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ABSTRACT

The experience around the world suggests that small and medium-sized
enterprises (SMEs) have played an important role in the industrialization and
development of an economy as they make-up over 98 percent of all enterprises.
Typically, the SMEs are generally under-capitalized. Hence, they need financing
throughout their stages of development. Realizing the importance of financial
assistance to the SMEs, Malaysian public and private sectors had provided
various financing schemes and programs specifically meant to cater their needs
and requirements. Nevertheless, most facilities are in the form of debts (Islamic
and conventional alike) and little are in the form of equity. Hence, they are left
with limited financing choices but debts. This had caused them to be generally
financially leveraged. Will the abundant availability of debt in the SMEs’
financial structure give favourable impact to the SMEs financial performance is
something that this study try to investigate. Specifically, the study examined the
methods of financing utilized by the SMEs, their perception towards such
methods and the relation between the enterprises’ external financing with their
financial performance (ROA and ROE). Primary and secondary data of the study
were acquired from survey and the SMEs financial statements. The methods of
data analysis employed on the survey and published data were descriptive, factor
analysis and OLS regression. Descriptive and factor analysis were used to
examine SMEs financing preference and perception. OLS regression on the other
hand, was employed to estimate the relationship among the variables under
study. The samples covered those SMEs operating in the area of Klang Valley.
Consistent with many previous findings, the study found that internally
generated funds (i.e. savings or retained earnings) were the main source of
capital. Banks’ credits were sought when external financing are required.
Interestingly, quite a number of enterprises preferred to have Islamic financing
(eg. Qard Hasan, Muraahah and Bay® bithaman Zil) and a significant number
of them are ready to apply profit/loss-sharing (PLS) equity financing
(Musharakah and Mudarabah) if they are given the opportunity. The study also
found that Malaysian SMEs were generally highly leveraged (high level of debts)
irrespective of their sizes and age. This high leverage in the SMEs financial
structure was found to have significantly negatively related to the enterprises’
financial performance (ROA). The findings of this study send an alarm to the
relevant parties and authorities such as entrepreneurs, banks and policy makers
that over abundance of debts may pose problem to the SMEs. It was proposed
that the offering of PLS equity financing facility to be given premier attention as
it might give more benefits to the enterprises than debt-based facilities.
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CHAPTER ONE

INTRODUCTION

1.1 INTRODUCTION
The 21* century is the era of global economy in which industrialization plays a
very significant role to lift one’s economy to be at par with the global market.
Industrialization process involves a transition of one’s economy from the
traditional agricultural-based to an industrial-based economy. In this regard, the
experience around the world suggests that the small and medium-sized
enterprises (later termed as SMEs) have played an important role in the
industrialization and development of a country’s economy. Since the SMEs
constitute a major percentage of the economy across the globe, developed and
developing alike, they have been acknowledged as the primary contributor to the
growth and development of an economy.

SMEs are said to have contributed significantly in terms of increasing the
Gross Domestic Products (GDP) and play a significant role in creating jobs and
employment opportunities. Besides, they also made valuable contributions in
regional income generations, savings, trainings, stimulation of competition, aiding
large firms, and introduction of innovations and as a seed-bed for growth (Mohd
Khairudin, 2005). In many parts of the world, SMEs accounted for the majority

of business establishment. Figures of the SMEs in the Asia Pacific Economic



Cooperation (APEC) region indicated that they make-up over 98 percent of all
enterprises (refer Table in Appendix 1) (Hall, 2002).

As far as their contribution to economy is concerned, SMEs in these APEC
countries provide quite a significant percentage of employment. The said
enterprises for instance provide 87.9 percent jobs in Peru, 66 percent in Australia,
59.4 percent in Hong Kong, 69.9 percent in Japan, 78.7 percent in Korea, 65.2
percent in Mexico, 60 percent in New Zealand, 69.5 percent in Philippine and 43.1
percent in Singapore (Hall, 2002). They also generate about 50 percent of sales
or value-added to the respective countries (Hall, 2004).

Similar figures are obtained in Europe and the United States (US). As
reported in Mulhern (1995), there were 17 million enterprises in European Union
of which 99.9 percent were SMEs and only 0.1 percent was large firms. In the
US, there are about 20 million small businesses constituting 97 percent of US
enterprises that employed 75 percent of the workforce and accounted 45 percent
of the US Gross Domestic Products (GDP) (Nickels, Mchugh and Mchugh,
2005). India as one of the new emerging robust economies in Asia also gives
similar figures. There are over 3 million SMEs in India, representing over 90
percent of industrial units and contributing about 35 percent of industrial outputs
(Raju, 2005).

Statistics on SMEs in Malaysia also show a similar fact. The Census of

Establishment and Enterprises 2005 had reported that the SMEs made up over 98



percent of the total business establishment (Small and Medium Industries
Development Corporation [SMIDEC], 2006). These enterprises contributed quite
significantly to the economy of the country'. Realizing the important role of the
SMEs, the government of Malaysia consistently gives financial support for the
progress and development of the enterprises. Funds are made available via
various schemes and programs, and credit guarantee facilities are introduced to
make the funds easily accessible to them. Beside, debt resolution scheme has
been set up to facilitate the restructuring of SMEs which are viable but being
burdened with non-performing loans (NPLs).

Nevertheless, the abundance of loan facilities plus the demanding approval
requirement of the scantily available equity funds has led many of the SMEs to
resort to debt. This phenomenon is theoretically and practically acceptable from
the loan providers’ perspective owing to the perceived high risk of moral hazard
problems among small and medium enterprises. The Islamic financing facilities
are no less different as Bank Negara Malaysia (BNM) Annual Report for the year
2000 to 2005 showed that more than 98 percent of funds extended by Islamic
banks in Malaysia were in the form of debt-based financing (Bank Negara
Malaysia [BNM], 2001 - 2005).

While debt is necessary for the free flow of cash in the operation of the

SMEs, over proportion of debt in their financial structure may pose problem to

! Further discussion on SMEs in Malaysia and their contributions to the economy of the country
is captured in chapter three.





