registration bodies or the government;

Obliged to pay social security charges and taxes to the government;

Capable of permitting their staff to take annual and sick leave but still earning their payment;
Capable of providing skill training for their staff;

Capable of investing capital with a repayment period of longer than one year;

Capable of contributing to the local communities where they operate.

Rogowsky et al. (2010) suggests that annual revenue and the number of employees are the
criteria that used to define SMEs. Mahembe, (2011) adds that in practice, the worldwide
definition of SMEs uses the annual business turnover combined with the number of employees,
applying it to particular industry or region. Therefore, the definitions of SMEs are non-
subsidiary, self-governing businesses with a definite number of staff and an amount of annual
revenue. According to the Organisation for Economic Cooperation and Development (OECD),
the number of personnel differs in different countries across the world and according to national

statistical systems. For instance, while the US considers SMEs to be businesses with less than
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500 employees, the European Union’s maximum boundary is 250 employees (Wiese, 2014).
This difference is contextual and dependent on the statistical and economic criteria applied in
the particular context. Mahembe (2011) professes that in the case of the economic definition,
a business is an SME when it meets the following criteria:

If the business entity has a lesser market share in terms of the overall market;
If the owner is the manager or part of the management team of the business;
If the business enterprise is operated independently as if it is not part of a bigger enterprise.

Mahembe (2011) adds that, on the other hand, the statistical definition uses three key areas to
define SMEs:

Measuring the scope of the businesses and their influence on employment, GDP and exports;

Comparing the level to which the businesses’ economic and financial contribution differ and

change over time; and
A cross-country evaluation of the businesses’ economic and financial contribution.

The acronym SME is commonly used in the European Union (EU) and by international
organisations such as the United Nations, the World Bank and the World Trade Organisation.
Moloi (2013) claims that SMEs are business entities or firms with either a total balance sheet
of €10-43 million or an annual turnover of €10-50 million and contributing a percentage to the
GDP of a country in which the businesses operate. However, the classification of SMEs in the
United States of America (USA) is slightly different from that of the European Union. Bharati
and Chaudhury (2012) assert that according to the USA business criteria, for a business or firm
to be classified as an SME depends on the industry within which the business operates, its total
revenue, the form of ownership, and number of individuals it employs which most may be as

many as 500 employees.

Kushnir (2010) notes that in the USA, for a business entity to be classified as an SME for Small
Business Administration (SBA) programs, small business size standards define the maximum
size that a business concern, and all of its affiliates, may be. This implies that that there are
certain standards that a business enterprise must meet for it to be classified as an SME. A
standard is often specified in the number of employees or average annual revenue. Kushnir
(2010) further adds that Small Business Administration has established two commonly used
size standards to classify SMEs in the USA, which are $7 million in average annual revenue
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for most non-manufacturing industries and 500 employees for manufacturing and mining
industries. There are many exceptions to the commonly used size standards in the USA and

these are the primary size standards by different industries, which are:
Construction

General building and heavy construction contractors: $33.5 million
Special trade construction contractors: $14 million

Land subdivision: $7 million

Dredging: $20 million

Manufacturing

About 75 percent of the manufacturing industries: 500 employees
A small number of industries: 1,500 employees

The balance: either 750 or 1,000 employees

Mining

All mining industries, except mining services: 500 employees
Retail Trade

Most retail trade industries: $7 million

A few (such as grocery stores, department stores, motor vehicle dealers and electrical appliance

dealers), have higher size standards, but none above $35.5 million.

Services

Most common: $7 million

Computer programming, data processing and systems design: $25 million

Engineering and architectural services and a few other industries have different size standards.

The highest annual-receipts size standard in any service industry: $35.5 million
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Wholesale Trade

According to Kushnir (2010), for small business federal contracts, 100 employees, and the
enterprise is obliged to deliver the product of a small domestic manufacturer, as stated in SBA’s
non-manufacturer rules, except renounced by SBA for a certain category of products. For
procurements made under the Simplified Acquisition Procedures where the purchase is not
more than $25,000, the non-manufacturer may deliver the goods of any domestic manufacturer.

For loans and all other programs: 100 employees is the primary size standards applicable for

all industries.
Other Industries

Kushnir (2010) claims that because of the wide variation in the structure of business concerns
and industries in divisions such as communications, finance, agriculture, transportation,
electric, gas, sanitary services, real estate and insurance, there is no common pattern of size

standards for the classification of business enterprises as SMEs in the USA.

Unlike in the USA, in Europe, the European Union through its commission endorses the
criterion of the number of staff as the main size standards for the classification of business
enterprises as SMEs. Berisha and Shiroka (2015) profess that the European Commission has
introduced a financial criterion that is nevertheless essential in helping to understand the actual
size and performance of a business enterprise and its position compared to its competitors.
They further note that the European Commission determines, through a guide, the criteria for
defining and classifying business entities such as annual balance sheet number of employees
and annual turnover. Hence, this leads one to conclude that reaching the criteria of the number
of personnel as a size standard to classify SMEs in Europe is obligatory but fulfilling the two
financial criteria is a choice of the business entity. On this note, the size standards for the
definition and classification of business enterprises as SMEs in the European Union is

presented in Table 2.1.
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Table 2.1: Definition of Small and Medium Size Enterprises (SMEs) with European

Union standards

\( \
Enterprise Number of Total annual
o . Total assets
indicators (2/3) employees or_ sales
J\ J
4 hY 4 N\

> 50: >$3,000,000:

> 4 >$3.000,000;
<300 <$15,000,000

Medium

<$15,000,000

>$100,000;
<$3,000,000

>$100,000;

Small <$3.000.000

J\

Micro <10 <$100,000 | or | <$100,000

7 N\
IA WV

S s

\ J

Source: Berisha and Shiroka (2015)

If the two criteria of size standards to classify SMEs in the European Union and the World
Bank are compared, it is approximately the same especially for quantitative standards of
number of staffstaff except for the fact that the World Bank raises its upper threshold for
medium-sized businesses to 300 workers, but discrepancies are common in monetary
standards. Besides differences in currency (EUR/USD), while the European Union uses the
criteria of annual revenue and total balance sheet, the World Bank uses the criteria of total
assets and total annual sales. This makes the financial criteria of both institutions not to have
any basis of comparability, making the two definitions of SMEs substantially different from
each other (Berisha and Shiroka, 2015). The European Union’s micro enterprise has a turnover
of up to two million Euros, while for the World Bank it must not be more than annual sales of
up to one hundred thousand US dollars. The European Union sets maximum threshold of fifty
million Euros to differentiate medium businesses from small and micro ones, while the World

Bank sets its own at only fifteen million US dollars for the two financial standards.

Although the number of employees is the most common criterion used for size standards to
define and classify SMEs in many countries and organisations, this criterion has many
discrepancies and modifications with regards SME statistical reporting. Carter and Jones-
Evans (2006) conclude that many economic scholars, sources and organisations such as the EU
and the World Bank define and classify SMEs as enterprises with a cut-off range of 0-250
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employees but the definition commonly implemented in business studies is that of the
European Union. They also add that even though the EU endorses this definition, it is
compulsory for businesses enterprises and institutions looking for funds from it. Kushnir et al.
(2010) assert that a study of the World Bank in a magazine branded as MSMB Country
Indicators discloses that out of 132 countries included in the research, 46 (which is one third)
of them define SMEs as business enterprises with fewer than 250 employees. This implies that
even though different countries have varying standards to classify SMEs, the number of
employees is one of the principal criteria. Kushnir et al. (2010) further add that because of the
controversy involved in the standards of classifying SMEs, each organisation or country
exercises autonomy in defining SMEs specifically to fit their own economic conditions, which
has resulted in today’s great multiple definitions. The distribution of SMEs definition and
classification by number of employees in some different countries around the world is depicted
in Table 2.2 below.

