
1.Introduction

The ease with which the pensioner or heir to a small legacy
can set up in retail :rade is only equal to the rapidity with
which he can (and foes) go bankrupt or suffer a less dramatic
extinction.	 (Smith 1948)

1.1 Background to the Study of Small Business Failure

Small business is widely seen as in important source of new net employment within a

national economy. Thus William; (1989) estimates that in Australia between 1973 and

1987 small enterprises generated E. bout 68% of all new jobs.

Birch (1987) asserts that business es with fewer than 100 employees were responsible

for 115% of net new job creation in the United States between 1981 and 1985. Birch

also claims that in Japan small and medium enterprises (SMEs) created over ten times

as many jobs as larger firms durir g the period 1971 - 1977. In Canada, between 1978

and 1987, 93% of all net private sector job creation was in small firms (ISTC 1989).

Even in so-called communist countries the importance of small business has been

recognised (see, for example, She (1987) and Herschkovitz (1983) on small enterprise

policy in the People's Republic of China, Noar (1985) on the pre-free elections

emergence of a small business sec tor in Hungary, and Davis and Haltiwanger (1992) on

U.S. manufacturers).

A number of criticisms can be made of the methodologies used to arrive at the

estimates mentioned above. Among these are: the precise definitions of "small" (see

Chapter 2 for the definition of "small business" which will be used in this thesis) and

"job" are not standardised, sour( e data (often obtained from Dun & Bradstreet) is

suspect (see Birley 1984), and thi; time periods covered vary so that macro-economic

factors which promote new venture creation are not uniform in each study (Williams

1989, 5). Nevertheless, the gener 1.1 pattern is clear: small businesses create jobs either

directly or indirectly (see Kresse and Guile 1995). The political attractiveness of a
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powerful job creation mechanism such as small business is obvious. Hence public

policy in most countries, developed and undeveloped, has addressed the question of

how to encourage more small business and hence more job creation. According to

Peterson (1988), three generic approaches to public policy have been observed. It is

worth noting that none of the three approaches makes any particular distinction between

`small business' and `entrepreneurs'/'entrepreneurship', the apparent assumption being

that the terms may be used interchangeably. The termininological debate has been a

long and enduring one which has produced more heat than light. The current researcher

does not think it useful or productive to reopen it here. The laissez-faire approach

consists of doing nothing to encourage entrepreneurship on the grounds that the

invisible hand of the market is the best arbiter of firm establishment, growth, and

survival. For supporters of this approach, the death of small businesses is a healthy

sign that the market is working and that the stage is set for an equal or greater number

of new firms to replace those that have failed.

The limited-environmental policy approach involves governments in creating the kind

of fiscal and economic environments which are thought to stimulate the formation and

growth of new small enterprises. Thus interest rates should be kept down, access to

credit facilitated, inflation controlled, taxes moderated and, in general, the economy

stabilised. This sort of combination, it is thought, will optimise the growth and

development of the small business sector of the economy.

The third policy model is termed "strategic interventionist" by Peterson (1988).

Supporters of this approach advocate all of the measures of the limited-environmental

policy approach and, in addition, call for direct aid to entrepreneurs in forms such as

financing, counseling, training, procurement policies and so forth (Mayntz and Scharpf

1975).

The first of the three approaches is essentially an ideological one. It is believed that

laissez-faire is the best approach for governments at all times and that is that. Of

course, an article of faith is not untrue simply because it is believed. It may be that

laissez-faire is the most appropriate way of encouraging the benefits of small business,
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although few governments appear to act on this belief. If it is, the subject matter of this

thesis is moot.

If, on the other hand, some el(ment of intervention is desirable in the name of

developing more and better small businesses, the question of interest is, "What policy

elements are important?" There are undoubtedly a number of ways of looking at this

question but, as Williams puts it,

... job creation by :mall enterprises is substantially a function
of the number and luality of new business starts and their
pattern of growth, decline and failure .. in essence, birth and
death rates.	 (Williams 1989, 4)

Much work has been done on business birth rates and how they might be increased (see,

for example, Gibb and Ritchie 1932). This thesis is about small enterprise death rates,

and, more specifically, the caus ;s of deaths. In examining causes of death, it is

interested not in the diagnosis of f re-death problems of specific business entities, nor in

the pathology of why an individt al business failed. Instead, it is concerned with the

epidemiological question of why small businesses, taken as a group, fail, and what

factors influence the rate of failure .

1.2 Importance of the Study of Failure

Business failures have been noted and commented on for over two hundred years.

Indeed, the development of legal remedies for failure to repay go back much further

than that. The earliest British bankruptcy act, for example, was enacted in 1542. In

tracing the perceived importance of business failures since that date it is useful to

employ what Scott and Lewis (1984) term "metaphors about failure."

The traditional metaphor sees incurring debt as the establishing of a trust relationship

between creditor and debtor. Fro n this it follows that failure to repay is a breaking of

the trust relationship. Thus insolvency is a demonstration of moral laxity which might

be tempting to the debtor if not mthlessly discouraged. In antiquity, the Greeks and

Romans handled the problem of this sort of moral hazard with debt bondage which
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permitted the insolvent debtor to be used as a virtual slave until the debt was

discharged. The medieval common law in Britain echoed this earlier practice and the

Bankruptcy Act of 1542 codified it.

Parnell indicates the nature of the moral hazard which, in our traditional metaphor,

must be discouraged:

It is when trade is in an unusually prosperous state that the
temptation to an excess is so strong that it is seldom suffered
by merchant and manufacturers to revert quietly or gradually
to an ordinary state without first passing into a state of overtrading.

(Parnell 1827, quoted in Duffy 1985)

John Stuart Mill presages the currently fashionable view that failure is a function of

managerial deficiencies:

. . . many insolvencies are produced by the tradesmen's
indolence, they keep no books, or at least imperfect ones,
which they never balance; they employ servants, if their
trade be extensive, whom they are too indolent ever to
supervise, and they become insolvent. It is not too much
to say, that one half of all the persons engaged in trade,
even in London, never take stock at all; they go on year
after year without knowing how their affairs stand, and at
last like the child at school, they find to their surprise, but
one half penny left in their pocket.

(Mill 1970, 270, quoted in Scott & Lewis 1984)

Although the metaphor of failure as moral deficiency no longer determines legal

practice, it lives on in much of the public attitude towards business failure which, to

varying degrees in different countries, stigmatises the failed individual as marginally

criminal or morally defective.

The Industrial Revolution provided a newer metaphor to supplement the traditional

view. As economic activity became routine rather than episodic, it became accepted

that a large number of independent economic units were operating in the market place

and that many of these units competed with one another. In this competition, the best

business forms, techniques, and technologies were successful and the others failed.
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Thus failure could be attributed to inappropriate management, but it was not necessarily

a social loss because it made pc ssible overall progress of the economy. Indeed, as

Darwin later argued with reference; to the natural world,

...as new forms are produced, unless we admit that new forms
can go on indefinit,;ly increasing in number, many old forms
must become extin :t.	 (Darwin 1952, 52)

This new metaphor accepted bush less failure as somehow natural, but it did not replace

the traditional view of failure. [ndividual commercial morality remained important

even if failure and disappearance were, in general, desirable in the name of economic

progress through the beneficial reLllocation of resources.

The practice of accountancy changed to accommodate the drift from the traditional to

the evolutionary metaphor of failure.

To put economic ea,olutionist doctrines into practice required
some framework through which individual 'business failures'
could be defined ar d measured. Non-balancing systems of
accounts were trace able back into antiquity. Continental
double entry systems were only slowly incorporated into
English accounting practice. For the most part this practice
was solely concern ;.d with acquisitions and outgoings on an
irregular basis so a:; to expose those losses which had been
incurred through negligence and dishonesty.
(Scott and Lewis P)84, 36).

As the new accountancy develop , ;d it created its own metaphor of failure. This new

metaphor was technocratic, muc h given to rationality and formal definitions and

measurements. The technocracy was not primarily concerned with human agency.

Thus failure was not a matter of individual morality (or, for that matter, of economic

evolution) but of an imbalance b2tween assets and liabilities as defined by generally

accepted principles.

By the middle of the 19th century, then, we have three quite different metaphors for

failure coexisting rather uncomfortably. Failure, a function of inability to meet a

prescribed rule for solvency, is the necessary precursor to economic advancement, but it

is the result of individual morzl turpitude. The confusion which this mixture of
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metaphors produced is reflected in the almost fifty acts regarding bankruptcy passed in

Britain between 1815 and 1900, and in the controversy which surrounded proposals in

the 1840s and 1850s to make general limited liability possible (Shannon 1931). By the

end of the 19th century the situation seems to have been that the moral integrity of the

failed individual was still regarded with deep suspicion. Hence continued cultural

injunctions against overspending (see, for example, Dickens 1966, 221) and taking on

debt. In the absence of fraud, however, business failure could be accepted as a fact of

life with established rules for dealing with bankruptcy (and distributing the bankrupt's

estate). This ensured a relatively smooth transition for all concerned.

Since the turn of the century, modern capitalism has been characterised by the increase

in size of the largest corporations and by the progressive divorcing of ownership and

management in those corporations (see Chandler 1977 for a comprehensive description

of this process). So pervasive is this last trend that one of the major features which is

taken to distinguish small business from large is that small businesses still retain the

connection between ownership and management while large businesses do not.

Perhaps in response to these changes in the structure and control of industry, the

economics profession began to move away from its concern about free markets and

perfect competition to comprehend the new reality: the theory of oligopoly, monopoly

and other types of imperfect competition became important. All of this gave rise to a

fourth metaphor of failure.

In this new metaphor, professional management, untempted by the moral hazard of the

owner-manager, operated the business to the best of its ability. Failure could be

attributed to exogenous factors such as international competition or long term business

cycles rather than moral lapses. If a firm found itself in difficulties, the state had a

responsibility to do whatever was needed to get it back on its feet. As Scott and Lewis

(1984) point out, even as staunch a Tory as Edward Heath could subscribe to the new

political economy metaphor of failure:

In a country of our size, with such a closely integrated economy,
if a private enterprise finds itself in difficulties from which it
cannot recover, then there is a responsibility for the Government
to take action to maintain that firm. 	 (Heath 1979, 39)
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Clearly, in this metaphor, the primary value being pursued is survival. The goal of the

organisation is to survive, and society is best served by assisting in the survival process.

