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FINANCING STRATEGIES FOR SMEs IN INDIA – A WAY OUT 
 

AMITESH KAPOOR 

ASST. PROFESSOR 

LOVELY PROFESSIONAL UNIVERSITY 

PHAGWARA 

 

ABSTRACT 
In this paper, a random sampling of 200 SMEs including hotels, retail shops, retail stores, trading agencies, small to medium manufacturing industries, factories, 

and hydro power projects are included. I found that there are various financing options for SMEs but access to these funds has been difficult inspite of 

government initiatives. I also found that most of the SMEs raise funds from the informal sources as it is easy and flexible option. In case of hotels the revenue 

comes during peak season that makes them pay monthly installments during off season, but using informal source they may avoid pay monthly installments. I 

also found that most of the SMEs raise funds from both informal and formal sources and try to strike a balance between the two. SMEs rather should consider all 

financing options that maximize the value of the business enterprise. 

 

KEYWORDS 
Formal source, Fund, Informal source, SME, Working Capital. 

 

INTRODUCTION 
mall and Medium Enterprises , including khadi and village/rural enterprises credited with  generating the highest rates of employment growth ,account 

for a major share of industrial production and exports. They also play a key role in the development of economies with their effective, efficient, flexible, 

and innovative entrepreneurial spirit.  The socio-economic policies adopted by India since the Industries (Development and Regulation) Act 1951 have 

laid stress on SME’s as a means to improve the country’s economic conditions. 

SMEs always represented the model of socio-economic policies of Government of India which emphasized  judicious use of foreign exchange for import of 

capital goods and inputs; labor intensive mode of production; employment generation; non concentration of diffusion of economic power in the hands of few 

(as in the case of big houses); discouraging monopolistic practices of production and marketing, and finally effective contribution to  foreign exchange earning of 

the nation with low import-intensive operations. 

It was also coupled with the policy of de- concentration of industrial activities in few geographical centers.  It  can  be observed  that  by  and  large,  SME’s  in  

India  met  the  expectations  of  the Government in this respect. SME’s developed in a manner, which made it possible for them to achieve the following 

objectives:- 

· High contribution to domestic production 

· Significant export earnings 

· Low investment requirements 

· Operational flexibility 

· Location wise mobility 

· Low intensive imports 

· Capacities to develop appropriate indigenous technology 

· Import substitution 

· Contribution towards defense production 

· Technology – oriented industries 

· Competitiveness in domestic and export markets 

 

DEFINITION OF SMALL AND MEDIUM ENTERPRISES IN INDIA 
There exist several definitions of the term small and medium enterprises (SME’s), varying from country to country and varying between the sources reporting 

SME statistics. The commonly used criteria at the international level to define SMEs are the  number  of  employees,  total  net  assets,  sales  and  investment  

level.  If employment is the criterion to define, then there exists variation in defining the upper and lower size limit of a SME. 

In the Indian context, small and medium enterprises as per the SME Development Act, 2006 are defined based on their investment in plant and machinery (for 

manufacturing enterprise) and on equipment’s for enterprises providing or rendering services.  According  to  the Small  and  Medium  Enterprises  (SME) 

Development Act of 2006, (India) a medium enterprise is where the investment in plant and machinery is more than five crore rupees but does not exceed ten 

crore rupees. A small enterprise is where the investment in plant and machinery is more than twenty five lakh rupees but does not exceed five crore rupees. 

 

REIVIEW OF LITERATURE 
Berry , Edgard, and Henry (Jun 2010) in their work on small and medium enterprise dynamics in Indonesia, have mainly focused on the development of small and 

medium enterprises (SMEs) in  Indonesia before and during crises and argued that SME productivity has risen substantially, at rates not far  from  those  of  

larger  firms. They also argued that rather than providing direct assistance to smaller firms, government should concentrate on creating a business environment 

conducive to small and medium business growth, and promoting provision of business development services by the private sector. 