Table 2.2: Distribution of SMEs definition and classification by number of employees in

some different countries around the world

| Micro | Sman | Medium | SME | vLarge

= ‘:S"w“i':'z‘:;nlgel“"d‘ Norway. 1.9  10-49 50-249 1-249 250+
Australia 0-9  10-49 50-199  0-199 200+
Canada 0-9  10-49  50-499  0-499 500+
Japan 4-9  10-49  50-249  1-249 250+
Korea 5-9  10-49  50-199  5-199 200+
Mexico 0-10  11-50 51-250 1-250 251+
New Zealand 1-9 10 - 49 50 -99 0-99 100 +
Turkey 1-19  20-49  50-249 1-249 250+
United States 1-9  10-99 100-499 1-499 500+

Source: Berisha and Shiroka (2015)

From the table above, there are differences and similarities in the distribution of SMEs
definition and classification into micro, small and medium size enterprises by number of
employees in some selected countries around the world. It can be observed that majority of
countries from the selected list classify micro businesses as those enterprises with number of

employees ranging from 0 to 10 except for Turkey with up to 19 as a maximum threshold. In
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the same manner, most countries from the list classify small businesses as those enterprises
with employees ranging from 10 to 49, except for Turkey with a range of 20 to 49 and the US
with a range of 10 to 99 employees. Most countries classify medium businesses as those
enterprises with employees ranging from 50 to 249 and 250. The exceptions are Australia and
Korea with a range of 50 to only 199, Canada with a range of 50 to up to 499, New Zealand
with a range of 50 to only 99 and the US with a range of 100 to 499. Therefore, SME are
defined as business enterprises that employ from 0 to 249 and 250 individuals. The exceptions
are Australia with only 0 to 199 employees, Canada with 0 to 499 employees, Korea with 5 to
199 employees, New Zealand with only 0 to 99 employees and the US with 0 to 500 employees.
This implies that any business enterprise that employs more than the maximum threshold
stipulated by each of these countries in their various definition and classification of SMEs are
considered as large enterprises.

Other than the global conception of SMEs and the freedom each country exercises in defining
SMEs specifically to their own context, the question of an SME is a major concern in South
Africa. The South African Department of Trade and Industry (DTI, 2012) describes an SME
as a small business entity which is owned and run by a single individual for the sake of
providing life sustenance to himself and his direct employees. This includes categories
classified as formal small and medium-sized enterprises, informal sector enterprises, micro-
enterprises and survivalist enterprises. It also includes business entities in all stages of
evolution, from pre-establishment to start-up, emerging, stable or expanding, as well as
business concerns that are on the verge of collapsing. This demonstrates that SMEs cover the
full spectrum of business enterprises more than big enterprises and publicly owned
corporations. However, just like the global case of SME definition where emphasis is more on
number of staffstaff, annual revenue and the total assets, the South African context also defines
small business enterprises using the number of workers, the annual revenue and the total assets
(Mahembe, 2011). Although there is no universal definition of SMEs accepted by South
African economic scholars, the definition by the National Small Business Act 102 of 1996 is
adopted for this study. According to Hadebe (2010), the National Small Business Act 102 of
1996 defines SMEs in the South African context as separate and distinct business enterprises
that include cooperative enterprises and nongovernmental organisations. These are managed
by one owner or more which, include their branches or affiliates, if any, is mainly carried on

in any sector or sub-sector of the economy (Republic of South Africa 1996b, p.2). There, the
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broad definitions of SMEs in South Africa by the National Small Business Act 102 of 1996 is

summarise in table 2.3 below.

Table 2.3: Broad definition of SMEs in South Africa by the National Small Business Act
102 of 1996

Enterprise size Number of Annual turnover Gross assets
employees (excluding fixed
property)
Small Fewer than 50 Less than R2m to Less than R2m to

R25m depending on | R4.5m depending

the industry on the industry
Medium Fewerthan 100to | Less than R4 million | Less than R2 m to
200, dependingon |to RS0 m Ri8 m
the industry depending upon the | depending on the
industry industry

Source: Wiese (2014)

From the summary of broad definitions of SMEs in South Africa by the National Small
Business Act 102 of 1996, one perceives the differences in the distribution of SMEs definition
and classification into small and medium size enterprises by number of staffstaff, annual
revenue and total assets. Small enterprises are those businesses with less than 50 employees
and medium enterprises are those businesses with less than 100 to 200 employees depending
on the industry. The Act also stipulates that in terms of annual turnover, small enterprises are
those businesses with less than R2m to R25m depending on the industry, while medium
enterprises are those businesses with less than R4m to R50m depending on the industry.
Finally, in terms of gross assets (excluding fixed property) according to the Act, small
enterprises are those businesses with less than R2m to R4.5m depending on the industry, while
medium enterprises are those businesses with less than R2m to R18m depending on the
industry.
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A summary of the description of the categories and classification of SMEs using size standards
stipulated by the National Small Business Act 102 of 1996 is presented in Table 2.4 below.

Table 2.4: Summary of the description of the categories of SMEs

Category Description

Small enterprise The upper limit is 50 employees and turnover of R3
million. Small enterprises are generally more establish
than very small enterprises, and they make use of
more sophisticated business practices.

Medium enterprise The maximum number of employees is 100, unless the
company operates in the mining, electricity,
manufacturing or construction sectors, in which case
the upper limit is 200 employees and turnover of R26
million. Medium enterprises tend to show a
decentralisation of power and make use of an
additional management layer.

Source: Motsetse (2015)

According to the 1996 National Small Business Act, small enterprises are also further grouped
as small and medium enterprises (SME), as well as small, medium and micro enterprises
(SMME). The National Small Business Act 102 of 1996 specifies the standards used to define
or classify a business entity as a micro, a very small, a small or a medium enterprise by
following a set of thresholds that classifies them. The Act equally uses the same features such
as the number of staff, yearly turnover, and total assets, not including fixed assets to categorize
SMMEs (Nxaba, 2014). SMEs are defined by the National Small Business Act (102 of 1996)
(SA, 1996) categorise or classify the different sectors or industries which these business
enterprises operate in South Africa (Labuschagne, 2015). This implies that the meaning of
SMEs may be different depending on the type of sector or industry in which the business is

operating or categorises in.

The National Small Business Act 102 of 1996, reviewed in 2003 and 2004 by the National
Small Business Amendment Act, designates the thresholds of each sector as well as sub-sectors
(Kalane, 2015). However, the South African definition of SMEs in this context still takes into
cognisance the number of personnel, the yearly income and the overall assets of the business

in the sectors or sub-sectors according to the standard industrial classification (SIC) (Mahembe,
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2011). A summary of the thresholds for the classification of medium, small, very small, and

micro enterprises according to the National Small Business Act no 102 of 1996 of South Africa,
amended in 2003 and 2004 is presented in Table 2.5 below.