This orientation is supported by the realities of business life for professional managers.

The value of their services in the I aarketplace is very directly related to their reputations

as managers who are not associ ited with failures. Thus the oft recorded fact that

professional managers are "sati:;ficers" rather than the "maximisers" assumed by

classical economic theory. They are rewarded not for achieving success but for

avoiding failure.

Scott and Lewis (1984) argue tl- at a fifth metaphor of failure, one based on social

responsibility, is now emerging. In this metaphor, the definition of failure (and,

presumably, success) goes beyond the standard accounting concepts to include a

number of difficult-to-measure social values. In this view, an unprofitable firm which

is the mainstay of employment in a town is not a social failure and might not be

allowed to become a financial fail ire. Similarly, a profitable firm which is only capable

of earning a profit by polluting he environment is a social failure which should be

eliminated.. It is worth noting that current practice applies social accounting principles

to large firms only. Companies s Tch as Chrysler cannot be allowed to fail, but smaller

organisations may disappear with put great government concern being expressed or, at

least, without practical help being offered.

These then are the five metaphors of failure. Exhibit 1 relates each to the time at which

it first arose. As pointed out above, the development of a new metaphor has not caused

earlier ones to disappear. Inst .ad, each additional metaphor has made society's

perception of failure more complicated and multi-dimensional.
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Exhibit 1

The Development of Metaphors about Failure

Moral	 Economic	 Legal and	 Political
Imperatives	 Evolutionism Accounting	 Economy Welfare

Post-Industrial
	

x
Society
(1980s on)

Mature
Capitalism	 x
(1930 - 1980)

Rational
Bureaucratic	 x
Capitalism
(1880 - 1930)

Early
Competitive	 x
Capitalism
(1800 - 1880)

Traditional
	

x
Society
(to 1800)

(From Scott and Lewis, 1984 31)

As we will see in Chapter Two, these metaphors have a profound effect on how failure

is defined for purposes of study. They also, to some extent, determine the arguments

which have been used to support the importance of studying business failure. Williams,

for example, clearly sees failure as socially undesirable when he argues for more study

of the failure phenomenon because
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Lack of data and a5sociated problems are frequently given by
government agencis in Australia as sufficient and proper grounds
for advocating the ,;xercise of caution in implementing job
generation policies in which small firms are earmarked for special
consideration.	 (Williams 1989, 9)

Indeed, as far back as 1916 (Dennis), the socio-economic impact of failure has been

cited as grounds for its further study. In 1937, Boer was noting the costs of retail

closures. Dunlop (1982a) shares the same metaphor for failure when he notes the

importance of failure studies to the public policy formulation process. Williams (1993)

makes a more contemporary plea -'or failure studies as an input to public policy.

Finally, of course, failures, partic alarly spectacular failures, are interesting -- the stuff

of popular journalism (see, for e Kample, Sykes' 1988 book on corporate collapse in

Australia or Hartley 1987 on anecdotes about U.S. failures).

1.3 Previous Studies of Small Business Failure

One approach to the discussion of previous studies of small business failure is to

categorise the studies. McKenna et al. establish four such categories:

• Financial studic s which attempt to predict

individual business failures through an

analysis of balance sheet and income data.

• Management st Idies which look at the

underlying caw es of failure.

• Other behavioural studies which use the

date and nature of financial reports

as explanatory /ariables (proxies for bad

management in the case of late reports).



• Statistical studies which are concerned

with the determination and level of failure

at a macro level. (McKenna et al. 1990, 13)

Another obvious category of study would include many of those carried out in the

United States from the 1920s into the 1960s and aiming to report the phenomenon of

failure without, in general, making much attempt at mathematical analysis of the failure

data which were collected. Finally, it would be appropriate to list studies which

summarise previous findings.

Two points should be made about the discussion which follows. First, the studies

mentioned are representative rather than exhaustive. Although a thorough literature

search has been carried out, it became apparent that a complete listing of all studies

would be impossible to prepare. Many of the early U.S. studies were carried out as

commissioned research and are thus barely in the public domain unless they have

subsequently been used as the basis for journal articles. Others are simply replications

of similar studies. For example, the financial studies pioneered by Edward Altman

(1971, 1973, 1975, 1977, 1984) have been replicated time and again in many different

places. (See, for example, Casey 1980; Dambolena and Khoury 1980; Edmister 1972a

and 1972b; Hindy 1992; Houghton 1984; Ketz 1978; Kenley 1989; Kumar 1987; Libby

1975; Melicher and Hearth 1988; Norton and Smith 1979; Peel and Peel 1987; Platt

1989; Sogsvik 1990; Wilcox 1971 and 1973). Still other studies such as Sheridan

(1974) address small business success factors in Australia but have very limited use in

the current study of failures.

1.3.1 Financial Studies

The purpose of the financial studies was to develop a means of predicting individual

business failures using financial statement information from individual firms. The

ability to predict failure would have obvious utility to lending institutions who might

10
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avoid making loans to bad risks ind, if a loan had already been made, identify likely

problem accounts in time to take remedial action before default (Wood and Piesse

1988).

Financial studies were also conducted on how to predict the failure of lending

institutions, presumably those who had not used predicting devices for their lending

activities (Meyers and Pifer 1970; Sinke 1975; Martin 1977).

The sophistication of the statist cal approaches used to predict failure in financial

studies has increased over the years. Early studies by, for example, Beaver (1966)

achieved some success in predict: ng the failure of larger firms using a single financial

ratio. Later, Altman and a host o others used multiple discriminant analysis to predict

failures. Although MDA techniques have been criticized on a number of grounds (see,

for example, Joy and Tollefson 1975; Eisenbeis 1977; Zmijewski 1984; Storey 1987;

Peel and Peel 1988; McKenna et al. 1990) they were the techniques of choice for some

period of time as evidenced by stt_ dies such as Altman (1968), Deakin (1972), Edmister

(1972a and 1972b), Blum (1974 , , Sinkey (1975), Tallier (1982), and Moore (1982).

Knight (1981 138) expresses the difficulty encountered by this line of research:

The main criticism .. is that a simple prediction saying
a sample firm will not fail outperforms each of the
discriminant analysis models developed to predict
failure.

Reynolds (1986) confirms Knight s findings.

More recently, the field of financial studies has embraced the use of Probit and Logit

techniques (Martin 1977; Santoinero and Vinso 1977; Scott 1981; Zavgren 1982;

Shailer 1986; Lau 1987; Peel aid Peel 1988; and Behrman and I)eolalikar 1989).

Mensah (1983) used both MDA and Logit methods. McKenna et al. (1990) and Ohlson

(1980) argue that the technique: derived from logistical regression have overcome

many of the practical and theoreti :,a1 problems associated with MDA techniques. They

can predict both whether failure will occur and when, and they are particularly good at
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predicting small business failures (Stettler, 1985), an area in which MDA techniques

had been signally weak. Shailer (1986) has evaluated a variety of techniques for their

applicability to predicting failures in Australia. Looney et al. (1989) describe

misclassification problems of models aimed at predicting bank failures.

It should be emphasised that none of the techniques used in financial studies seek to

identify the causes of business failures. They identify symptoms which will allow

decision makers to categorise individual firms as likely failures or likely non-failures

(Van Frederikslust 1978; Van Leeuwen 1985). Thus they are of no use in the

development of government policy which might seek to redress the causes of small

enterprise failure or to reinforce the causes of success. For public policy purposes,

attention to symptoms is not useful. Since the practical impact of this thesis is to be on

public policy, a model of failures based on the financial studies would not be

appropriate.

1.3.2 Management Studies

The general thrust of management studies of business failure is that failure is a result of

managerial deficiencies. Research starts with this assumption and investigates the

specific deficiencies which give rise to failure. Typical of this approach is the schema

advanced by Sharma and Mahajan (1980) which is diagrammed below:

Poor Management

1
Strategic Mistakes

Unexpected
Events 	 ■

Poor Performance

1
Failure
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The issue for Sharma and Mahaja becomes, "What sort of strategic mistakes are made

by poor managers?" Note that this focus of the management studies is different from

that of the financial studies. /Litman and the financial studies researchers would

concentrate on the question, "What indicators of poor performance presage failure?"

Thus, one could argue that the management studies attempt to look at the causes of

failure rather than the symptoms v7hich are the interest of the financial studies.

Among those who have published management studies of failure are Hoad and Rosko

(1964), Sorby-Adams and Kiel C 981), Chaudhry (1983), Dun and Bradstreet (1984),

Hutchinson and Ray (1986), Williams (1986), Bruno, Leidecker, and Harder (1986),

Ibrahim and Ellis (1988), Hall and Young (1989). These and like studies range from

those that address the question, " What was the proximate cause of insolvency?" (Dun

and Bradstreet 1984), through the se concerned with specific managerial attributes and

approaches (e.g. "Does the manker use long term planning?", "Does the manager use

advisory services?"), to descripti ens of the belief structures or weltangschaaung of

successful vs. unsuccessful entrep -eneurs (d'Amboise 1974; Filion 1988).

1.3.3 Other Behavioural Studies

McKenna et al. (1990) suggest i third kind of failure study which seeks to predict

failure not by analysing financial ratios or management style or approach but by

examining the timeliness and accuracy of financial information.

Argenti (1976) set the stage for tl- is form of study when he argued that financial ratios

were really just symptoms of fai ure. Better predictive models might be built using

non-financial information (Kease : , and Watson 1987; Storey et al. 1987) or a mix of

financial and non-financial data (Keasey and Watso, 1986).