Bala (July 2003) in  his  research  paper  (Pattern  of  technological innovations in small enterprises: a  comparative perspective of Bangalore (India) and 

Northeast England (UK) has mainly focused on the comparative perspective of the  pattern  of  technology  innovations  carried  out  by  small  enterprises  in  

the engineering  industry in Bangalore of India and Northeast England of the UK. However, the two regions have similar features but the insufficient spread of 

previous inventions and innovations and some other factors explained the lesser extent of radical and incremental innovations of small enterprises in Bangalore 

relative to that of Northeast England. 

Sikka (April 1999) in his research paper, Technological Innovations by SME's in India, while surveying the current Indian scene has mainly focused on the need for  

SME’s to utilize the technical facilities available at the S&T infrastructure created in the country and vice-versa. He has also highlighted the entrepreneurship 

capabilities which are being developed by SME's in India for producing quality products as well as undertaking ancillarization and sub-contracting activities 

for the larger firms in India. 

Raju (January 2008)in his work on Small and Medium Enterprises (SMEs) in India: Past, Present and Future, has focused on the growth and development of the 

Indian small scale sector from opening of the economy in 1991 and the present scenario of SMEs and the problems they face like lending, marketing, license raj 

issues in detail . He also has discussed micro, small, and medium enterprises Act, 2006 in his study. 

The aim of Pradhan (February 2010) research paper on R&D Strategy of Small and Medium Enterprises in India Trends and Determinants, work was to contribute 

to the literature on Indian R&D by analyzing the trends and patterns of R&D investment by Indian manufacturing SMEs during the period 1991−2008 and 

exploring various factors that determine their R&D behavior. The results show that Indian SMEs have lowest incidence of doing in-house R&D and their R&D 

intensities have fallen in the last decade. 

S 
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Bakker, Marie, Gregory, and Leora (May 2004) in their study on Financing Small and Medium-Size  Enterprises  with  Factoring:  Global  Growth  and  its  Potential  

in Eastern Europe) have explored  the advantages of factoring over other types of lending for firms in developing economies, and discuss the  informational, 

legal, tax, and regulatory barriers to its growth. They also examined the role of factoring in the eight Eastern European countries that became EU members on 

May 1, 2004 - The Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak Republic, and Slovenia, referred to as the EU 8. 

Cull, Lance, Naomi, and  Jean (July 2006) in their research paper on historical financing of small- and medium-size enterprises,  mainly focused on the 

economies of the North Atlantic Core during the 19th and early 20th centuries and found that an impressive variety of local financial institutions emerged to 

supply the needs of SMEs wherever there was sufficient demand for their  services  and,  in  addition,  by  raising  the  return  to  savings  for  local households,  

they  helped  to  mobilize  significant  new  resources  for  economic development. 

Young (March 1993) in their work on Policy Biases, Small Enterprises and Development, have mainly focused on the performance and contribution of the small 

scale industries in the development of country in terms of employment and productivity. They also have revealed that small firms are often more efficient in 

total resources use than the larger firms.  Moreover, small enterprises are often productive in spite of policies  that are biased against them, particularly 

agricultural, financial, and trade policies. 

Hutchinson Patrick’s (Oct, 2003) in his paper has shown that how much does growth determine SMEs’ capital structure. Main focus was to examine the extent to 

which growth determines the capital structure of small and medium-sized enterprises (SMEs). This is done by considering some theories of capital structure in 

relation to SMEs and then testing the resulting ideas empirically.  A key feature of the empirical studies reported in this paper is that they utilize the same 

database of SMEs. The data were analyzed using ordinary least squares regression. The results show that growth is not  consistently  a  major  determinant  of  

SMEs’  capital  structure  but  is  more important in some  circumstances than others. 

Pandey, Prasad , and Shivesh (December 2007) in their work on Routes of Survival of SSI in India and its Futurity - a study of pre and post reform period have 

compared the performance of SSI in pre and post liberalized period and focuses on policy changes which have opened new opportunities for this sector.  

Technology development and strengthening of financial infrastructure is needed to boost SSI and thus growth target can be achieved. 