Table 2.5: Thresholds for the classification of medium, small, very small, and micro

enterprises according to the National Small Business Act no 102 of 1996 of South Africa

Sectors or sub-
sectors in
accordance
with the
Standard
Industrial
Classification
(SIC)

Agriculture
Mining and
Quarrying
Manufacturing
Electricity, Gas
and Water
Construction
Retail, Motor
Trade and
Repair Services
Wholesale
Trade,
Commercial
Agents and

Allied Services

Site or
class

Medium
Small
Very small
Micro
Medium
Small
Very small
Micro
Medium
Small
Very small
Micro
Medium
Small
Very small
Micro
Medium
Small
Very small
Micro
Medium
Small
Very small
Micro
Medium
Small

Very small
Micro

Total full-time
equivalent of
paid employees
(Less than)

100
50
10

200
50
20

200
50
20

200
50
20

200
50
20

200
50
20

200
50

20
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Total annual
turnover(Rm)

(Less than)

5.00
3.00
0.50
0.20
39.00
10.00
4.00
0.20
51.00
13.00
52.00
0.20
51.00
13.00
5.10
0.20
26.00
6.00
3.00
0.20
39.00
19.00
4.00
0.20
64.00
32.00

6.00
0.20

Total gross
asset value
(fixed property
excluded)
(Rm) (Less
than)

5.00
3.00
0.50
0.10
23.00
6.00
2.00
0.10
19.00
5.00
2.00
0.10
19.00
5.00
1.90
0.10
5.00
1.00
0.50
0.10
6.00
3.00
0.60
0.10
10.00
5.00

0.60
0.10



Sectors or sub- Site or Total full-time Total annual Total gross

sectors in class equivalent of turnover(Rm) asset value
accordance paid employees (Less than) (fixed property
with the (Less than) excluded)
Standard (Rm) (Less
Industrial than)
Classification
(SIC)
Catering, Medium 200 13.00 3.00
Accommodation = Small 50 6.00 1.00
and Other Trade  Very small 20 5.10 1.90

Micro 5 0.20 0.10
Transport, Medium 200 26.00 6.00
Storage and Small 50 13.00 3.00
Communications ' Very small 20 3.00 0.60

Micro 3 0.20 0.10
Finance and Medium 200 26.00 5.00
Business Small 50 13.00 3.00
Services Very small 20 3.00 0.50

Micro 5 0.20 0.10
Community, Medium 200 13.00 6.00
Social and Small 50 6.00 3.00
Personal Very small 20 1.00 0.60
Services Micro o 0.20 0.10

Source: Kalane (2015)

From the table above, South Africa’s thresholds of classification of businesses into medium,
small, very small and micro enterprises are low. These South African thresholds of
classification of businesses are low as compared to the standards of some organisations such
as the European Union and the World Bank and some developed countries such as the United
States of America and Canada. This is because some businesses that are considered as small or
medium enterprises by in the United State of America or in many European countries are
classified as large business enterprises in South Africa (Department of Trade and Industry,
2008). Considering the number of workers used to define the category of a business across the
spectrum of meanings and/or classification, medium businesses in South Africa are those that
employ between 100 and 200 employees. Small businesses are those that employ
approximately 10 to 50 employees, very small businesses are those that employ between 5 to
20 employees whereas micro businesses are those are that employ between 1 to 5 employees

in the various sectors or sub-sectors according to the standard industrial classification (SIC).
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As earlier stated, there are several definitions of SMEs. In the South African context, an SME

is considered as a business entity with a number of between 1 and 200 employees.

The definition of SMEs is clearer when the elements that characterise these businesses are well

articulated. Therefore, it is necessary to discuss the characteristics of SMEs.

2.2.2 Characteristics of SMEs

It is not every SME that has the capacity to grow and increase in size and eventually become a
large business. Labuschagne (2015) argues that many business enterprises are perfectly suited
when run on a small scale for many years because of the small size of the population of the
community, which constitute their market. Because of the small size of their market, some
SMEs are bound to remain small to serve the local community where they operate. . However,
De Lalaingstraat (2013) claims that other SMEs in rural settings still aspire to grow into big
businesses. Small-scale enterprises exhibit distinct characteristics that make them different
from their bigger competitors and are the same in every underdeveloped and developed country
on the globe. Despite the most common and official classification of SMEs as business
enterprises with less than 250 employees in the case of South Africa and many other countries
and organisation such as EU and World Bank, and fewer than 500 employees in the case of the

USA and Canada, there is no consensus on the definition of small businesses.

Wiese (2014) contends that the term SME could be a misleading contradiction because
relatively large firms listed in the lower quintile or quartile of the database of financial,
statistical and market information on active and inactive global companies in the world
(COMPUSTAT) and Centre for Research in Security Prices (CRSP) data tapes are often
subjectively classified as small business enterprises for convenience in empirical studies.
According to Wiese (2014), business concerns are classified as SMEs if they possess most if

not all of the following characteristics:

(1) Number of employees: Small scale business enterprises employ smaller number of
employees in most cases less than 250 employees in the case of South Africa and many other
countries and fewer than 500 employees in the case of the USA and Canada to run the business
operation (Wiese, 2014). Therefore, this means that smallest business enterprises are run

entirely by single individuals or small teams who are the owners of the businesses.

(2) No publicly traded securities: SMEs do not have neither debt nor advertise and sell stocks
or the shares of their businesses in organized stock exchange markets (Grundling and Kaseke,
2010). This implies that SMEs do not advertise and sell their shares in stock markets such as
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such the Johannesburg Stock Exchange (JSE), London Stock Exchange and New York Stock
Exchange markets. This characteristic feature makes SMEs unique because since they do not
sell their shares to the public, they have fewer sources of funding, and they do not have a ready
market valuation for their shares. Grundling and Kaseke (2010) further note that SMEs do not
trade their shares to the public because stock exchange markets are relatively expensive for
some enterprises, especially those in their early stage of inception and in rural settings serving

only their local communities.

(3) Owners have undiversified personal portfolios: Investment in SMEs often constitutes a
greater percentage of the founders’ personal wealth (Fatoki, 2014). This implies that most SME
owners may only achieve some personal diversification through their bank accounts, self-
employment pension accounts, life insurance policies and small stock portfolios. Shinozaki
(2012) notes that a large holding in a risky business equally entails a riskier personal portfolio

for the founders of the business enterprise.

(4) Limited liability is absent or ineffective: The liability of SMEs is not limited because
most small business enterprises are sole proprietorships and partnerships. Bickle (2012) asserts
that SMEs are not always liable to their debts since their organizational forms do not have
provision for limited liability, even for small business entities organized as a corporation, they
are always ineffective to protect their owners from personal losses. Bickle (2012) further adds
that in case of business failure, SMEs are required by their creditors to provide guarantee or
put up non-corporate personal assets such as their personal belongings, especially landed
properties as collateral security for loans.

(5) First generation owners are entrepreneurial and prone to risk taking: Through the
procedure of self-selection, individuals who are willing to take risks of uncertainty, to manage
their own business enterprises and work long hours to push through their concepts for new
products and markets, are the ones who often start up new business concerns. These individuals
who are the first-generation owners require a potential high return from their businesses and
are therefore willing to take the corresponding higher risks to breakthrough in business
(O’Higgins, 2012).

