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Business 

Peter Eisemann, Associate Professor, Depart-
ment of Finance, and Victor L. Andrews, Chair-
man and Mills B. Lane Professor of Banking and 
Finance, Department of Finance, Georgia State 
University, find that banks make up only a rela-
tively small part of the funding sources for small 
business. Small business loans, therefore, can-
not be considered a service unique to banks. 

One very important user of financial services 
and products is a group of f irms known collec-
tively as small business. Together, these f irms 
represent more than 95 percent of all business 
organizations and control slightly more than 
one-half of all business receipts.1 Whi le these 
firms demand many dif ferent services and 
products, the product of particular interest in 
this paper is debt f inancing. More specifically, 
what are the alternative sources of debt financ-
ing available to small business and how do 
commercial bank loans fit into this menu of 
financing options? 

' 'Much of this paper is drawn from a larger study sponsored by the Small Business 
Administration entitled, "Adequacy of Financing for Small Business." There are 
numerous definitions of small business used in the literature. While the numbers 
just cited relate to the SBA classification system, other statistics in this paper are 
derived using the small business classification system of the data preparing 
organization. However, in all cases only nonfarm businesses are included. 

Despite the. absence of any centralized data 
source detailing the financial structure of small 
business, a fairly good picture of overall financ-
ing patterns can be acqui red by p iec ing 
together information f rom several individual 
sources. For example, Table 1 provides a gross 
breakdown of f inancing for a sample of small 
and large non-financial corporations. Small 
f irms derive about two thirds of their funds 
from debt sources, and over one-half of debt 

"Bank lending 
accounts for only 16.5 

percent of all funds 
sources and 30 percent 

of all debt." 

funds are short term in nature. Only 15 percent 
of all funds sources are in the form of mort-
gages, notes and bonds. 

Table 2 presents more detailed data on small 
manufacturing firms. Debt constitutes 55 per-
cent of all funds, and two-thirds of the debt is 
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Table 1 
Liabilities and Equity of Non-Financial 

Corporations* 
(Percentages of Liabilities and Net Worth) 

1975 
S m a l l " Al l 

Accounts and Notes Payable 30.5 20.1 

Other Current Liabilities 7.6 8.0 

Mortgages, Notes, and Bonds 15.8 22.6 

Other Liabilities 11.1 7,1 

Net Worth 35.0 45.2 

Debt/Equity Ratio 1.86 1.37 

"All active corporations less agriculture, forestry and fishing, finance, insurance and 
real estate. 

"Small firms are those with less than $500,000 in assets. 
Source: U.S. Internal Revenue Service, Statistics of Income, Corporation In-

come Tax Returns. 

short-term. The interesting thing about Table 2, 
however, is that it puts bank lending to small 
manufacturing firms into proper perspective. 
Bank lending accounts for only 16.5 percent of 
all funds sources and 30 percent of all debt. 
Clearly, while bank lending is important- to 
these firms, other sources are even more 
important. For example, ignoring debt other-

Table 2 
Liabilities and Equity of Manufacturing Firms 

(Percentages of Liabilities and Net Worth) 

1978 
S m a l l * Al l 

Short-term loans 
a. Loans from banks 6.7% 2.0% 
b. Commercial paper .1 .5 
c. Other 1.5 .6 

Trade accounts and notes payable 17.2 9.5 

Income tax accruals 1.8 2.5 

Current portion of long-term debt 
a. Loans from banks 1.7 .4 
b. Other 1.1 .7 

Other current liabilities 7.1 9.2 

Total current liabilities 37.2 25.5 

Long-term debt 
a. Loans from banks 8.1 3.7 
b. Other 8.4 13.1 

Other liabilities 1.4 6.1 

Total liabilities 55.2 48.3 

Equity 44.8 51.7 

Debt/Equity Ratio 1.23 .93 

"Small firms had assets of less than $5,000,000. 
Source: U.S. Federal Trade Commission, Quarterly Report for Manufacturing, 

Mining and Trade Corporations, Table G-2. 
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Table 3 
Liabilities of Nonfinancial, Nonfarm, 

Noncorporate Business, Except Housing 
(Percentage of Total Liabilities) 

1979 

Credit Market Instruments 78.2% 

Commercial Mortgages 24,3 

Bank Loans, not elsewhere classified 9.6 

Other Direct Loans • 37.3 

U.S. Government 26.6 

Finance Companies 10.7 

Bankers Acceptances 7.0 

Trade Credit 21.8 

Source: U.S. Board of Governors of the Federal Reserve System, Flow of Funds 
Accounts, Assets and Liabilities Outstanding, 1969-1979, February 
1980, pp. 542, 891. 

than loans, 11 percent of all funds are provided 
by non-bank lenders. In addition, trade credit 
supplies over 17 percent. 

Evidence on liabilities for unincorporated 
business is shown in Table 3. Because it is very 
diff icult to separate business finance from per-
sonal finance when dealing with unincorpora-
ted business, the data in Table 3 must be used 
carefully. On the other hand, since so many 
small businesses are unincorporated, Table 3 
provides a valuable glimpse at a large part of the 
small business universe. 

The importance of trade credit to small busi-
ness is underscored in Table 3. In addition, 
commercial mortgages, governmental loans, 
and finance company loans are large sources of 
funds. Whi le bank loans appear to be a small 
source (9.6 percent), the participation of banks 
in the mortgage and acceptance markets means 
that the actual role of banks is considerably 
larger. 