The kinds of non-financial variables used in this type of study include whether or not

the annual statements are issued on time, whether they appear with or without auditor

qualifications, the managerial stru:ture of the firm, age of the firm, degree of gearing or



14

leverage employed, and firm size (McKenna et al. 1990). The purported predictive

superiority of these models over financial ratio models for small business failure arises

from the fact that, as failure approaches, the quality and accuracy of accounting records

tends to deteriorate sharply (Moore 1982).

1.3.4 Macro Statistical Studies

Whereas financial studies, management studies, and other behavioural studies typically

use samples of companies which have failed and of those that have not failed, a number

of studies seek to cast a much wider net. Thus, for example, Birch (1988) tracks the

fate of 1.2 million companies and Phillips and Kirchhoff (1989) 3.6 million. Obviously

the intent of studies of this sort is not to predict individual failures, nor to assess the

managerial causes of failure.

The conclusions which can be reached from macro statistical studies relate particularly

to intersectoral differences in failure rates and to the effect of size or macro-economic

factors on failure rates. This positions such studies as inputs to public policy.

Among the earliest macro studies are Greenstein (1935), who used periodograms to

analyse U.S. failures from 1867 to 1932, Converse (1946), who used Occupation Tax

Returns to study all retailers in Illinois for the years 1940 to 1945, and Phillips (1964,)

who used data from the U.S. Census of Business and from Churchill (1959) to draw

conclusions about U.S. retailers between 1929 and 1963. More recent studies include

Ganguly (1985) who used U.K. VAT statistics as a source, Hall and Stark (1986), and

Quantec (1987) who relied on business registrations in Ontario, Canada.

1.3.5 U.S. Studies

For a period of roughly fifty years, between the end of the First World War and the late

1960s, a very large number of failure studies were carried out in the United States.
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Typically, the authors were associ lied with the business and economic research units of

universities, the studies were of a local nature (i.e. restricted to a specific city or state),

and few statistical techniques beyond frequency distributions and simple cross-

tabulations were used to analyse the data. Lomax (1954) and Greenstein (1935)

generalize that the data were obtai led from tax records or from directories such as those

published by R.L. Polk and Company or rating books of Dun & Bradstreet. The

apparent intent of the studies was to make some sense of the obvious fact of business

failure (or 'turnover' as many of the studies called it). The localized nature of most of

the studies reflects the strong loca linkages of many of the state universities in the U.S.

There do not appear to have been any significant number of analogous studies done in

any other country.

Some of the findings of the U.S. studies, particularly as they relate to failure rates, will

be discussed in later Chapters. What follows here is a sample of the types of studies

which were carried out.

Data from city and business directories were used by McGarry (1939) to study retail

grocery stores in Buffalo, to com pare grocery stores in Buffalo and Pittsburg (1947),

and to examine grocery, drug, hardware., and shoe retailers in Buffalo (1930). The

same kind of source was used b: 7 Hutchinson, Hutchinson and Newcomer (1938) to

trace retail births and deaths in Poughkeepsie, New York between 1844 and 1933, by

Hallas (1936) to examine retail stc res in fourteen Colorado towns, by Phillips (1934) to

look at Boston chain stores, and by Goldstein and Meyer (1957) to trace births and

deaths among businesses in Morri qown, Pennsylvania.

Dun and Bradstreet rating books were the source of data used by Converse (1932) to

study retailers in two Illinois towns, by Heilman (1933) in his work on retailers and

manufacturers in three Minnesotz cities, and by Starr and Steiner (1939) to examine

eleven retail trades in Indiana. As far back as 1978, Massel was asserting that Dun and

Bradstreet figures did not support the notion of high rates of small business failure.

The Dun and Bradstreet database continues to be used for failure studies in the U.S. and

abroad (e.g. Stewart and Gallagher,1984, used the Dun and Bradstreet U.K. database
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for studying failure), although more recently, Williams (1993) has argued that the

database is not a useful source for failure studies.

Dadzie and Cho (1989) use a sample of firms from a directory published by the U.S.

Department of Commerce to study formation and survival of businesses owned by

members of minority groups.

The following investigators used taxation statistics of one sort or another as data for

their studies: Converse (1946) studied retailers in Illinois, Brady and Montgomery

(1959) examined retail firms in South Dakota, Etcheson (1962) studied business

termination (retail, wholesale, service, and manufacturing) in Washington State, and

Paustian and Lewis (1963) examined causes of failure among small businesses in

Alabama.

In addition to the studies mentioned above, the following are reported: Cover (1927)

studied failures in Colorado, Epstein (1927) reported on firm deaths in the automobile

industry, Cover (1933) examined failures in Chicago, Greer (1936) studied retail meat

markets in Chicago, Rebori (1937) studied mortality of grocery stores in Knoxville,

Tennessee, Davies (1939) analysed mortality among shoe manufacturers, Fraser (1952)

investigated manufacturing companies in Allegheny County, Pennsylvania, Kinnard

and Malinowski (1960) analysed mortality among manufacturers in Hartford,

Connecticut, Deran (1963) studied success, and, by implication, failures in nine Illinois

communities, Hollander et al. (1967) studied retail discontinuances in the U.S. for the

period 1947 - 1962, and Furst (n.d.) reported on the relationship between chain and

independent grocery stores in Fort Wayne, Indiana. Thompson (1963) studied small

manufacturing firms.

1.3.6 Surveys

Over the years, a number of very useful surveys of the failure literature have been

prepared. One early review was prepared for the Temporary National Economic
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Committee in the U.S. in 1941. In 1981, Cochrane wrote a well-received summary of

previous studies. Perhaps the best known and most cited survey of the field is that of

Berryman (1983). Peacock(1984 has presented an annotated bibliography of studies.

Stayner's 1985 Management Forum paper added to the previous surveys. More recently,

Storey and Johnson (1988), Haswell and Holmes (1989), and McKenna et at (1990)

have brought surveys up to date.

1 .4 Nature of the Problem

The problem to be addressed by this thesis is that, to be effective and efficient, any

government intervention which aims to alter the pattern of growth, decline or failure of

small businesses must begin with an understanding of the factors which lead to such

growth and, more particularly, decline and failure. Otherwise the programmes devised

are likely to be misdirected and m: sdesigned.

If, for example, it could be den onstrated that failures were primarily the result of

managerial incompetence on the part of entrepreneurs, a government emphasis on

training and counselling might be indicated. This sort of emphasis would be a waste of

effort, however, if the rate of sma I business failure depended primarily on the level of

interest rates.

The individual research studies carried out to date on causes of small business failures

have tended not to cast a wide let in terms of the range of possible causes being

examined. The disciplinary back ground of the researcher often appears to dictate the

scope of the investigation (Stayntff 1985 ). Those in management, for example, seem

predisposed to see lack of managerial competence as the key to failure and then

investigate the nature of the managerial incompetence involved; macro-economics

specialists often look to various -rational economic phenomena such as interest rates

and the availability of credit a3 the source of small business failure; economic
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organization theorists examine industry structure and the nature of competition as

important to small business success or failure; geographers who are interested in the

problem tend to identify things like location and shopping patterns as the determinants

of success, particularly in retailing.

The source of data being analysed may also serve to narrow the scope of enquiry.

Failures data sets created by banks or credit agencies, for example, tend to include

information on proximate "causes" of failure, usually financial and/or managerial. On

the other hand, data from government statistical bureaux typically lack financial detail.

Each study of small business failure has been carried out for a specific, generally

discipline-based, purpose and has used a specific, and frequently limiting, data base.

Each employed a methodology seen as appropriate to the disciplinary purpose. Thus

management specialists tend to be concerned with management issues and to use

research techniques such as case studies; economists look at economic variables using

econometric techniques. None of these approaches to the problem is prima facie

incorrect, but neither individually nor collectively do they provide much guidance to

the policy makers who want to understand how best to support small enterprise.

1 .5 Research to Address the Problem

It is proposed to develop and test an approach to determining the causes of changes in

small business failure rates which examines as possible causes a number of variables

which fall into three categories: variables (factors) relating to firm management, factors

relating to the local environment in which the firm carries on business, and macro-

economic factors.



1.6 Research Objectives

The general intent of the research is to develop and test a method to demonstrate that

the fate of small business is determined by factors largely outside the control of the

owner-manager (that is, by macro- economic and local environmental factors) as well as

by the managerial prowess of the owner-manager.

The secondary intent of the resea -ch is to serve as input to the ongoing debate on the

rate and causes of small business f ailures.

1.7 Independent Variables

The research will test, for the small business population of Armiclale, New South

Wales, Australia, the impact of variety of independent variables on the dependent

variable "life/death". The independent variables are:

1.7.1 Managerial Factors

• The age of the firm

• The type of business engaged in by the firm

• The location of the bt siness

• Index of managerial competence

• Degree of diversificat ion of the business
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1.7.2 Local Environment Factors

• The population of the market area

• The number of direct competitors

• The number of major chain competitors

• The number of franchise competitors

• Presence/absence of drought in the area

• Density of competition

• Index of prices of commodities important to the local economy

• Local member in state government

• Local member in state cabinet

1.7.3 Macro-Economic Factors

• Gross Domestic Product

• Liquidity in the national economy

• Rate of inflation

• Interest rates

• Stock market index

• The party in power nationally

Appendix A shows the nature of the relationship among the variables which is

hypothesised.
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1.8 Summary of Methods

A number of steps are involved in the method:

• creation of a d ita base showing the name, address, type of business

engaged in, and y ears) of operation of all the small businesses in an

appropriate marker area for a suitable period of time. Chapter Four

describes the creation of the data base.

• transformation of the data base information on type of business and

location to show st itability of location

• calculation of:annual failure rates and their use (see Chapter Three

for details) to calct late changes in the index of managerial competence

• analysis of anr ual failure rates by each of the categorical variables

available.

• routine statistical tests

• application of l'robit to assess the causes of small business failure

• disaggregation of the data into different time periods and different

industry groups tc see what conclusions, if any, can be drawn about

causes of failure over time and from industry to industry

• analysis using slib-sets of the independent variable to determine the

relative importance of different types of variables

1.9 Outline of the Thesis

Chapter Two of the thesis reports on a literature search on the definitions of small

business and failure, and on previous studies of small business failure.
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In Chapter Three, a theoretical model of Small Business Failure is proposed and issues

relating to the different variables are discussed.