(6) Management and expertise: Most often, SME owners manage their businesses most often
with little or no management skills and experience unlike large corporations that are managed
by skilful and experienced managers (Grundling and Kaseke, 2010). This explains why most

SMEs have a slow growth while most big businesses have more growth potential.
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(7) Experiences high cost of market and institutional imperfections. Bickle (2012) claims
that due to their inadequacies, limited managerial resources and their small sizes, the cost of
running a business is higher for SMEs than for large corporations. This is because SMEs are
probably paying proportionally more failure costs or in bankruptcy in the event of business
failure. They also pay more for transaction costs of financing, litigation costs, negotiation costs

and cost of compliance with regulations.

(8) Relationships with stockholders are less formal: Labuschagne (2015) states that SME
managers and owners deal with their stockholders personally and therefore rely on the
frequency of past and possible future dealings, individual reputation could be of great
importance. Consequently, the relationship between SME owners and outside stockholders is
informal, less contractual and more implicit. Labuschagne (2015) further adds that due to this
kind of informal relationship between SME owner and mangers with other stakeholders of the
business, information collected about small business enterprises is often fragmented and
private. This makes the cost of monitoring and bonding for SMEs to be relatively high as
compare to the cost incur by large firms for the same purpose.

(9) Resources and finance: Grundling and Kaseke (2010) contend that only 46.1% of SME
owners keep financial records since they only keep record of overall sales, stock and cost of
sales. Consequently, this makes it difficult for SMEs to obtain funding from investors which is
one of the greatest challenges widely recognized as a hindrance for business growth. Therefore,
most SMEs’ sources of finance or capital are ultimately from family contributions, personal

savings, spouse salary, government pension, and, income from other jobs.

(10) Strategy: Wiese (2014) notes that quite a lot of studies have revealed a relation between
premeditated planning and business accomplishment implying that conceiving and
implementing a good strategic business plan give a greater possibility for that business to
succeed and be sustainable. However, most SMEs often fail to conceptualise and implement
effective strategic business planning because of lack of well-developed administration and lack

of resources, limited access to finance, human capital and customer capital.

(11) Locations: Most SMEs are located in townships and mostly in rural settings where they
serve the local population in the communities where they operate (Bickle, 2012). This explains
why many of these businesses are bound to remain small because the size of their market too
is small. Bickle (2012) adds that SMEs are not likely to have markets or sales outlets in many

other provinces, states or countries. For instance, a large number of small business enterprises
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operate from a single retail store, service outlet or office, while most of them operate only to

make a small profit that caters for the basic needs of the owners and their families.

(12) Ownership and taxes: Most SMEs’ owners prefer to establish their businesses as limited
liability companies, partnerships or sole proprietorships (Shinozaki, 2012). Such owners of
these forms of business organisation try as much as possible to minimize their expenditures
and avoid the hassle of business registration. Shinozaki (2012) further notes that these forms
of business entities do not usually file their own taxes but instead, the owners report business
expenditure and income on their personal tax returns. This implies that many SMEs do not

literally pay taxes, they evade taxes and rather pay little fee for operation.

(13) Revenue and profitability: Generally, the revenues for small business enterprises are
lesser than that of firms operating on a bigger scale. Government Gazette of the Republic of
South Africa (2003) stipulates that Small Business Administration (SAD) classify SMEs as
businesses that make less than a specific amount of revenue, depending on the kind of business.
According to SAD, the maximum revenue budget for SMEs designation is set at $21.5 million
per annum for service business enterprises. This assumption is however faulty because lower
revenue does not necessarily mean lower profitability. O’Higgins (2012) argues that because
of this maximum revenue budget for SMEs designation at $21.5 million per annum that most
small businesses are focusing their goals on the fact that there is need for every establish

business to yield profit.

(14) External environment and business success: SMEs typically entice their customers and
staff by giving them workstation culture that has value relationships and is more participatory
with family members and other significant external role-players (Shinozaki, 2012). Therefore,
a wider dream of success for SMEs require new relationships, new performances and new
business tools. SMEs appear to be successful and sustainable as soon as they collaborate with
other business enterprises to share technologies, lessen cost production and create interacting

opportunities.

The analyses above illustrate the major features used to identify SMEs and distinguish them
from large businesses since they possess different characteristics. Therefore, understanding the
characteristics of SMEs leads to a discussion of their importance and the role they play in the

global economy and South African economy in particular.
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2.2.3 Importance of SMEs in the Economy

SMEs are important agents in stimulating economic development because of their
contributions to the growth and stability of many economies of the world, including that of
South Africa. Oduntan (2014) affirms that SME sector across the globe provides a platform for
the training of indigenous entrepreneurs who drive the wealth creation process in many
countries. He also adds that it has even been established by scholars of economics that SME
sector is a nursery for entrepreneurship where individual creativity and innovation drive
economic growth. Therefore, the sector can be equated to a university where a vast majority of
entrepreneurs receive training on how to effectively operate small-scale businesses. In this
regard, the significance of SMEs in the development of the economy is viewed from two
perspectives, which are their importance in the global economy and contribution to economic
growth in South Africa.

2.2.3.1 Importance of SMEs in the Global Economy

The whole world is still struggling to recover from the global economic crisis of 2008, and
SMEs are considered the main drivers for growth in any economy. They have been the centre
of debate in many countries today. Jain and Chen (2013) show that the global financial crisis
of 2008 generated new problems for SMEs, but businesses are however still obviously
contributing enormously to the employment and gross domestic product (GDP) of many
countries in the world today. Bouri et al. (2011:7) further state that SMEs in many countries
make the backbone of their economies, especially in developed countries, even though the
sector is not well developed in Africa and other developing countries. However, the
contribution of SMEs to economic fundamentals such as employment creation and the
generation of income to improve the GDP differs from country to country. D’Imperio (2012)
indicates that SMEs contribute up to 51% of the GDP and employment levels in high-income
countries and an average of 16% in developing countries. The variation in the contribution of
SMEs to economic development in countries throughout the world is because developed
countries have bigger SME sectors and lesser informal sectors than underdeveloped countries
with smaller SME sectors and bigger informal sectors. This implies that developed and richer
countries have more open economies while those of the underdeveloped and poor countries are
relatively closed.

SMEs are perceived as employment multipliers because the new jobs they create lead to more
employment opportunities in some industries such as manufacturing. For instance, a business

in the manufacturing industry with 50 employees in 1965 and 100 of them in 1994, had
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multiplied its workforce by two within 29 years and probably by three in 2017 (Wiese, 2014).
It follows that SMEs can be equally referred to as a local multiplier effect because they boost
overall domestic consumption in the countries where they operate. This is also because
according to Jain and Chen (2013), SMEs could have two to three times influence on domestic
spending as compared to the impact on domestic spending created by bigger business
enterprises in the countries where they operate. This implies that SMEs are a driving force of
economic strength because they create a progressive influence on the national economies of
many countries by creating employment and fostering a competitive business environment.
Shinozaki (2012) contends that the cost of creating jobs in the SME sector is less than the cost
of creating jobs in the big business sector, because big commercial enterprises are typically

more capital intensive, unlike SME sector, which is more labour intensive.