Tewari & Pandey (2010) in their research paper on Conservation Of Energy in Small Scale Industries in India have focused on the prominence of the small-scale 

sector in the Indian economy & the need to improve the energy and environment performance of units operating in the sector. It drew upon the results of a 

major program initiated by TERI (Tata Energy Research Institute) in 1995 in the small-scale sector with the support of SDC (Swiss Agency for Development and 

Cooperation). The  program aims at finding  solutions  to  the  energy  problems  of  the  SSI  through  technology  up gradation and  human and institutional 

development in some small scale energy intensive sectors. 

Jha and Agarwal (June 2010), authors in their work on A Case Study of the Marketing Problems of Small Scale Industries have examined the marketing problems 

of small scale industries working in the district of Varanasi. The study opines that the marketing problems has arisen mainly due to cut throat competition from 

other industries, adoption of cost oriented pricing, lack of advertisement, non-branded products etc. The paper is empirical in nature based on primary data 

collected from the survey of 101 SSI units operating in Varanasi. 

 

NEED OF THE STUDY 

In my work I have highlighting the growth, performance and contribution of the small and medium scale industries in the development of the country and also 

the problems that small and medium scale industries are  facing relating to project implementation,  relating  to  production, marketing, and finance  so  that 

government can take important steps for small and medium scale industries. 

 

OBJECTIVES 
The Objective of the study is three fold: 

1) To analyze the financing strategies presently used by various SME’s. 

2) To analyze the Growth and Performance of Small & Medium Enterprises (SME’s). 

3) To analyze the problems of the small and medium scale industries and a way out in deciding in the best mix of financial strategies. 

 

PROBLEMS OF SMEs 
Here I have mentioned some problems which SMEs mostly face these days relating to project implementation, finance, production, marketing, and management 

etc. 

Project implementation 

1. Non-availability of land at selected site. 

2. Difficulty in procuring construction materials like cement steel etc. 

3. Delay in delivery of machines. 

4. Delay in getting power connection, water connection, and permission of concerned authorities. 

Finance 

1. Inadequate bank finance. 

2. Lack of proper planning to pay the creditors. 

3. Diversion of working capital funds for acquisition of fixed asset. 

Production 

1. Non-availability of raw materials or increase in the price of the raw materials with corresponding increase in sale price of the products. 

2. Non availability of power, water, transport etc. 

3. Lack of coordination between marketing and production planning. 

Marketing 

1. Entry of new which give rise to competition. 

2. Dependence of the unit on the one buyer or on very few buyers. 

3. Poor quality of products. 

4. Lack of sales promotion. 

5. Poor delivery schedules and lack of proper distribution system. 

Management 

1. Poor industrial relations. 

2. Lack of coordination and control. 

3. Non availability of skilled man power. 

 

METHODOLOGY 
Both primary and secondary data has been used. For primary data Questionnaires were used to collect data from SMEs. SMEs were randomly selected from 

various places like kullu, Manali, Banga, and Jalandhar etc. Simple correlation coefficient has been used as a statistical tool to show the dependency of SMEs on 

formal and informal sources of finance. For correlation coefficient I have used other statistical tools like standard deviation, covariance, and correlation, 

and sum. 
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SOME SMEs FACTS 
GROWTH AND PERFORMANCE OF SMEs 

The small and medium enterprises (SME) sector contributes significantly to the manufacturing output, employment and exports the country. It is estimated that 

in terms of value, the sector accounts for about 45 per cent of the manufacturing output and 40 per cent of the total exports of the country. 

The sector has employed about 65 million persons in over 28 million units throughout the country.  Further, SME sector has consistently registered a higher 

growth rate than the rest of the industrial sector. There are over 6000 products (Figure 1) ranging from traditional to high-tech items, which are being 

manufactured by the SMEs in India. It is well known that the SME sector provide the maximum opportunities for both self-employment and jobs after agriculture 

sector. 

FIGURE 1: PRODUCTS OF SMEs 

 
Source: - Final Report of the Fourth All India Census of Micro, Small & Medium Enterprises 2006-07: Registered Sector 
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EMPLOYMENT AND EXPORTS 

FIGURE 2: MSMEs PERFORMANCE: UNITS, 

The figures in brackets show the percentage growth over the previous year. The data for the period up to 2005

2005-06, data with reference to Micro, Small and Medium Enterprises are being compiled. The growth for the year 2010 11 is based o

for the previous three years. *: Provisional, #: Projected, N.