In Chapter Four, the methodology to be employed is set out in detail, together with

plans to operationalise the dependent and independent variables.

Chapter Five reports on the findings obtained by applying the methodology.

Finally, Chapter Six draws conclusions from the findings, discusses limitations of the

current research, and comments on the need for additional research suggested by the

current study.
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2. Review of the Lilerature on Small Business

Failure

Small business failure has been st idied in a systematic way for almost a hundred years.

Fifty or more years ago a number of historical studies using directories as data sources

attempted to trace the death aid survival of firms over long periods of time.

Hutchinson et al. (1938), for example, studied manufacturers and retailers in

Poughkeepsie, New York for thc period 1844 to 1933. Solon Ayers (n.d.) tracked

grocery stores in Austin, Texas between 1880 and 1932. Beginning in the 1930s, the

applied economics sections of a n amber of U.S. universities undertook studies of small

firm mortality in their local geographical areas. Over the last thirty or more years, the

studies of failure have generally sought to identify the causes of failure either for

individual firms or, in a more general sense, for groups or classes of businesses.

Before describing the findings of the various studies of small business failure it is worth

spending some time defining the t No concepts, "small business" and "failure."

2.1 Small Business

"Small Business" has been definc d in many ways. The motivation to find and use a

definition has been felt most strongly by governments. To the extent that they embrace

a strategic interventionist or a limited-environmental policy approach to dealing with

small businesses (see Chapter (Tie - Background to the Study of Small Business

Failure) they must define just w lat businesses they are talking about. Whether the

concern is to define eligibility for preferential tax rates or for concessionary lending

programmes or for government purchasing preferences, there must be some definition.

The earliest official legal definiticn in the United States was contained in the Selective

Service Act of 1948 (Filion 198 ). Selective Service, otherwise known as the draft,

sought to exempt from national service men who were needed in the operation of small
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businesses; so a definition of small business was required. The definition adopted

included a limit on employment (fewer than 500 employees), and the notion that the

firm must not be dominant in its industry and must be independently owned and

operated. The Small Business Act of 1953, which has become the model for all

subsequent legislation in the United States, added the notion that the maximum number

of employees in a small business might vary from industry to industry and that a

measure of turnover might be added to the quantitative criteria.

The first general definition of small business in the United Kingdom was created in the

early 1970s by the Report of the Committee of Inquiry on Small Firms (usually called

the Bolton Report). It set up a number of quantitative criteria (including turnover,

number of employees, and, for the road transport industry, number of vehicles) and

three qualitative criteria: independent ownership, small market share, and personalised

management (Bolton 1971).

In Australia too, a variety of definitions have been used. Williams (1989) adopts the

criteria of owner-management, independence, and relatively small size. The Victorian

Women's Consultative Council lists almost the same qualitative criteria as Williams

and adds the notion that the criteria "... are commonly found in firms employing less

than 20 people in non-manufacturing or less than 100 in the manufacturing sector."

(1988, 11).

Other countries have tended to use definitions which have both qualitative and

quantitative criteria (see Neck, 1977 for a list of 50 different definitions used in 75

countries). As discussed in Filion (1988), Hertz (1982), Gupta (1980), and Auciello et

al. (1975), all countries also have other definitions of small business which are used for

different purposes. Thus, for example, for purposes of allocating some U.S. mining

rights, a small business has no more than 100 employees. In the U.K., a small business

for purposes of the Coal Industry Nationalisation Act of 1946 had no more than 30

employees, and the Inner Urban Areas Act of 1978 defines a small firm as one having

no more than 50 employees. In short, there is no agreed upon definition among or

within countries. As Shalit and Sankar (1977) put it "Size, like beauty and justice, is an
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abstraction not directly observabl:.. . ." They argue that the choice of how to measure

size depends on the purpose of the study.

There do, however, appear to be a number of common threads in different countries

which can point the way to a logical, and defensible, definition which can be

operationalised for the current the ;is. The first of these is the notion that a small firm is

substantially owner-managed. Owner-management implies, among other things, a

relative scarcity of external resources whether they be financial or managerial. There is

no parent company which can pro vide finance in times of stress. Barring outsiders such

as consultants or accountants, there is no source of managerial assistance for the small

firm. Thus small firm owner-ma lagers are relatively isolated in their struggle to cope

with the business environment. TD the extent that they can lock into external resources,

whether through buying groups or licenses or franchise agreements, they reduce the

isolation of their situation. (This distinction between the small business going it alone

and the small business with some external resources will be used in Chapter Three to

create the variable "number of franchise competitors".)

The second distinguishing chart cteristic of the small business is that it does not

dominate its market. The implication of this characteristic is that the environments in

which small business owner-ma riagers must operate are substantially outside their

control. The third characteristic w -rich defines the small business is that it is managed in

a personalised way. Whether the owner-manager is physically present on a full-time

basis or not, there is no doubt in z nyone's mind about who is the boss, about who owns

and operates the business. (Note that the owner-manager referred to here can also be a

partnership or even a family.)

The quantitative criteria for being, a small business are all distinctly problematic. For

example, measures of turnover, or assets, or investment are all difficult to interpret in

the light of inflation. Unless thy; definition is changed regularly (arid separately for

each country), what is a small b asiness today may not be tomorrow even if no real

growth has taken place.
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Measures of employment are less than ideal for at least two reasons. First, the

maximum number of employees to qualify as a small business is in some sense a

surrogate for (and a much more readily measured indication of) the degree of control

which the firm has over its environment. It is a measure of "bigness" where bigness is

equated to domination of the firm's environment. Obviously the size needed to

dominate varies from industry to industry and from place to place. A building

contractor with fifty employees might dominate the construction industry in Armidale

but be insignificant in New York City; a car hire firm with twenty employees might

dominate in Armidale while a supermarket with twenty employees would not. Second,

the amount of "bigness" which can be achieved with a given number of employees is

changing as technology changes. Filion (1988), for example, describes the book

distribution industry where the use of computers allows dramatically increased volume

of sales and level of service with many fewer employees. Thus, not only does the size

required to achieve "bigness" vary between industries and between countries, but it

varies over time. As Williams put the point in connection with his work on job creation

by small businesses,

One of the most frustrating difficulties ... arises from efforts
to rigorously apply definitional classifications in the face of the
inherently volatile nature of small enterprises.

(Williams 1989, 11)

What is important is that the definition of small business being used in any study be

reasonable and be clearly expressed.

Accepting the volatile nature of small businesses as a fact of life, what can we conclude

about the definition of small business for purposes of the current thesis? First, for the

locale chosen for the study (Armidale, NSW), in terms of distinguishing between small

businesses and larger businesses, there is no business which passes the owner-managed

test which does not also pass all of the other tests, including any reasonable test of

"bigness", so, the precise definition of any of the other tests is less relevant. What is

eliminated by use of the owner-managed test are bank branches, and branches of

national chains such as Cole's, Woolworth's and Franklin's.
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Beyond the question of smallness or bigness come questions related to the nature of the

businesses themselves or of hoNN they are organised to relate to their environment.

There are, for example, a numbe - of franchised businesses which are locally owner-

managed and will be included ir the category small business although they will be

identified below as a special kind of competitor in the market place. The only known

problematic firm using this apprpach is the local McDonald's which is owned and

managed from Tamworth, a some what larger city 110 km distant from Armidale. The

author's belief is that the owner-manager in fact spends considerable time at the

Armidale location. This would ju:tify inclusion of the firm in the small category.

In a similar vein, members of voluntary chains such as Soul Pattinson (among

chemists) and Horne and Raine (among estate agents) have been deemed to be small.

More difficult are five other type ; of businesses which arguably could be included in

the small business category.

The first of these is professional pi actices such as medicine and accountancy. The main

argument for including them as small businesses is that they are indeed economic

ventures which require manag ement for survival and which perform better

economically with sound manage ment. To be set against this argument are the very

real differences between profess ional practices and what have traditionally been

thought of as small businesses.

First, entry into the market place is substantially restricted by existing professional

entities. All types of business ha\ e some barriers to entry whether they be financial or

experiential (it is difficult to imagine opening a panel beating establishment without

some experience at panel beating), but only the professions restrict entry through

professionally determined licensing requirements. Second, "failure" in any real sense is

rare. Because of restricted entry. competition is rather more "gentlemanly". Finally,

the professional service being provided is highly personal so that when the individual

practitioner leaves the field due to retirement, illness, or death, the business is likely to

disappear even though no failure has taken place. Of course, this can be true of any
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small business, but it is particularly common with small professional practices. While a

small business of the traditional sort can often be sold on retirement of the owner-

manager and then carried on under the old name, a small professional practice would

almost certainly "disappear" as defined below even if it was sold. (An Armidale

exception-which-proves-the-rule is Roberts & Morrow, an accounting practice which

survives despite the retirement of both Roberts and Morrow). For purposes of this

thesis, professional practices will not be considered small businesses.

Closely related to the medical and accounting professions are a second problematic

business type: health care facilities. These can range from largish operations such as

hospitals to "clinics" which are indistinguishable from professional practices. For

purposes of this thesis, health care facilities are not included as businesses.

The third type of business which creates definitional difficulties is the building trades

(carpenters, plumbers, masons, glaziers, painters, etc.). The problem here is that the

dividing line between self-employment and wage employment is crossed with great

frequency. An electrician who takes a contract today from a customer may tomorrow

work for a general contractor for a wage and the next day take another contract. In

short, the distinction between running a small business and working for a wage is too

fluid. Accordingly, in this thesis, tradesmen have been eliminated from the small

business category.

Not-for-profit businesses such as Oxfam shops and heritage museums are a fourth

problematic category. On the one hand, they advertise, hire, supervise staff, keep

accounting records, etc. just as do for-profit businesses. On the other hand, they

generally are not subject to the financial imperatives of for-profit businesses. Thus

their creation and demise reflect motives and forces other than financial. Not-for-profit

businesses are not included in the current study.