To evaluate the significance of SMEs contribution to the worldwide economy, it is important
to define their impact in the most advanced countries of the world. Labuschagne (2015) claims
that SMEs in Europe were considerably more resistant than big companies during the 2008
global financial crisis, principally regarding their rate of employment. The more than 20 million
SMEs have been playing a significant role in the economies of most countries in Europe since
the global economic crisis of 2008 and by 2012 this sector has employed about 86.8 million
individuals. These 86.8 million individuals represent 66.5% of all employment opportunities
created within that period and brought about 57.6% of the total value created by the private
sector across the continent within the same period. Muller et al. (2014) asserts that since the
global financial crisis of 2008, the employment size in Europe today comprise a large share of
the European economy. Therefore, the SME sector in Europe has played a crucial role in
improving the continent to its present position today.

SME sector also plays a dynamic role in assisting developing economies in the world that
struggle to look for responses to the downturn cycles and considerable crisis of unemployment
(Gilroy, 2014). Therefore, the SME sector in these countries serve as an actual channel and
means of job creation, alleviating poverty and growing productivity. Gilroy (2014) also states
that according to the Small Business Administration (SBA) Office of Advocacy, SME sector
represent 99.7% of total employment in the US alone. This implies that recovery of the global
economic crisis and recession, the sustainability of the world growing population and the future
of innovation, greatly depend on the global SMEs sector. Philip (2010) affirms that SMEs are
the agents of global economic recovery and growth because they stimulate entrepreneurial

skills, private ownership and they are also flexible and can adjust rapidly to supply situations
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and fluctuating market conditions. This is because apart from contributing to the GDP and
generating employment, SMEs also help to diversify economic activities and contribute

significantly to international trade in both developed and developing economies.

SMEs in Europe are economically imperative with 98% of an estimated 19.3 million businesses
being small enterprises, providing up to 65 million employment opportunities, thereby making
them the major contributors to economic growth, job creation and poverty alleviation across
the continent (Moloi, 2013). In USA, which is one of the most economically influential
countries in the world, SMEs create 50% of private employment and in other advanced
economies such as China, Austria, and Canada, SMEs’ job creation is even more than 50%
(Davies, 2011). This story is the same even in Africa and other developing countries since SME
economic activities often trickle-down from developed countries to underdeveloped ones.
Idemobi (2012) states that, 70% of firms operating in Nigeria are classified as SMEs, while
more than 50% of business enterprises operating in Kenya are defined as SMEs. In the Southern
region of Africa, the Namibian SME Gazette (2012) reports that 50% of enterprises in Namibia
are SMEs which contribute enormously to national economic growth and job creation in the
country. Therefore, SMEs in this part of Africa are the engines that drive the national
economies of Southern African Development Community (SADC) member countries. For
instance, according to the National Credit Regulator (2011), Statistics South Africa (2011),
about 91% of all formal enterprises in South Africa are SMEs and they contribute 55% towards

employment and 38% towards GDP.

The 2009 GEM report stresses that there is a strong relationship between the rate of economic
growth of a country and its level of entrepreneurship (GEM, 2009). This justifies the reason
why private enterprise have been given more consideration from both the press and economic
scholars because of the increasing recognition of the significant socio-economic contributions
that entrepreneurship brings in the global economy. GEM (2009) report further adds that some
of these social and economic contributions by SMEs to the global economy include poverty
alleviation and improved living standards of citizens. Meanwhile some of the economic
contributions include sustaining a favourable balance of payments, balance of trade, economic
growth, and job creation. Therefore, one can conclude that SMEs are an indispensable panacea
for stimulating economic growth, stabilising economies and improving the standards of living
of individuals in the global economy today. The World Bank (2007), however, made an

estimated classification and structuring of SMEs and their contribution to economic
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development in some selected countries from five continents in the world with specific

emphasis on their involvement in employment generation as presented in Table 2.7 below.

Table 2.6: SME participation in the economies of selected countries

Stmdl(';: :ff :::eMl;:I;E)Sector SME Participation in the Economy
Country Name SMEs per SME

Micro Small Medium SMEs 1,000 employment

people (% total)

Brazil 939 56 05 4 903 268 274 67.0
China n/a n/a n/a 8 000 000 6.3 78.0
Egypt 927 6.1 09 1649794 26.8 735
United Kingdom 954 39 0.7 4415 260 73.8 396
Ghana 55.3 420 2.0 25679 1.2 66.0
India 940 33 295 098 0.3 66.9
Mexico 2 891 300 279 7119
Malawi 913 85 02 747 396 725 38.0
Russian Federaton 6 891 300 48.8 50.5
United States 788 19.7 15 5868 737 200 50.9
South Africa 92.0 70 1.0 900 683 220 39.0

Source: World Bank (2007)

From the World Bank report presented in the Table 2.7 above, it is estimated that SMEs
contributed to 67.0% of total employment in Brazil in 2007, 78.0% in China, 73.5% in Egypt,
39.6% in the United Kingdom, 66.0% in Ghana, 66.9% in India, 71.9% in Mexico, 38.0% in
Malawi, 50.5% in Russian Federation, 50.9% in the United States and 39.0% in South Africa.
Therefore, SMEs are recognised worldwide as the most important drivers of innovation, in
accounting for a great share of actual invention and modernization. These enterprises are
important to both investors and customers. According to Jain and Chen (2013), economic
development initiated on innovation would be maintainable and boost the overall economy.
SMEs are most likely to embark on innovative activities such as research and development
which result in spending in high technology industries, and 90% of businesses embarking in

these activities are small business enterprises.
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2.2.3.2 Importance of SMEs in South Africa

The significance of SMEs in South Africa can be demonstrated through a wide range of
schemes the government maintains for assisting growth of the sector. The DTI (2005a)
acknowledged that the development of SME sector is one of the ways that can be used to gain
access to foreign markets, to reduce the high levels of unemployment as well as the best means
to create income and improve the GDP of the country (Hadebe, 2010). In this regard, the
importance of SMEs in South Africa is evaluated from two perspectives: SMEs contribution
to employment creation and SMEs contribution to the gross domestic product (GDP).

2.2.3.2.1 SMEs Contribution to Employment Creation in South Africa

SMEs are common in all divisions of the economy and are well known as the major employers
in South Africa. Small Enterprise Development Agency (SEDA) (2007) classifies major
divisions in the South African economy into seven different areas which are: agriculture,
construction, manufacturing, trade and communications, trade and tourism, personal services,
and finance and business services. According to SEDA (2007) report, SME sector alone
absorbed approximately 25% of the total South African workforce and still has the potential to
upgrade human capital and generate more jobs for jobseeker in the country. Therefore, it would
almost be impossible to achieve an increase in employment rate, competitiveness and redress
the historical inequalities through the growth and sustainability of SMEs in the economy
without positive economic growth and policy objectives. Hadebe (2010) professes that the
South Africa government has a major policy to increase employment and eradicate poverty
among its population to redress the historical inequalities by reducing unemployment rate in
the country. Thus, the re-integration of South Africa into the worldwide economy in 1994 posed
a question on the country’s capability to effectively compete at the international scene.