 

FIGURE 3: CONTRIBUTI

** Source: - Final Report of the Fourth All India Census of Micro, Small & Medium Enterprises 2006

*The data for the period up to 2005-2006 is for Small Scale Industries (SSI)

It is clear from the Figure 3 that the contribution of the SMEs in gross domestic product of the country is very high and it 

 

FINANCING OPTIONS FOR SMEs 
There are many organizations that have been set by the central governments and state  governments  and  banks  to  support  the  development  of  the  small  

scale enterprises as shown below :- 

Central government 

1. Central Board for Micro, Small and Medium Enterprises.

2. Small Industries Development Organization. 

3. National Small Industries Corporation Limited Etc. 

4. National Institute for SMEs. 

5. Entrepreneurship Development Institute of India. 

State government 

1. District Industries Centers. 

2. State Financial Corporations. 
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PERFORMANCE: UNITS, EMPLOYMENT, INVESTMENTS, PRODUCTION, AND EXPORTS

The figures in brackets show the percentage growth over the previous year. The data for the period up to 2005-06 is Small 

06, data with reference to Micro, Small and Medium Enterprises are being compiled. The growth for the year 2010 11 is based o

for the previous three years. *: Provisional, #: Projected, N. A.: Not Available. 

FIGURE 3: CONTRIBUTION IN THE GROSS DOMESTIC PRODUCT (GDP) 

Final Report of the Fourth All India Census of Micro, Small & Medium Enterprises 2006-07: Registered Sector

Scale Industries (SSI) 

It is clear from the Figure 3 that the contribution of the SMEs in gross domestic product of the country is very high and it is increasing every year.

the central governments and state  governments  and  banks  to  support  the  development  of  the  small  

1. Central Board for Micro, Small and Medium Enterprises. 
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AND EXPORTS 

 

 
06 is Small Scale Industries (SSI). Subsequent to 

06, data with reference to Micro, Small and Medium Enterprises are being compiled. The growth for the year 2010 11 is based on the average growth rate 

 
07: Registered Sector 

is increasing every year. 

the central governments and state  governments  and  banks  to  support  the  development  of  the  small  
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3. State small industries Development Corporation. 

4. Khadi and Village Industries Commission. 

5. State Industrial Development Corporations/State Industrial Investment Corporations 

Banks 

1. Small Industries Development Bank of India. 

2. Commercial Banks. 

3. Regional Rural Banks. 

4. Cooperative Banks. 

5. National Bank for Agriculture and Rural Development. 

There are many other sources of finance which SMEs use which they think; this is best option for them. Mostly in the rural areas peoples are not that much 

educated but  there  are  many  peoples  who  are  involved  in  the  businesses.  To start the business mostly they use their own money or from friends and 

relatives because they are not aware about the other sources, they are aware about the banks but they are afraid to take loan from the banks.  But people who 

are fully aware about the banks take loan from the banks and use their own money as well along with raising some funds from the relatives, friends, and credit 

from the suppliers etc. I have divided this into Formal and Informal sources of finance as explained below. 

 

INFORMAL AND FORMAL SOURCES 
Informal sources of finance are mostly those which do not require written and formalized agreements as given below:- 

Own Saving 

Some avenues to gaining finance for a new business might include internal sources such as an owner’s personal money.  Where this is used in conjunction with 

external financial help, this can demonstrate that the owner has some confidence and commitment to the venture and might make it easier to gain money from 

others. 

Family and Friends 

To meet the financial requirements of a start-up through funding from family and friends might have the advantage of being interest free or carry a lower cost 

compared to that of a bank loan. 

Credit from suppliers 

It is possible that by taking longer to pay creditors that the company might be able to use such delays to fund its operations in part. Many business start-ups find 

it difficult to gain extended credit terms from suppliers who are naturally suspicious of their lack of trading history. 

Formal sources  of  finance  are  those  which  require  written  and  formal agreements. There are many organizations and banks for that like SIDBI, NABARD, 

regional banks, commercial banks, and cooperative banks. SIDBI,  that  is  small  industries  development  bank  of  India,  it  is  a  kind  of refinancing institution 

which refinances the SMEs if they fail to pay back to the others which are instituted by RBI. 