In many ways intermediate between the not-for-profit and the for-profit sectors are

cooperatives. They may have all the characteristics of small businesses except owner-
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management. This, however, is z n important enough characteristic that we conclude

that cooperatives will not be incluc ed as small businesses in this thesis.

Although both Star (1979) and Filion (1988) have argued that it may be desirable to

establish a minimum size for smz11 businesses, this has not been done in the present

study (apart from the implicit lower limit on size established by eliminating building

tradespersons from the list of smal businesses in Armidale).

2.2 Failure

"Failure" has been defined in many ways in previous studies. (See, for example, Neck

1977; Stewart and Gallagher 1%5; Cochrane 1981; or Berryman 1983, for lists of

definitions). The definitions range from the very narrow, which make failure the

equivalent of bankruptcy or terminal insolvency, to the very broad, which define failure

as disappearance from some list or register (Cochrane 1981). The precise definition

used in any given study reflects till' purposes of the study (Williams 1982a, 24; Phillips

1988) and the particular metaphor for failure embraced by the researcher (See the

discussion of metaphors for failure in Chapter One.)

Limiting failure to bankruptcies or terminal insolvencies seems to reflect the moral

imperative view of failure: the firm could not or would not pay its creditors, who then

used collective legal action to try to collect. One advantage of this sort of definition,

from a researcher's point of view, is that it is a very tight definition which allows easy

identification (from court records) of firms which meet the definition. Frequently,

terminal financial data will be available. Moreover, it is relatively easy to account for

all firms (those that did not go intc bankruptcy or terminal insolvency did not fail). The

disadvantage of this definition is that it catches few of the firms which fail with a loss

to creditors and an even smaller pi oportion of the disappearances. In many instances it

is not worthwhile for creditors to glace a debtor into bankruptcy because there are few

or no assets to distribute. So a firm fails and disappears, but is not bankrupt or
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terminally insolvent. This very narrow definition of failure has been used by Castagna

and Matolcsy (1977), Sorby-Adams and Kiel (1981), Peacock (1985b), and by Peacock

et al. (1988).

A second definition of failure which is sometimes used is "disappeared with loss or

while in a losing position". This view of failure echoes the legal and accounting

metaphor of failure since it defines failure in a technical way as insolvency. This is a

very useful definition of failure from a theoretical point of view. Practically speaking

however, it is very difficult to identify insolvent firms unless they actually go through

some court-related process such as bankruptcy or are part of a specialized data base.

Williams (1989) uses a definition of failure which is very close to "disappearance with

loss":

The termination of business activity, associated with
insolvency, inability to trade profitably, or existing or
impending financial difficulties, where the termination
was voluntary or otherwise. 	 (Williams 1989, 11)

He was able to use this sort of definition because he had access to a data base of bank

clients which fit the definition. In general, it is not easy to account for all firms when

inclusions in the failed category are problematic.

A third definition of failure includes as failures those firms which are not earning an

economic return. This definition clearly mirrors the political economy metaphor for

failure: failed firms are not making an economic contribution. This is a theoretically

sound approach. Alas, as with the "Disappeared with loss" definition, it is practically

impossible to identify firms which have failed by this definition unless they are in

bankruptcy or terminally insolvent. Moreover, a firm which is not earning an economic

return today may manage to earn one tomorrow. Thus while "bankruptcies" and

"disappearances with loss" also fit into the final definition of loss set out below

("disappearances"), businesses in the "not earning an economic return" category may

or may not, depending on whether or not they ultimately disappear.
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Another definition of failure which has been used in studies is disappearance from

some list or other (see Whitelegg 1976 as one example of a study using disappearance).

This definition is, perhaps, related to the economic evolutionism metaphor for failure.

The circumstances of the firm's death are irrelevant, businesses must die to make way

for others. The advantages of thii sort of definition from a researcher's point of view is

that

it is tight, it is relatively easy to identify failures by comparing lists for one time period

to lists from another, and it catches almost all failures. There are, however, some

difficulties with Type I and Type II errors. This definition may incorrectly identify as

failures businesses which have cl Longed name or address (or some other characteristic

unrelated to success or failure, tut deemed central by the creators of the lists being

used). It may omit to identify as failures businesses that have been sold at a loss or in

anticipation of creditor action but which have kept the same name, or address (or other

characteristic which was important to the compilers of the lists). The author is inclined

to believe that the first of then difficulties, over reporting failures, is of greater

magnitude than the second, uncle] reporting failures, because continuation of the same

name at least implies some good Nill attaching to the name and hence some on-going

value to the business. In short, this definition may be expected to overstate, if anything,

the rate of business failure.

Most studies of failure use this h st definition. Early studies relied on lists from Dun

and Bradstreet (Thorp and Rotl mann 1937; Rothmann 1938; Heilman 1933; and

Converse 1932 are examples) o r from business directories of one sort or another

(Phillips 1934; McGarry 1939; Hallas 1936; Goldstein and Mayer 1957). More

recently, a number of studies hare used tax rolls (Star and Massel 1981; Brady and

Montgomery 1959), telephone di -ectories (Shapero and Giglierano 1982; Wong et al.

1988/89), and government statistical data bases (Phillips and Kirchoff 1989; Birch 1979

and 1987). In all of the stucies cited above, business failure was defined as

disappearance from a list after apr earing on it at some previous time.

Exhibit 2 shows in graphic fora the relationship among the different definitions of

failure.



Disappeared with loss
(insolvent)

Bankrupt

Not earning an economic return
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Exhibit 2

Relationhip among Different Definitions of Failure

Disappeared

Source: Based on Cochrane (1981)
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In this thesis, failure will be defined as disappearance from the business directories

prepared annually by United Business Directories (UBD). More information about

UBD and argument for its use an to be found in Chapter Four, "Method". "Failure

rate" in any year is defined as the percentage of businesses which, having appeared in a

business directory for the year, fail to appear in the next year's directory. For periods of

more than one year, the failure rat.; is the percentage of firms which, having appeared in

any of the directories during the period, fail to appear in the directory which ends the

period.

2.3 Causes of Failure in Previous Studies

Almost all studies of failure either explicitly address the question of what causes

failures or reveal that they began with certain assumptions about causes. The most

common finding or assumption is that failures are caused by managerial incompetence.

There are, however, dissenting voices who argue for a variety of other causes. From

the conventional wisdom and the dissent can be built a more balanced view of what

causes small businesses to fail.

2.3.1 Conventional Wisdom

The conventional wisdom on causes of failure is exemplified by studies carried out in at

least four different countries.

Brough (1970) found that 67% of receiver's actions in England and Wales were due to

mismanagement.

Altman (1983a) asserts that 92% Jf U.S. failures are caused by mismanagement, while

the U.S. Congress Select Committee on Small Business (1962) quoted William A.

Duvel of Dun & Bradstreet as sa) ing that 91.3% of all U.S. bankruptcies in 1961 were
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due to management incompetence. Stanley and Girth (1971) state that 90 - 95% of U.S.

bankruptcies are caused by incompetence or inefficiency. Sadd and Williams (1932)

analysed 570 bankrupt companies in Boston and found "inefficient management" to be

the primary cause.

Landesberg and Edmunds (1983) state that fully 96% of Canadian failures are due to

mismanagement. McKinlay (1979) attributed 70% of Canadian insolvencies to

"management shortcoming" and most of the balance to managerial factors such as "new

product difficulties" and "over-expansion".

Eighty-one percent of South Australian failures were found by Peacock (1985a and

1985b) to be due to "management inefficiency", and Sorby-Adams and Kiel (1981)

attribute 41% of Queensland failures to mismanagement. McKenna et al. (1990, 148)

report on the causes of failure as judged by 10 N.S.W. liquidators. Six of the top eight

causes relate to management competence. Only interest rates and, perhaps,

undercapitalisation would qualify as non-managerial causes. Williams (1987) shows

main causes of failure including economic conditions (12.4 % of failures) and then a

list of management-related causes such as financial management, staffing, record

keeping, and management incompetence which total 78.8% of failures.

In each of the studies noted above, the definition of failure which has been used is some

variation of insolvency. That is, those deemed to have "failed" are those who are

involved in the legal process of receivership. They have failed to pay their bills and

unsatisfied creditors have taken legal action. In these circumstances, the presupposition

is that the firm has failed because management has failed. This presupposition may

arise in part from a natural human propensity to blame the victim (Caplan and Nelson

1974) or from the nature of the data on which the researcher relies. Data generated as

part of insolvency proceedings invariably relates primarily to symptoms of business

difficulties.

Thus, for example, the entry of a large new competitor into a market is not shown on

the books of the insolvent firm. What does show, perhaps, is declining sales due to the
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competition, or shrinking margins produced by the price cutting that attempted to retain

market share, etc. A widespread drought is not part of the data base, but burgeoning

debtors' accounts which cannot Ix collected from cash-poor pastoralists do show up. In

each case, it is easy to attribute th failure of the firm to management's inability to deal

with the accounting problem of reduced sales, shrinking margins, or rising "debtors".

In fact, an understanding of the s: tuation informed by more than the books of account

would, in the above examples, highlight new competition or drought as major

determinants of success or failure Financial statements measure not only the prowess

with which management deploys and uses its resources (as measured by, for example,

return on assets), but also the availability of credit, the level of interest rates, and other

variables which have little or noth ng to do with managerial competence. It may be true

that, in poor times, sound management may keep a business going longer than

incompetent management could, but many factors bearing on success or failure are

beyond the control of managemen , good or bad.

Note that an orientation which clef nes failure as a legal process is very much in keeping

with the technocratic metaphor fc r failure described in Chapter One. The strength of

this metaphor is demonstrated by how widely it is adopted as an assu:mption in failure

studies. Williams, for example, Ls particularly clear about the distinction between a

finding and an assumption:

This research demonstrates a substantial failure rate among
new small firms. . . . A plausible explanation of this
phenomenon is that many owner-managers of new small
firms are seriously .leficient in the basic skills of small business
management.	 (Williams 1982b, 32)

Based on this "plausible explanati on", a number of researchers have demonstrated the

precise nature of the managerial deficiencies which cause failure. O'Neill and Duker

(1986), for example, find that the use or non-use of strategic planning is an important

determinant of small business success or failure. Knight and Knight (1993) also cite

planning as the key to avoiding failure. Isaac (1971) found over-extension of credit and

misuse of capital to be the causes of business failure in Sierra Leone. Khan and Rocha
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(1982) assert that lack of management skill is a major cause of small business failure.

