
 

Study: Small firms need more access to credit
during financial troubles

October 5 2010

When the economy sours, small firms seeking credit tend to face higher
costs of financing, leading them to reinvest their profits before they pay
off creditors, according to research published by a University of Illinois
finance expert.

Small firms, especially those considered financially constrained as a
result of their size, low dividend payment or lack of bond rating, often
become bogged down in debt because they "get hooked on cheap money,
when they can find it" says U. of I. finance professor Murillo Campello.

"Since small firms are usually financially constrained, they try to grab all
the cash they can get their hands on, whether it's internal or external," he
said.

As long as the economy is doing well, life is good for small firms. But
when there's an economic slowdown or a financial crisis, creditors want
their money back, Campello says.

"Big firms are usually unconstrained by outside financing costs, and are
able to weather the slowdown by paying back their creditors," Campello
said. "Small firms will not necessarily pay off the debt like the big firms
would, but will instead re-invest in their business until it becomes highly
profitable. This is where small, financially constrained firms get into
trouble, because then they owe a lot of money."

The study, co-written by U. of I. finance professor Heitor Almeida and
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published in the Journal of Financial and Quantitative Analysis, seeks to
answer what Campello calls the "holy grail" of corporate finance: how
firms finance themselves.

"We discovered that when you look at how firms finance themselves,
they're thinking: 'How should I finance this idea? Should we raise equity,
issue debt or use general cash?' Since external financing is always
expensive, these are huge question for firms. The idea is that firms reach
first for internal funds, and then if that's not enough, they look outside
for external funds."

Large firms are less likely to face high costs of external financing, while
small firms with fewer financial resources will invariably face higher
costs.

"When financial markets tighten, the big firms are usually able to pay
off their debt," Campello said. "In corporate finance, this paradigm is
called the pecking-order theory. Big firms tend not to accumulate too
much cash; they pay back what they owe to creditors before the money
gets too expensive."

But as small firms invest, if they have profitable returns on their
investments, they tend keep the cash in-house and buy more tangible
assets.

"If they are allowed, small firms usually don't pay back their creditors,
they just keep on investing," Campello said. "Those assets can then be
used as collateral, and with that collateral there is more credit, hence
more funds to invest. So many times they don't necessarily pay back
their creditors, they just invest more. But in the process, they may
become more leveraged, and owe more money to outsiders."

For policy-makers, Campello says it's imperative to create new
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instruments for how small firms handle external funds during a financial
crisis, including mechanisms to lower interest rates or help banks extend
additional lines of credit.

"It's important for policy-making in that, during a financial crisis, you
need to think about avoiding unemployment, factories closing down and
jobs moving abroad," he said. "But we also need policies that target
those firms that are addicted to external financing as well as laws to help
creditors feel like they can lend more at lower costs."

But putting in too much regulation makes lending expensive.

"Later on, what happens is that crises become more acute, and,
potentially, even productive firms would be punished the most by the
high costs of external financing," Campello said.

Provided by University of Illinois at Urbana-Champaign

Citation: Study: Small firms need more access to credit during financial troubles (2010, October
5) retrieved 4 May 2024 from
https://phys.org/news/2010-10-small-firms-access-credit-financial.html

This document is subject to copyright. Apart from any fair dealing for the purpose of private
study or research, no part may be reproduced without the written permission. The content is
provided for information purposes only.

Powered by TCPDF (www.tcpdf.org)

3/3

https://phys.org/tags/financial+crisis/
https://phys.org/news/2010-10-small-firms-access-credit-financial.html
http://www.tcpdf.org