 

RESULTS AND FINDING 
There are few findings through a questionnaire filled by the respondent which are represented graphically. 

 

Figure 4: Question: Has the company ever applied t0  borrow 

money from the bank 

Figure 5: Question: Has the company ever applied to borrow 

money from the bank, if not than why? 

 

Figure 6: Question: What was the highest amount your 

company ever borrowed from a bank? 

 

Figure 7: Question: Have you ever had problem repaying a bank 

loan? 

 
Figure 8: Question: How many employees you had in last 7 

years 

 

Figure 9: Question: How many employees you have today? 
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It is clear from the Figure 4 that 145 i.e.  72.5% SMEs says that they borrow money from the bank and only 55 that is 27.5% says no, and give certain reasons for 

that. 

Figure  5 indicates  that  16  says  lots  of  formalities  for sanctioning of loan, 9 says interest rate too high, and 28 goes with others, that is 8 %, 4.5 %, 14% , total 

53 companies  out of 200. It shows that they mostly prefer informal source to finance their business. Figure 6 shows that most of the SMEs take loan between 1-

50 lakh and their % is 50.5%, there is balance between formal and informal. As given in the Figure 7 there are 144 respondents for this question, 36 says yes and 

108 say no. The SMEs who says yes give certain reasons like due to low profits, new in the market, lean season, inadequate return from the hotel, interest rate 

too high and some says  they face problem in paying monthly installments, due to fire in the  building, fluctuation in the business and government change and 

also government policies, off season, recession etc. There are 148 respondents out of which the 86 SMEs have made full disbursement that is they are free from 

the loan and only 6 have made disbursement less than 25% and 32 less than 50% and 25 have made disbursement less than 75%. Out of 200 SMEs only 40 says 

that they have faced problem relating to project implementation like delay in legal formalities, labor cost is much, hard to build customer loyalty, in employing 

well trained personnel, warehouse  maintain, maintain the stock, competition, construction of shop was difficult too much formalities, high cost of land, labor 

problem, lack of coordination, high cost of resources, land, did not get the selected site, electricity problem, legal formalities, high price of land and road, 

transportation etc., These are  various problems they face during their project implementation. 

Out of 200,  37 says they face problem relating to the finance like initial capita, initial investment, did not get full finance from the bank, underfinanced, working 

capital, formalities of the banks. Out of 200, only 26 says that they face problem relating to marketing and production. 

 

PROBLEMS 
Relating to Project implementation like delay in legal formalities, labor cost is much, hard to  build customer loyalty, in employing well trained personnel, 

warehouse maintain, maintain the stock, competition, construction of shop was difficult too much formalities,  high  cost  of  land,  labor  problem,  lack  of  

coordination,  high  cost  of resources, land, did not get the selected site, electricity problem, legal formalities, high price of land and road, transportation, etc. 

these are  various problems they face during their project implementation. 

Relating to finance like initial capita, initial investment did not get full finance from the bank, underfinanced, working capital, formalities of the banks. 

Relating to marketing and production like competition from others, inadequate raw material, lack of experience, lack of coordination, unawareness about the 

marketing tools, lack of good distribution, marketing is expensive. 

 

EMPLOYEES 
As it is clear from the Figure 8 and Figure 9 that the employees between 1-5 and 6-10 frequency have decreased from the 42 and 81 to 14 and 51and frequency 

from 11-15 and  16-20 have increased from 42 and 13 to 73 and 28  and frequency  have continuously  increased  today.  It shows that there is a great increase in 

the employment in the SMEs. It shows the contribution of SMEs in the development of country is great. 