Carroll (1975) attributed many failures to poor credit policies. Webb (1979, 183),

basing his assertions largely on a literature survey by Argenti (1976), sets out a list of

the structural defects of "bad management" that includes overtrading, lack of adequate

management information systems, and autocratic leadership among other factors.

Bailey and Royston (1981) call for more management training as a way of overcoming

management deficiencies. Ibrahim and Ellis (1988) identify bad entrepreneurial

judgement, lack of entrepreneurial values, lack of accounting knowledge, and cash flow

problems among the managerial and entrepreneurial causes of failure. Larsen and Clute

(1979) found that "those who have failed in business or are about to fail have many

symptoms in common." Among these are personal characteristics, managerial

deficiencies, and financial shortcomings. Sharma and Mahajan (1980) elaborate a

failure process which has bad management leading to strategic mistakes which, in the

face of unexpected events, give rise to poor performance leading to failure. Wiltshire

(1973) lists basic problems of small business in Australia, all of which could be said to

relate to the ignorance or incompetence of the owner-manager. The assumption of a

managerial basis for small business difficulties is picked up implicitly by Johns et al.

(1984) when they position the problems of small business as competing with large

businesses.

Other writers repeat the plausible explanation which, of course, adds to its plausibility.

Perry and Pendleton (1983), for example, state that 90% of failures are due to

management inadequacies. Indeed, so pervasive is the belief of researchers that

businesses fail because of managerial deficiencies that even small business managers

believe this. Peterson, Kozmetsky, and Ridgway (1983) surveyed 1000 U.S. small

business owner/managers. Over 50% gave as the primary cause of small business

failure factors which relate directly to managerial incompetence. Gaskill et al. (1993)

surveyed failed businesses in Iowa to determine the extent to which owner-managers

perceived managerial problems to have been the cause of their downfall.

Other researchers accept that exogenous factors may play a role in failure, but not as

real causes. Ulmer and Nielsen (1947), for example, identify "immediate" causes of
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failure such as economic downturns but argue that these merely "activate" fundamental

causes to turn a marginal firm into a bankrupt. The fundamental causes that make a

firm marginal in the first plac are managerial things like poor record-keeping,

inexperience, and poor choice of 1 Dcation.

2.3.2 Dissenting Views

While the managerial incompet once school of thought is larger by far than the

dissenters, there are many who question whether the competence of management is

really the key to small business s access. Scherer (1973) argues that a random process

leads to lbusiness failure and to industrial concentration. Dunlop (1982b), in

commenting on the Williams paper (1982, 35) cited above, suggests that "...[it] appears

to ignore the exogenous factors w3rking in the economic environment, and implies that

management deficiencies (appare nt and underlying) are solely responsible for small

business failure." In fact, Will ams (1982, 37) accepts the existence of exogenous

variables but observes that there is no general agreement on what to do about them.

Cumming and Saini (1981) asses:; the impact of specific macro-economic variables on

failures in the United Kingdom and Japan.

Perhaps the nature of the disagreement between what has been termed above the

conventional wisdom and the senting view is best understood by reference to the

open systems approach to management theory. Most of both the management

incompetence school and the di ;senters accept the open systems approach. Open

systems were first postulated by a theoretical biologist, von Bertalanffy (1950), and

have since been taken up by quite disparate management theorists. The basic tenet of

open systems theory is that orga lisms (and organisations are taken to be organisms)

are, in Morgan's words, "open to their environment and must achieve an appropriate

relation with that environment if t ley are to survive." (1986, 44)

The open systems approach has been very influential in management theory. One

stream of development has led to the contingency school of management which argues
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that the key to business success is the ability of the organization to adapt to changes in

the environment. This stream began with Burns and Stalker (1961) who established the

difference between mechanistic and organic organisations, flowed through Woodward

(1965) who noted that successful firms in rapidly changing industries employed organic

approaches to organisation and Lawrence and Lorsch (1967) who determined that the

best form of organisation was contingent on the nature of the environment with

turbulent environments demanding more organic forms, to Mintzberg (1979), Miller

and Friesen (1978), and Bennis (1966) who refined our understanding of the most

appropriate organisational form for the environment. For members of this school, the

essence of success is for the organisation to modify itself in such a way as to improve

its fit with the environment. Failure to find the right fit may lead to a business failure.

Thus, failure of the organisation results from a failure of management to adapt the

organisation to environmental reality. Clearly, members of the contingency school who

entered into the debate on causes of small business failure would be likely to come

down firmly on the side of managerial incompetence.

There is, however, a second school which arises from the open systems approach. This

school, which Hannan and Freeman (1977) have called "population ecology", shifts its

target from the individual firm (which is the focus of the contingency theorists) to

classes of organisations. The emphasis here is on organisational demography: why do

different species of organisations prosper while others decline? What factors influence

how many there are of each of the different kinds of organisation?

This emphasis is decidely Darwinian in the sense that it shifts our attention to the

resources which the environment has to offer and suggests that the fittest are better at

grabbing the resources which they require for survival from those available in the

environment. A number of factors may prevent survival: a scarcity of resources in the

environment, too many competitors for the scarce resources, and what Morgan (1986,

67) calls "inertial pressures" which may prevent organisations from adapting to their

environments.
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In this view, the key to survival is not the individual but the environment. Thus

individual firms may struggle against their environmental fate, but may be ultimately

doomed by changes to which they cannot respond. Kirby (1978) describes the plight of

the local grocer in the face of competition from supermarket chains. The demise during

the 1960s and 1970s of the independent baker in Australia may be another case in point.

Few individuals could swim suo;essfully against the tide of national giantism. Nor

does the reemergence of the neighbourhood bakery in the last decade argue individual

agency so much as a change in ti e environment of public taste towards more healthy,

less factory-made foodstuffs. Obv iously the population ecologists would likely fall into

the group of those who dissent from the managerial incompetence view of small

business failure.

Another dissenting line of thought observes the reductionist nature of much of the

managerial incompetence argum .nt. If we define all failures as stemming from

managerial inadequacies we an' explaining failure by definition rather than by

substantial analysis. As Stayner expresses it in describing possible exogenous factors

in small business failures:

Writers with a management bias might argue that many of these
[exogenous factors could either be foreseen or allowed for
(ensured against) b 3 better planning and preparation, but there is
a finite upper limit to the amount of resources that is rationally
allocated to the col ection and assessment of such information.

(Stayner 1985, 93)

A similar view was put forward by Paustian and Lewis when they suggested the

importance of economic conditions as causes of failure:

To include these sii uations under the broad heading of
management failure is to suggest that the small businessman
is expected to adjuq to radically changing economic conditions.
It is unreasonable t) expect a small businessman to adjust
quickly to rapidly c hanging markets, and it would be 	 unrealistic
to expect him to reverse a strong economic trend in a rapidly
changing market. Many failures commonly designated as cases
of management failure should be classified otherwise.
Management failure should be reserved for situations involving
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the inability or disinclination of management to follow generally
accepted principles of management. (Paustian and Lewis 1963, 52)

The most general attack on the managerial incompetence school was launched by

Edmunds (1979) who presents 1972 data on all U.S. corporations which show that, for

every industrial grouping, earnings per dollar of assets decline steadily as size of assets

increases. Since return on assets is a classic measurement of management performance,

what Edmunds is saying is that small business managers are more competent than

managers of large firms. Of course, they still may not be skillful enough to avoid

failure, but one is encouraged to search for causes of failure beyond lack of

management prowess.

A number of causes other than incompetent management are mentioned in the

literature. Among these are the state of the economy as measured by a variety of

economic indicators. Cahill, for example, cites evidence from Altman for the U.S. and

the Department of Trade for the U.K. that there is "... a general (not a particularly

strong) association between changes in the GNP growth rate and the number of

insolvencies" (1980, 64). Cahill also argues that inflation, liquidity and interest rates

have an impact on failure rates. The impact of interest rates on failure rates, at least for

Canada, is denied by Whyte (1984/1985). Clute and Garman (1980) found a

relationship between business failures and both volume of bank loans and money

suppply. They detected no significant relationship of failures to interest rates. As

noted previously, Williams (1982b) accepted that there are exogenous economic factors

in failure, but found no agreement on what to do about them. Williams (1989) notes

the relationship between job loss due to small business failure and the business cycle.

Chandran, DeSalvia and Young (1977) cite inflation, tight money, high interest rates,

supply shortages, recession, and government regulations as causes of business failure

and note that there is a stronger correlation between national economic activity

indicators and small business failures than failures of large business. They conclude

that "downswings in the economy have a more serious impact on small firms ...".

Zarnowitz and Lerner (1961) found ample evidence for a relationship between the

business cycle and failure rates in general, and for some fascinating differences between
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large and small businesses. The:7 found that large business failures take place at the

same time as (and sometimes befcre) economic downturns. Small business failures, on

the other hand, lag the downturn. This counter-intuitive finding is perhaps explained by

the enhanced ability of the small irm to tighten belts to survive longer in bad times or

by the fact that larger companies, with better record-keeping practices may know

sooner that they are insolvent. This point will be tested for the business population of

Armidale.

The White House Committee on S mall Business noted the disadvantage of small firms

in dealing 'with larger, more power ful ones (1962, 12). Among the larger firms which

small enterprises must cope with E re banks. Ou (1979), Silber and Polakoff (1970) and

Garvin (1971), among others, haw found that banks in the U.S. discriminate against

small businesses in making funds available. Bach and Huizenga (1961), Prager and

Paroush (1971) and others disagre:,. Harris (1973) suggests that the apparent

discrimination against small businesses by banks may be a matter of treating new

customers (who are smaller, on average, than existing customers) differentially. Struck

and Mandell carry the finance gap argument further by pointing out that

The distinct vulnerability of small businesses comes from their
heavier dependence on debt financing than larger businesses who
have greater access to the equity markets.