The Banking Association of South Africa (2014) contends that SMEs in the world and
particularly those in South Africa are recognised as profitable drivers of comprehensive
financial improvement and development. This indicates the positive contribution of SME to
economic advancement of the South African economy. Kalane (2015) confirms that many
scholars have observed and acknowledged that SMEs’ contribution to formal business
enterprises in South Africa is up to 91% and that they provide employment to approximately
60% of the labour force in the country. However, the mode of operations of SMEs in South
Africa is generally more labour intensive, giving them a high potential and capacity to generate
employment opportunities for the numerous job seekers in the country. This is because the

labour-intensive nature of SMEs is higher than that of big business enterprises. Oduntan (2014)
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acknowledges that more per unit energy consumed and jobs per unit of investment capital are
created by SMESs than big business enterprises, which has greatly helped in curbing the problem
of high unemployment in most countries including South Africa. He adds that SMEs play an
important role in reducing the rate of inequality by providing employment opportunities and
alleviating poverty among South African citizens. Therefore, SMEs contribute immensely in
solving the problem of unemployment in South Africa by employing both unskilled and skilled
workers thereby providing them means of livelihood, which is an essential role in any economic
development process of a country.

The South African government realised the importance of SMEs to the economy as early as
1995 when the then Minister of Trade and Industry - Trevor Manuel - clearly addressed the
issue of high unemployment rate. According to Abor and Quartey (2010), the minister of Trade
and Industry held that with millions of underemployed and unemployed South Africans, the
government was obliged to give its full attention to the task of creating employment
opportunities and generating equitable and sustainable economic growth. They add that the
minister also held the view that small business enterprises are the most important vehicle and
means to tackle the challenges of equity, economic growth and job creation in the country. In
this regard, he emphasised that the actual engine of equitable and sustainable economic growth
in South Africa is the private sector. Therefore, because of their contribution to economic
growth, the South African government has been committed in doing all it can to create an

environment in which the SME sector can grow and be sustainable.

Scarborough and Zimmerer (2003) argue that since SMEs are more labour intensive, it is
obvious that they create more employment opportunities in South Africa than large enterprises.
Therefore, in order to accomplish the government’s top agenda to curb the high rate of
unemployment, its top priority must be to grow small businesses in the formal sector. The
government is also obliged to provide a conducive environment as well as appropriate
assistance to opportunity-driven entrepreneurs who wish to establish new businesses not out of
necessity but because they recognise and seize opportunities. This is because according to
Scarborough and Zimmerer (2003), opportunity-driven entrepreneurs are good at mobilising
resources, generating new business ideas, and ultimately creating employment opportunities.
Therefore, SMEs are very important in economic development of the South Africa judging
from their enormous contribution toward poverty alleviation, equality and improving standard

of living of citizen through the creation of employment opportunities.
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2.2.3.2.2 SMEs Contribution to the GDP in South Africa

The Gross Domestic Product (GDP) is the sum of net operating surplus (NOS), consumption
of fixed capital and all wages earned in a given period of time (BER, 2016). In addition to the
creation of work opportunities across the various divisions of the economy, SMEs equally
contribute significantly toward the gross domestic product (GDP) of South Africa. Hence, their
contribution toward the GDP make a positive impact to the economy of South Africa because
the prospects of a country are evident in its economic development rate. According to
Labuschagne (2015), two appropriate sources of SMEs’ contribution to the GDP that were put
out by Small Enterprise Development Agency (SEDA) and the Department of Trade and
Industry (DTI) in 2005 and 2007 indicated that in 2004 alone, SMESs contributed approximately
40% GDP of South Africa and the same estimate in 2014. This means that in South Africa,
SME sector stimulates economic growth especially as small enterprises are very essential for
competitive and efficient markets. Labuschagne (2015) adds that according to the
Amalgamated Banks of South Africa’s (ABSA) SME Index (2015), many concerns have been
raised about the decreasing number of SME in South Africa.

SMEs sector is a vehicle that assists job seekers and employees who are receiving meagre
wages in South African to have more access to economic prospects thereby contributing up to
40% in boosting the GDP of the country (Stats SA, 2014). From the Stats South African data,
a proxy for SMEs contribution to the GDP can be derived by summing the profits, depreciation
and combined salaries earned in a given period respectively. In this regard, the Bureau for
Economic Research (BER) estimated the proportion of SMEs contribution to the GDP of South
Africa of 2010 and 2015 as depicted in Figure 2.1 below.
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Figure 2.1: A diagrammatic representation of SME contribution (in percentage) to South
African GDP of 2010 and 2015

Source: Bureau for Economic Research (BER) (2016)

The contribution of the various categories of business enterprises toward South African GDP
of 2010 and 2015 and the percentage changes between these two periods is also presented in
tabular form by the Bureau for Economic Research (BER) (2016) as depicted in Table 2.6

below.

Table 2.7: A tabular representation of the amount of SMEs’ contribution to South
African GDP of 2010 and 2015

R Million December 2010 June 2015 % change
Large 234619 257056 10%
Medium 31125 40982 32%
Small 84932 149464 76%
Total 350667 447502 28%

RSA GDP 634375 851095 34%

% SMES 18% 22%

Source: Bureau for Economic Research (BER) (2016).
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From this aggregate, SMEs contributed 18% to South African GDP in the fourth quarter of
2010 (in December) and their contribution increased to 22% by the second quarter 2015 (in
June). Regarding SMEs’ contribution to the GDP, another study carried out by Abor and
Quartey (2010) estimates that SMEs constitute about 91% of the formal business entities in
South Africa and that these enterprises contribute between 52% and 57% to GDP.

Briefly, the importance of SMEs in the economy is very significant especially as agents of
stimulating economic development because of their contributions to the growth and stability
of the global economy including that of South Africa. SBP Alert (2013) asserts that many
studies have demonstrated that the SME sector is the main engine for creating employment and
the key contributors to the GDP worldwide, including South Africa. It has also been validated
that SMEs’ contributions to economic development, especially in job creation and contribution
to GDP, are prominent in both developed and developing countries even though these
contributions appears to be more significant in the emerging economies than the advanced
ones. Under fair conditions, a vibrant SME municipality has the capacity to be a dynamic and
transformational force in any economy. When likened to large enterprises, SMEs increase
career and employment growth, GDP progress, entrepreneurship, poverty alleviation,
competition, innovation as well as encourage economy-wide efficiency (SBP Alert, 2013).
Based on this understanding of the significance of SMEs in the economy, it is imperative to
discuss the theoretical perspective of SMEs.

2.3 Theoretical Perspective of SMEs

Scholars have put forth several theories to explain SME success and sustainability. The major
theories underpinning SME sustainability are the financial gap theory, the resource dependence
theory, the theory of mergers and acquisitions, investment theory and trickle-down theory.
These theories form the underlying foundations for SMEs survival and sustainability.

2.3.1 Financial Gap Theory

The financial gap theory has its roots in the 1930s when the Report of the Macmillan
Committee observed a problem of small businesses tending to be discriminated upon by
investors and financiers such as the commercial banks. The financial gap theory was bolstered
by Bolton in 1971 in his quest to examine the accessibility of finance for business and the use
of funds by the small business enterprises (Asplund and Henriksson, 2012). 1t may be deduced
from Asplund and Henrksson’s assertion that Bolton postulated the financial gap theory in

order to reveal the discrimination that SME faced by investors in terms of financing because
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they prefer to fund bigger enterprises than small ones. OECD (2006) states that the financial
gap philosophy postulates that there are many small business enterprises that require legitimate
financial support from the government, investors and financiers such as the commercial banks
and can utilize these funds judiciously, but they cannot acquire it due to stringent requirements
from the financial system. Hence the financial gap theory discusses the incapability of SMEs
to identify the requirements for external sources of finance while the sponsors do not also find
it easy to mobilise the SMEs due to lack of knowledge about the nature of their business

procedures.