As the data on trade credit indicate, interbusi-
ness financing is very important to small busi-
ness. Large firms recognize that small business 
reliance on trade credit makes the extension of 
trade credit an important selling tool. As a 
result, generous terms are sometimes offered. 
Furthermore, during tight money periods small 
businesses may stretch out their payments to 
suppliers. The result is a sort of intermediation 
where small firms borrow from large firms 
through trade credit, and large firms in turn 
finance themselves in the credit markets. 

(Continued on page 19) 
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Table 1 
Business Lending By Commercial Banks 

November 3 -8 ,1980 

Short term commercial and industrial loans 

Amount of loans 

Number of loans 

Weighted average maturity (months) 

Percentage of loans 

a. with floating rate 

b. made under commitment 

Long term commercial and industrial loans 

Amount of loans 

Number of loans 

Weighted average maturity (months) 

Percentage of loans 

a. with floating rate 

b. made under commitment 

1-24 

5.6% 

70.5% 

3.0 

25.0% 

25.1% 

25-49 

4.2% 

12 .6% 

3.5 

27.9% 

22.3% 

1-99 

9.7% 

83.7% 

48.3 

39.3% 

29.0% 

50-99 100-499 500-999 1000 and over 

4.3% 

7.0% 

2.9 

40.7% 

35.3% 

13.9% 5.1% 

7.6% .8% 

3.0 3.4 

52.1% 68.3% 

46.4% 65.6% 

100-499 500-999 

18.1% 5.4% 

12.5% 1.4% 

34.4 40.6 

67.0% 

1.5% 

1.7 

53.0% 

48.0% 

1000 and over 

29.5% 

25.1% 

72.3% 

70.2% 

66.7% 

2.4% 

49.6 

85.5% 

70.3% 

Source: U.S. Board of Governors of the Federal Reserve System. Federal Reserve Bulletin, February 1981, p. 1424. 

Interbusiness financing also occurs via cash 
loans, provision of equipment and supplies, 
and equipment financing. Although no data are 
available on the first two of these sources, 
financing or equipment purchases by equip-
ment manufacturers is known to be an impor-
tant method of fixed asset financing. 

Commercial banks, finance companies, and 
leasing companies are the most important 
financial institutions to small business. Small 
issuance size makes direct access to the debt 

"The result is a sort of 
intermediation where 

small firms borrow from 
large firms through trade 
credit> and large firms in 
turn finance themselves 
in the credit markets." 

markets via marketable bonds and commercial 
paper, and access to life insurance company 
private placements unlikely in all but a few 
cases. Thus, small business must rely on banks, 
finance companies, and leasing companies for 
much of their discretionary financing. 

Table 4 provides data on the business lending 
of commercial banks.2 Loans to small business 
are large in number but much smaller in dollar 
terms. At least to some extent this reflects the 
disproportionate size of large businesses rela-
tive to their number. Small business loans are 
also more likely to be fixed rate and less likely to 
be made under commitments than for large 
business. 

Competit ion to banks from finance compa-
nies has become keener. The historical differ-
ences in riskiness of client have been blurred in 
recent years as banks have accepted more risk 
and finance companies have intensifed efforts 
to attract lower risk firms. Furthermore, both 
banking organizations and finance companies 
have expanded product lines. The importance 

2Although the data are arranged by size of loan, and not by the size of the borrower, 
loan size and firm size should be highly correlated. 
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Table 5 
Lease Financing by Type of Organization 

Bank Subsidiary 
Closely Publicly Division of Bank 

Held Traded or Holding 
Corp. Corp. Subsidiary Company Other 

Average Original 
Lease Receivable: 

less than $10,000 2 0 % 17% 4 % — 14% 

$10,000-$50,000 53 35 32 52% 41 

$50,000-$250,000 15 26 55 39 27 

over $250,000 12 22 9 9 18 

Source: "Su rvey of Accoun t i ng and Bus iness Pract ices, 1979" A m e r i c a n Assoc ia -
t ion of Equ ipment Lessors , Wash ing ton , D.C. 

of this to small business is that the finance 
companies offer a broad array of products, 
many of which are suitable to small business. 
Examples include: automobile, commercial 
vehicle, equipment, accounts receivable, and 
inventory financing. And, the increased com-
petition broadens market choice. To be sure, 
banking organizations are fighting back via 
finance subsidiaries and asset based lending 
groups. However, it wil l not be surprising if the 
finance company market share of small busi-
ness loans increases. 

Further evidence of the existence of nontra-
di t ional funds sources to small business 
appears in the lease finance data in Table 5. This 

. . it will not be 
surprising if the finance 
company market share 
of small business loans 

increases 

exhibit clearly indicates that leases are made in 
small sizes as well as large, and that the size of 
lease differs. 

To summarize, small business relies on debt 
financing to a greater extent than equity. Debt is 
provided both from other businesses and finan-
cial institutions. Thus, while commercial banks 
are an important source of discretionary bor-
rowing, they are not the only, and indeed not 
even the major, source of debt financing. Of 
course, this conclusion must be tempered by 
the fact that it is often diff icult to trace funds 
flows. For example, individuals may borrow 
using personal consumer or mortgage credit 
and inject those funds into a business. None-
theless, competition from other financial insti-
tutions and interbusiness financing makes clear 
the fact that commercial banks do not monopo-
lize small business finance. Q r ] 

—Peter Eisemann 
Victor L. Andrews 
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