(Struck and Mandell 1983, 1026)

The U.S. Congress Senate Select Committee on Small Business heard testimony from

the National Society of Public A :,countants to the effect that competition from larger

companies was a major reason for small business failures (1962, 15).

The Bureau of Industrial Economics (1986) found the value of the Australian dollar to

have an impact on the viability of small importers and exporters. Minihan (1976) noted

the impact of inflation on small )usinesses. Clute and Garmon (1980) document the

effect of U.S. economic policy on failure rates. Wong, Schagge and Rasmussen

(1988/89) describe business exits increasing during periods of recession. Izan (1984)

sets up a classification model t sing five variables, none of which is a traditional
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financial ratio. Even Keats and Baker (1988), who list five management-related factors

as affecting small business performance, acknowledge a sixth factor, external

environment.

Swain and Phillips (1985) found that business death rates increased three years after

start-up when this (the three year mark) corresponded to the initial recovery period of a

recession. Stewart and Gallagher (1985) report analogous findings from the United

Kingdom where small business death rates actually fell during recession. In their view,

Entrepreneurs that in more prosperous times would have wound
up their firms and engaged in other activities, chose to continue
because of the scarcity of alternatives.

(Stewart and Gallagher 1985, 56)

There is substantial disagreement about the effect of the business cycle on failure rates.

Some researchers, including Starr and Steiner (1939) and Carroll and Delacroix (1982),

found no particular relationship between failure rates and the business cycle. Kinnard

and Malinowski (1960) detected a modest relationship. Wedervang (as reported by

Carroll 1983) found a direct relationship between firm exit rates and the business cycle.

2.4 A Balanced View of the Causes of Small Business Failure

It is intuitively obvious that a phenomenon as complex as small business failure is

unlikely to have a single "cause". Just as the medical epidemiologist must consider

both intrinsic and extrinsic factors in seeking to understand the incidence of disease

(Lilienfeld and Lilienfeld 1980; Lerich and Milner 1971), if we are to build an

enhanced understanding of why small businesses die we must begin by accepting that

there will be multiple causes. Thus, for example, Bruno and Leidecker (1988) conclude

that there are both internal and external factors in business failures and Thompson

(1963) explicitly recognises both managerial and environmental factors.
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The various causes of failure identified in the literature can be categorised as

managerial, macro-economic, an I related to the local (as opposed to the national)

environment. A balanced view suggests that each of these three different categories of

variables may impact on the succc ss or failure of smaller enterprises.

These categories of variables will be discussed in detail in Chapter Three.



44

3. Proposed Model of Small Business Failure

3.1 Failure as a Function of Management Factors, Local Environmental

Factors, and Macro-economic Factors

A balanced view of business failure causes would suggest that a number of factors may

be involved. The experience of the owner-manager and her or his overall managerial

competence are likely to be important to the longevity of the firm. Indeed, as noted in

Chapter Two, many studies have identified managerial incompetence as the primary

cause of business failure.

The local environment is also likely to be important. Factors ranging from the number

and types of competitors, through market area population patterns, to the presence or

absence of local or regional disasters can be seen to have an impact on the success or

failure of small enterprises. As noted in Chapter Two, a number of studies have

identified competition and other local factors as important to the success or failure of

businesses, including small businesses.

A variety of macro-economic factors are generally believed to influence the success of

businesses. All of the many factors that can be used to define "good times" or "bad

times" for the economy are likely candidates: interest rates, liquidity, unemployment

rates, etc. Williams (1987), Birch (1987), and Blunden (1987), among many others,

argue the sensitivity of small enterprises to the general economy.

The purpose of this thesis is to develop a way to evaluate the relative importance of

management, the local environment, and the macro-economic environment in "causing"

business failures. Before describing in detail each of the factors which will be

evaluated, it is worth discussing the notion of causality as it can be statistically tested in

a thesis of this sort.
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3.2 Causality

The question of causality can be c iscussed in at least two ways. First, one can examine

"cause" from a philosophical point of view. This appropriately leads to the question of

whether there is such a thing as a cause or whether what is commonly conceived of as

"cause", for even the simplest 3f outcomes, is really a process of considerable

complexity. Second, one can disc uss what "cause" might mean from a statistical point

of view. To what extent do avz ilable statistical techniques determine cause, and to

what extent is statistical "cause" b otter understood as "relationship"?

3.2.1 The Philosophy of Causalhy

In our rationalist world, we tend to think of cause and effect in rather simplistic terms:

A causes B which causes C. For each cause there is an effect and for each effect a

cause,. The role of scientific investigation is to somehow discover the causes of various

phenomena. This is in many ways a comforting approach to causality because it

implies that we can determin e or influence outcomes by understanding and

manipulating causes. The possi lility of human agency underlies much of what is

taught in schools of management rnd helps set the research agenda of academics in the

field.

There are, however, less rationalis tic ways of looking at causality. Bohm, a theoretical

physicist, argues (1980) that the universe is in a constant and natural state of flux.

Change does not happen because of some cause, but because it happens. Thus, the

current state of the universe is one of potential or, as he calls it, "implicate" order which

is distinct from the "explicate" orcer which is what we can observe of the world around

US.

The distinction between implicate and explicate can be understood by analogy to a

river. The river has an explicate zppearance of stability and form which can be defined

in terms of where the banks are, what the length and depth are, etc. But what underlies
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the apparent stability is a state of flux: the waters are constantly flowing, the river is

never the same from moment to moment. This is its implicate reality. Conventional

views of causality seek relationships within the explicate realm of reality. What Bohm

argues is that true understanding comes from examining the implicate realm and how it

relates to the explicate. We should, he believes, seek to understand the reason why we

have arrived at where we are, which implies more than searching for proximate causes

of complex phenomena.

Morgan (1986, 235) suggests that one way of examining the relationship between

explicate and implicate order is to draw on the work of the biologists like Maturana and

Varela who argue (1980) that all living systems are closed and autonomous, making

reference only to themselves. Thus there is no separation of a system and its

environment. Instead, the system includes its environment. Within the larger system,

various sub-systems interact, changing one another as they interact.

These interactions are easily mistaken for cause and effect. A is linked to B, B to C, C

to D, and so on. But these linkages are not causal in any conventional sense. They are

parts of the same system which evolves in a comprehensive way. Where then does the

flux or evolution come from? Bateson (1979) suggests that random variations within

the system itself are responsible. This is supported by Prigogine (1986) who found that

random changes lead to new patterns of order in chemical reaction systems.

If we accept the view of reality suggested by Prigogine, Bateson, Matyurana and

Varela, and Bohm we are left with little confidence in the conventional concept of

causality.

Another way to understand the implicate/explicate distinction is to examine the concept

of mutual causality as understood by cyberneticians. If a system is really many sub-

systems which, in Morgan's (1986, 247) words, are "formed and transformed through

processes that are mutually determining and determined," then we should change our

notion of causality from the "A causes B" model to one in which both A and B are
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defined as a result of belonging to the same system. Thus causality exists not as a linear

mechanical process but as a series of loops, or as a process rather than an event.

Maruyama (1983) cites two examples of this which make the point. In one,

... a small crack in i rock may collect water, which freezes and
makes the crack bitser, permitting more water to collect and the
crack to get bigger And bigger, allowing small organisms and
earth to collect, a seed to grow, and the rock to be transformed
by the growth of vegetation and perhaps even a tree.

(Morgan 1986. 248)

In the other, a process begins with a farmer breaking ground somewhere on a

homogeneous plain and a city ,mds up on that spot. Although we can identify

individual events (such as the small crack appearing in the rock, or the farmer deciding

to plant at a certain place) which may have triggered the process that got us to a tree or

a city, these triggering events are Lot really "causes" in any meaningful sense.

The idea that what appear to causes are really just devices which trigger the

implicate reality was suggested al nost half a century ago by Ulmer and Nielsen (1947)

who, as noted in Chapter Two, identified economic downturns as what they called

"immediate" causes or, in systems theory terms, "triggers", which activated the

"fundamental" causes of failure ( xhich systems theorists might call implicate reality)

such as managerial incompetence.

If we accept the cybernetician's view of causality, we will understand that complex

systems cannot be understood in terms of simple causal relationships, and may not

really be understandable at all in any real sense. In complex systems, to paraphrase

Wilden (1972), there are always causes that cause causes to cause causes.
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Broadly speaking, only two statistical approaches have been used to analyse business

failures: regression (and related maximum-likelihood estimation techniques) and

discriminant analysis. The choice between the two approaches depends in a

fundamental way on the assumptions which are made about the underlying causal

structure of the data being analysed.

In regression analysis, it is assumed that the independent variables, together with a

random disturbance term, "cause" the dependent variable to be what it is. The

independent variables (the Xs) are thus determined independent of the dependent

variable and each other (thus collinearity is a potential problem), while the dependent

variable (Y) is dependent on the value of the independent variables and the random

term. Because the direction of the causality is built into the statistical approach, it is

appropriate also to hypothesise about the size and sign of the coefficients of the

independent variables. Moreover, each independent variable included in the analysis

must, if useful hypotheses are to be developed, have some prima facie reason for being

included. There must be a definable reason to believe that the independent variable

might be a contributing "cause" of the dependent variable.

In discriminant analysis, the underlying causal direction is from the Y variable to the

Xs. That is, membership in group Y is seen to give rise to a variety of symptoms (X

variables). Hypotheses about the magnitude and signs of X coefficients are not

appropriate because it is not relevant to attempt to argue from disease (group

membership) to symptoms. Reducing the number of X variables on collinearity

grounds is not appropriate because magnitude and signs are irrelevant and because

possible symptoms cannot be known a priori.