Asplund and Henriksson (2012) note that the financial gap theory explains that there is a gap
between investors and/or financiers and small business owners with underlying reasons often
linked to either insufficient funds from the financiers or inadequacies from the business owners
or sometimes both parties. According to these scholars, financial gap is derived from a
“knowledge gap” between SMEs and financiers where the financiers do not understand the
situations of the entrepreneurs and the entrepreneurs do not satisfy the investors’ or financiers’
demand for information and had insufficient knowledge of different prospects of raising
capital. Hence, it is the financial gap between the financiers and the entrepreneurs that leads to
the inadequacies and the lack of requirement from the financial system such as collateral
security to obtain loan from commercial banks. Asplund and Henriksson (2012) further argue
that in the absence of external funding, the only option left for small business owners to raise
funds for their businesses is through personal savings, friends and family relations. Therefore,
this explains why most small businesses are limping and struggling because of lack of sufficient
funding for expansion and growth. OECD (2006) stipulates that the financial gap theory
suggest that entrepreneurs and small business owners should strive to obtain facts on how to
apply for external financial support from the government or other investors. Meanwhile the
financial markets should also endeavour to scrutinize the business profiles of the SMEs to offer
them reasonable financial support to ensure that the financial gap is closed so that the sector

can maximize its output.

There has been a national and even worldwide recognition of the need to improve access to
financing for SMEs on reasonable terms by encouraging more innovative solutions and
initiatives for facilitating small business enterprises’ access to financing, from the inception or
establishment of their businesses through all stages of development (Asplund and Henriksson,
2012). This lead one to assume that the worldwide and nationwide initiative to improve and

facilitate access to financing for SMEs is because of the recognition of their importance to
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economic development of the global economy and individual nations. OECD (2006) argue that
many business scholars have hypothesized a financing gap for SMEs, implying that there are
a considerable number of these businesses that could use funds productively if they were
available. However, potential entrepreneurs and small business owners cannot get finance from
the formal financial system and therefore recommend measures to foster an improved flow of
financing to SMEs for their growth and sustainability. This is because according to OECD
(2006) SMEs are now globally recognised as a key source of innovation, dynamism and
flexibility in advanced industrialised countries, as well as in developing economies. If the SME
sector does not have access to external funds for investment, the capacity to increase investment
per entrepreneur and improve productivity and wages, the development of the sector gets

seriously impaired.

The financial gap theory is important to the sustainability of SMEs, especially those within the
municipalities of the North West province because according to Asplund and Henriksson
(2012), the theory advocates for legal funding of small businesses by the government and other
financiers such as commercial banks. The motivation of SMEs to stimulate growth in this sector
by the government and other financiers by providing funding to potential entrepreneurs and
small business owners enhances the survival and sustainability of these businesses. Also
important to the study is that according to OECD (2006), the financial gap theory creates the
awareness of the requirements of SMEs to source for funds from the government and other

financiers such as commercial banks for their growth and sustainability.

2.3.2 Resource Dependency Theory

Nienhlser (2008) stipulates that Jeffrey Pfeiffer and Gerald Salancik put the resource
dependence theory forth in 1978. This theory explains how the external resources of
organizations affect the behaviour of the organization and that the procurement of external
resources is an important principle of the tactical and strategic management of any business
enterprises. This implies that SMEs depend on their external resources for them to thrive and
be sustainable. Nienhiiser (2008) further adds that an essential hypothesis of the resource
dependence theory is that dependence on important and critical resources influences the actions
of organizations and those organizational actions and decisions that can be explained
depending on the dependency situation. This leads one to believe that one thing always depend
on another for it to succeed to be sustainable. Davis and Cobb (2010) on their part contend that
resource dependence theory was originally develop to offer a different perspective to economic

theories of mergers and board interlocks, and to understand precisely the type of inter-
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organisational relations that have played such an important role in recent market failures.
According to them, the motivation of managers running the business of organizations was to
ensure that the organizations survive and have their own autonomy, while also upholding

stability in the enterprises’ exchange relations.

The three principal ideas of resource dependency theory are that those organizations have
strategies to enhance their autonomy and pursue interests, that social context matters and that
it is important to understand the internal and external actions of organizations (Davis and Cobb,
2010). It can be deduce that resource dependency theory provides an externally focused point
of view of why business enterprises acquire other firms in order to succeed and be sustainable.
Davis and Cobb, 2010) also note that resource dependency theory calls for the implementation
of adaptive tactics to lessen dependence level from other interested party and seek for other

coalition means like merger to stimulate the growth of business enterprises.

Hillman et al. (2009) contend that merger enables business enterprises to acquire their
transacting partners and lessens an enterprise’s dependence on other firms in their environment.
This proves that merger can be use by SMEs as a means to reduce direct competition among
firms in the same line of business so that they can survive and be sustainable. In the same
regard, Park and Mezias (2005) assert that this theory is equally a principal theoretical
perspective to understand joint ventures and other inter-organizational relationships. It should
be noted that joint ventures are usually formed between interdependent firms or business
organisations to decrease domestic and international environmental complexity and gain
resources. Park and Mezias (2005) further note that the alliances formed in periods of low
environmental munificence have more favourable stock market reaction, demonstrating the

magnitude of dependency that successfully predicts these forms of alliance.

2.3.3 The Theory of Mergers and Acquisition

Golubov et al. (2013) contend that the first and foremost merger and acquisition wave was
branded by horizontal mergers which formed the telephone, oil, mining, steel, and railroad
giants thereby defining the elementary transportation and manufacturing businesses in the US.
Meanwhile, the acceptance of antitrust laws in the early 20th century and especially during the
First World War, led to the end of the foremost merger and acquisition wave in the US. Hence,
the theory philosophises merger and acquisition as a means for businesses such as SMEs to
grow and be sustainable. Roberts (2010) describes a merger or an acquisition in a business as

the amalgamation of two or more businesses into one new corporation. He adds that in the 21st
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century business world, mergers and acquisitions have been a very vital strategic tool used to
accomplish specific business goals and objectives. This implies that merger and acquisition is
a means that SMEs can use to succeed and be sustainable. Mboroto (2012) on his part says that
merger and acquisitions occur when the assets and liabilities of two legal entities are combined
to form one legal entity. He further notes that if merger and acquisition is to be define
separately, then merger is the merging or consolidation of two businesses or firms on an equal
basis. Arvanitis and Stucki (2015) stipulate that acquisition is the absorption of a smaller
business or firm by a larger one with the smaller one either becoming a subsidiary of the larger
firm or with the smaller business combined into the larger business. In this case, the smaller
business lose its identity whereas larger business takes control of the smaller one‘s assets and
liabilities. Hence, from the two descriptions, whether merger or acquisition, the bottom line is
that two or more firms or businesses join together to expand and be sustainable in business.
Therefore, with regards to these descriptions, mergers and acquisitions can be used
interchangeably in the business world because both of them fundamentally lead to the same
outcome whereby two business entities integrate to become one. The only difference between
a merger and acquisition from these descriptions is only in the way the incorporation of the

two entities are brought about.