 

PERCENTAGE OF FORMAL AND INFORMAL 
TABLE 1: FORMAL SOURCE OF FINANCING 

    Frequency Percentage Valid Percentage Cumulative Percentage 

Valid 0 4 2 2.7 2.7 

  6 1 0.5 0.7 3.4 

  10 1 0.5 0.7 4 

  12 1 0.5 0.7 4.7 

  15 2 1 1.3 6 

  20 16 8 10.7 16.8 

  23 1 0.5 0.7 17.4 

  25 4 2 2.7 20.1 

  30 15 7.5 10.1 30.2 

  35 4 2 2.7 32.9 

  40 25 12.5 16.8 49.7 

  42 1 0.5 0.7 50.3 

  45 5 2.5 3.4 53.7 

  50 15 7.5 10.1 63.8 

  55 1 0.5 0.7 64.4 

  60 23 11.5 15.4 79.9 

  65 4 2 2.7 82.6 

  67 1 0.5 0.7 83.2 

  70 18 9 12.1 95.3 

  75 3 1.5 2 97.3 

  80 3 1.5 2 99.3 

  90 1 0.5 0.7 100 

  Total 149 74.5 100  

  System 51 25.5   

  Total 200 100   

*Above table 1 is calculated with the help of SPSS. 
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TABLE 2: INFORMAL SOURCE OF FINANCING 

    Frequency Percentage Valid Percentage Cumulative Percentage 

Valid           

  20 3 1.5 1.5 2 

  25 3 1.5 1.5 3.5 

  30 18 9 9 12.6 

  33 1 0.5 0.5 13.1 

  35 4 2 2 15.1 

  40 24 12 12.1 27.1 

  45 1 0.5 0.5 27.6 

  50 15 7.5 7.5 35.2 

  55 5 2.5 2.5 37.7 

  58 1 0.5 0.5 38.2 

  60 25 12.5 12.6 50.8 

  65 4 2 2 52.8 

  70 14 7 7 59.8 

  75 4 2 2 61.8 

  77 1 0.5 0.5 62.3 

  80 16 8 8 70.4 

  85 2 1 1 71.4 

  88 1 0.5 0.5 71.9 

  90 1 0.5 0.5 72.4 

  94 1 0.5 0.5 72.9 

  100 54 27 27.1 100 

  Total 199 99.5 100  

  System 1 0.5   

  Total 200 100   

*Above table 2 is calculated with the help of SPSS. 

TABLE 3: DESCRIPTIVE STATISTICS 

 Formal nformal

 

N 

 

Valid 

 

Missing 

 

149 

 

199 

 

51 

 

1 

 

Mean 

 

44.87 

 

66.26 

 

Std. Deviation

 

19.729 

 

25.981 

 

Variance 

 

389.252

 

674.990

 

Sum 

 

6685 

 

13185 

*Above table 3 is calculated with the help of SPSS. 

Following are calculated with the help of excel 

Covariance = -0.13128 

Correlation = -0.58508 

Correlation coefficient = -0.17289 

As we know correlation can be positive, negative and zero. Positive and negative shows the linear relation while zero correlation shows that there are no 

relation between two, they are independent of each other. We have  calculated  correlation  is  negative,  it  shows  that  there  is  a  linear correlation  between  

formal  and  informal  and that they are negatively  correlated  and  are dependent on each other. As we know that in negative correlation if one increases then 

other decreases. This is clear from the table and all values calculated above SMEs which we have covered in our survey have financed more from the informal. 

Financing from the informal have increased by 17% and financing from the formal have decreased by 17%. 

 

FINDINGS 
1. I found that there are various financing options for SMEs but access to these funds has been difficult inspite of government initiatives. 

2. I found that most of the SMEs which are taken in our survey raise funds from the informal source. They told that it is easy for them because it is flexible 

and no need to pay monthly installments. 

3. I also found that most of the SMEs raise funds from both by keeping a certain percentage. 

 

SOME LIMITATIONS OF INFORMAL SOURCE 
In case if person requests that the money is repaid at short notice and this in turn causes working capital shortages for the business. 

 

SUGGESTION 
While not every SME turns into a big multinational, but they all face the same problem in their early as well as subsequent days – finding the finance to enable 

them to start and build up their business and test their products or services.  In majority, while the financing for SMEs was being provided by informal sources, 

financial institutions, commercial banks extended working capital. Besides the traditional needs of finance, the changing environment has generated demand for 

introduction of new financial services for SMEs. SMEs should  consider  all  financing  options  that  maximize  the  value  of  the business enterprise. 
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