SMEs merge to make synergies or cooperation between the acquirer and the target which will
increase the value of the business entity. Merger of SMEs will occur only if there is an
expectation to produce enough realisable synergies or enormous profit to make the deal
beneficial to the both parties involve in the transaction (Hitt et al., 2001). This implies that if
the profit in value to the target is not encouraging, then the owners of the target business entities
would not accept to sell or submit to the acquisition, and if the gains is not encouraging to the
owners of the bidding business entity, the bidder would not also accept the deal of merger.
Cefis et al. (2009) claim that according to the theory of mergers and acquisitions, the
amalgamation of business entities or synergies offer significant benefits because businesses
with greater market power charge higher prices on their products and consequently make
greater profits through consumer surplus. This is because greater market power allows for the
prevention of new potential businesses to enter the market in the future which can again enable
the business entity to make significant premium and offer another long-term source of profit.
This means that mergers is beneficial to both parties because it leads to increase profitability
since it gives the new business entity great market power to dominate smaller enterprise, charge

higher prices and make more profits.
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Most often, entrepreneurs or management team of SMEs are willing to acquire an
underperforming business, to remove those managers that have not succeeded to make use of
the opportunities to create synergies to improve on their resources (Weston et al., 2004). They
add that aggressive takeovers of small or unsuccessful businesses should be detected amongst
poorly performing SMEs and amongst firms whose internal corporate governance mechanisms
have not been able to discipline their management team. It follows that the essence of merger
is to enable underperforming businesses to be able to compete with bigger ones in the market
so that they can succeed and be sustainable. Weitzel and McCarthy (2011) assert that SME
mergers and acquisitions face a greater possibility of effective amalgamations than big and
well-established firms do. However, when it comes to performance, size matters because SMEs
and big business entities are inversely related. Therefore, SMEs will desire for better acquirers
because the mergers and acquisitions they pursue will be more likely to create value, which is

an important strategy for growth and sustainability of their businesses.

Entrepreneurs and managers of SMEs are fully aware of the importance of growth strategy by
merger/acquisition and that is why these small business entities make up a greater proportion
of the yearly mergers and acquisitions population as a strategy for their survival and
sustainability (Baker et al., 2009). This demonstrate that the value created in merger and
acquisition will enable the new business to out-perform its competitor and grow to be
sustainable. More so, the value gain in mergers and acquisitions is divided between the
shareholders of the two business entities according to their respective bargaining power, which
give them an urge to succeed and be sustainable. Motis (2007) says the theory of mergers and
acquisitions portrays that fundamental reason for amalgamation of business entities is to
increase the value of the firm for the survival and sustainability of SMEs.

The theory of mergers and acquisitions is important to SMEs especially to those within the
municipalities of the North-West province because the theory generally advocates for merger
or acquisition, which can enable small businesses to form a larger business entity that can
survive the commercial hurdle associated with small enterprises. According to Cefis et al.
(2009) by forming mergers and acquisitions, in striving to overcome commercial hurdles
associated with small business ventures, SMEs can improve organizational autonomy and
legitimacy, which will enable them to grow and be sustainable. The theory of mergers and
acquisitions is also important to the sustainability of SMEs because it portrays the benefits of
amalgamation or integration of small business entities to become one larger business entity.

Motis (2007) contend that the benefits of merger and acquisition are enormous such as
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acquiring and increasing market value, economies of scale, saving of cost, escaping from
immediate capital gains taxation, ability to borrow capital for investment and tying strategies
to raise entry barriers for potential investors in the same line of business. Therefore, it can be
concluded that the theory of mergers and acquisitions is one of the reasons why business
entities such as most SMEs in the municipalities of the North-West province can become more

commercialised and sustainable in recent times.

2.3.4 Investment Theory

Investment is engine of economic activity and the principal impetus from the time of Karl Marx
and Adam Smith. Pistorius (2014) asserts that contemporary investment theory is established
on Harry Markowitz’s 1952 and 1959 portfolio theory. He submits that the portfolio theory is
constitutive for investment and risk management in the global financial sector. Therefore,
investment theory gives the foundations of making investment decisions, starting with portfolio
theory and the trade-off between risk and return. Goetzmann (2017) professes that investment
theory portrays how the definition of entrepreneurs or an investor risk depends critically on
diversification. He adds that investment theory also explains contemporary asset pricing
models in determining the expected rate of return on investments and gives proof about the
information that can be used for strategic investment advantage. Investment theory mainly
portrays the risk and returns expected by entrepreneurs and investors when they invest in a
business such as an SME. Goetzmann (2017) asserts that the classic problem of financing
investment is whereby an entrepreneur or an investor identifies a great investment opportunity
but lacks the cash to take advantage of it. Hence, in such a situation, the only option for the
investor or entrepreneur is to borrow money either privately from a bank, or from the public

by issuing securities with promises of future payment.

Many theories have tried to explain firm or SME investment in the business context and the
most important of these theories are the neoclassical theory, the free cash flow theory and the
agency theory. According to the Neoclassical Theory, capital investments are explained by
SME’s firms’ exogenous variables that sales are for the most part very important in this context
(Nunes et al., 2012). This entails that increased sales enable a business entity to increase its
capital investment by ploughing back its profit into the business but on the other hand, a
decrease in sales results in a reduction in capital investment. According to information
asymmetry in relationships established between entrepreneurs or SME owners/managers and
creditors, the studies by Fazzari et al. (1988) and Fazzari and Petersen (1993) originated Free

Cash Flow Theory. Pistorius (2014) argues that unlike the views of the Neoclassical Theory,
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the Free Cash Flow Theory proposes that investment depends on an SME’s or a firms’
endogenous factors, whereby cash flow is the principal factor that influences an SME’s or
firm’s capital investment. Therefore, the high sensitivity of investment to variations in cash

flow indicates that there are serious constraints felt by SMEs in financing their investment.

Neoclassical theory of investment is the optimization issue of an SME because increase profits
over time, will result to yielding an optimal capital stock (Eklund, 2013). This entails that the
Neoclassical theory of investment demonstrates the benefit of investment since it leads to
generation of profits. Nunes et al. (2012) contends that Neoclassical Theory stipulates that the
amount of sales explain the level of an SME’s investment, which implies that an increase in
sales will result to an increase investment and vice versa. Regarding the importance of sales as
a principal factor in explaining investment, sales also have perfect statistical predominance
over any other variable in explaining the investment capability of an SME or a firm.
Serrasqueiro et al. (2008), assert that there is a positive relationship between sales and
investment of any business entity and that the level of SMEs’ investment depends on cash flow
and getting a positive relationship in the level of an enterprise’s cash flow and its capital

investment.

The evidence of a good relationship between cash flow and an enterprise’s investment is the
importance of cash flow in determining SMEs’ investment decisions according to the
information asymmetry in the relationships between entrepreneurs or owners and their
creditors (Junlu et al., 2009). Hence, this explain why SMEs are facing greater restrictions in
accessing external finance for investment and as a result, they depend more on internal funds
as the only means to finance their investments. This is because according to Sun and Yamori
(2009), cash flow is an important variable to explain investment in SMEs, given their
possibility to obtain credit due to their lesser capability of providing collateral security and a

greater possibility of them becoming bankrupt.

In SMEs, the relevance of sales is anticipated to be less than the importance of sales in the large
business entities or established firms. In many situations, sales recorded by SMEs are more
important for coping with occasional hitches in cash management than for making investment
decisions (Serrasqueiro et al., 2008). This is be