The difficulties which confusion between these two approaches has caused in previous

studies of failure are described in some detail by Scherr (1989). His contention is that

many of the ratio-based studies have confounded the two approaches and applied data

48



49

selection and manipulation crite: • a appropriate to one (generally regression) while

actually employing the other (generally discriminant analysis). To avoid any such

confusion here, the analysis of thLta on failures in Armidale will assume that causality

runs from the independent varia bles to the dependent and will employ regression

techniques to test hypotheses about the nature of the relationships between the

dependent variables and the independent variables. Having a rationale for each

independent variable, predicting :ts magnitude and sign, and reducing or eliminating

collinearity will all be concerns in the analysis.

3.3 Management Factors

In studies of failure which have u ;ed case studies (Jones and Ferguson 1988; Sadd and

Williams 1932; Paustian and Lewis 1963; for example) or which have accumulated

longitudinal data at first hand over a number of years (such as those carried out by Alan

Williams in Australia) it may 1p,; possible to assess the competence of the owner-

manager of failed firms in a fairly direct way although, as Laitinen (1992, 324) points

out, "...management inadequacy is a vague concept that is not easy to measure or

predict." Thus, in the Williams s "'dies, bank lending officers have commented on the

causes of default, often managerial lapses.

It has not been possible to assess managerial competence in the same vvay in the current

study. The use of directories has many advantages for carrying out a long-term

longitudinal study (see Wong, Shragge and Rasmussen 1988/89; Shapero and

Giglierano 1982) but it does not permit the direct collection of managerial competence

data since, typically and in this it stance, all that is available is the name, address, and

type of business for each year. Thus one is forced to find other ways of reaching

conclusions about the relative co mpetence of the managers of the firms listed in the

directories. As we will see, it turns out that the less direct methods of assessing

competence have some serendipitous advantages over direct methods.
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Four indirect methods will be used to assess managerial competence. They are: age of

the firm, location of the business, nature of the business, and an index of managerial

competence which reflects changes in the general level of management skills over time.

Each of the four methods described below is used in the model of business failure as an

independent variable.

3.3.1 Age of the Firm

Virtually all studies of failure rates have found that rates vary with age of the firm (see,

for example, Boswell 1973). Frank (1988) attributes this phenomenon to differential

levels of investment in new ventures. The higher the level of investment (which he

calls the "sunk cost"), the slower the exit because a high sunk cost implies a high

expectation of profit and a reduced willingness to give up.

Most failure studies that have examined age have found that the rate of failure in any

business age cohort goes down as the age of the cohort goes up. (See Carroll 1983 for a

useful summary, also Churchill 1955; Dadzie and Cho 1989; Freeman, Carroll, and

Hannan 1983; Ganguly 1983; Hannan and Freeman 1984; Hannan and Freeman 1989;

Jovanovic 1982; Marcus 1967; Mayer and Goldstein 1961; Nelson and Winter 1982;

and Singh, Tucker, and House 1986). Thus a higher proportion of all businesses which

are age 1 fail than of those which are age 2, and a higher proportion age 2 fail than age

3, etc. At some point the difference in failure rate becomes quite small as age increases.

This point is certainly beyond age 5 and shows up in some studies as beyond age 8 or 9.

Most studies agree that the curve is downward sloping to the right (see Chart 3.1).
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Chart 3.1

Relations lip of Age and Failure Rate:

rhe Majority View

Failure
Rate

Age

It could be argued that the declining rate of failure as age increases is the natural result

of weeding out the incompetent so that, as age increases, the average managerial

competence of the weeded cohor increases, or that high initial sunk costs imply high

initial profit expectations which, when disappointed, lead to closure (Frank 1988). It

could also be argued, as Stinchcoinbe (1965) does, that the observed decrease in failure

rate is due to the learning which t Lkes place over time among owner-managers.

In Stinchcombe's view, the firm enters the business arena with a "liability of newness":

customers are not well-known, suppliers are new, employees are not used to working

with one another, management i inexperienced at coping with the specific blend of

resources represented by the new business, the business process (whether

manufacturing or not) requires :ine tuning, and so on. Over time, if the business

survives, all of these liability items are reduced. As experience in the business

accumulates, the business will be better run and, many of the failure studies tell us, the
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rate of failure will decline. Thus, in Stinchcombe's view, the age of the business can be

taken to represent the managerial competence with which it is being operated.

But a number of population ecologists, notably Bruderl and Schussler (1990) reporting

on a study of Bavarian firms, argue that there may be a liability of adolescence rather

than one of newness. That is, the curve describing disappearances by age may take the

shape of an inverted-U, with low rates initially and a peak somewhere down the road

(See Chart 3.2). The delay in peak mortality is attributed to the gradual erosion of start-

up resources and to the need for time to elapse if the success or failure of the venture is

to be accurately assessed. Singh et al. (1986), reporting a Canadian study, place the

maximum failure rate at age 6. Fichman and Levinthal (1991) and King and Wicker

(1988) also report a liability of adolescence.

Aldrich and Auster (1986) and Baum (1989) go so far as to argue a liability of age

rather than either newness or adolescence.
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Still others, such as Amburgey et al. (1993), argue that increased mortality is associated

with organisational change which_ may be to some extent age related (e.g. succession)

or may be a response to economic dynamism as reflected in, for example, large changes

in macro-economic variables. H iveman (1993) agrees with the dangers-of-succession

view. Haveman (1992) argues that, on the other hand, organisational change may

improve performance and thus enhance survival chances. Delacroix and Swaminathan

(1991) steer a middle course by >uggesting that organisational change has little effect,

positive or negative, on failure rai e.

Finally, Levinthal (1991) argues that there is no relationship at all between age and

mortality, any apparent relationship being explainable as arising from the demise of less

competent firms (i.e. if, over tim.;, the incompetent leave, the remaining firms will be,

on average, less likely to fail).

The failure data from Armidale will be used to test whether the majority view of the

population ecology view of age nd failure best describes reality. For purposes of this

test, the age of the firm is defi :led as the number of annual editions of a business

directory in which the firm has been listed. Thus if a business appeared in a single

edition of the directory and then disappeared it would be deemed to have died at the age

of one.

For the first thirteen yars of th; study period, firms "dying" were only counted as

failures if their age could be accurately estimated (that is, if they were "born" during the

study period). Thus a firm that existed in the first year of the study might haver been

born in that year or any previou year and it would not have been counted at all if it

died before 1966. If it died in 1956 or later, it would have been counted as belonging in

the category "died at age 13 or above". Any firm appearing for the first time after

1953, of course, would have a c eterminable birth year and hence, if it disappeared, a

determinable age at death.



3.3.2 Location of the Business

A second indicator of the competence with which the business is conducted is the

location which has been chosen for the business. Particularly in retailing, firm location

is an important decision which bears directly on the probability of achieving success.

Many larger retail organizations spend significant amounts studying potential store

locations to assess traffic flows (how many people pass by the location and at what

times), collateral shopping patterns (what things customers shop for during the same

shopping trip), and trip decision processes (how do shoppers decide to shop in one area

rather than another). The owner-manager of the small business generally does not have

the luxury of formal location studies, but must make an initial location decision which

may be vital to the success or failure of the business. Moreover, as Dawson (1960, 16)

points out, the location which is optimal at one time may be less than ideal later. So the

manager must be prepared to move the business from time to time (Simmons 1964;

Sibley 1972; Rothschild 1979). Thus, the quality of that decision is a good indicator of

managerial competence for it will have an impact on pricing and market structure as

well as the sales and profit potential of the business (Greenhut, Mai, and Norman 1986;

O'Neill and Duker 1986).

The hypothesis about location is that a good location improves the chances of business

survival while a poor one increases the probability of failure. What then constitutes a

"good" location?

There is a very large literature on store location (see Craig and McLafferty 1984 and

Graitson 1982 for reviews of the literature). Techniques for finding a good location

(see Fenwick 1978) range from simple checklists to sophisticated computer models

(see, for example, Goodchild 1984; Guy 1976; Jones and Simmons 1987; Kornblau

1965; Lord and Lynds 1981; or Haggett, Cliff and Frey 1977). Some studies show

distance from competitors to be positively correlated to business success (see Brown

1981 for a discussion of spatial diffusion), others show the opposite.	 These
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contradictory findings are thought to be the product of methodological problems such

as poor definition of variable:,, difficulty of measuring some variables, multi-

collinearity, and overfitting of sta :istics (see Alpert and Bibbs 1974, or Lord and Lynds

1981). Over time, the early nor :native spatial models (see Brown 1989) have given

way to a variety of more behaviourally-based models of retail location. Early spatial

models, such as Central Place Theory assumed that all shoppers have perfect

information and act in econor lically rational ways (Beavon 1977; Forster and

Brummell 1984; Huff 1981). But, according to Pred (1967), among others, shoppers

are satisficers rather than optimiz:,rs. In fact, retail firms do not and should not cluster

together as suggested by early spatial models; they cluster only when customers want to

compare "qualities of differentiated products" (Hubbard 1978; Losch 1.957).

This idea connects to the literature which distinguishes between convenience goods,

shopping goods and specialty goc ds (see, for example, Holton 1958). Kivell and Shaw

(1980) argue that the degree of d spersion of retail sites is related to the type of goods

(or services) being sold. The sort of goods which require clustering are shopping goods

such as clothing and automobiles (Eaton, Curtis and Lipsey 1979). Customers trade the

inconvenience and cost of extra t •avel for the attractiveness of what Reilly (1931) calls

"agglomeration". In short, we w ill go downtown so that we can compare what is on

offer. As Holton puts it:

Shopping goods . . . are . . . those goods for which the probable
gain from making price comparisons among alternative sellers is
thought to be large relative to the consumer's appraisal of
searching costs.	 (Holton 1958)

Convenience goods, which are th use which the consumer wants and can choose among

with little comparison shopping, are typically located in a way that minimizes travel

time for the customer (i.e. the) are evenly dispersed throughout the market area).

Examples of convenience goods are the items typically stocked by a mixed business

(bread, milk, confectionery items a restricted range of canned goods, etc.).
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Specialty goods, if they are specialised enough, can be located anywhere in the market

area. Customers who want the specialised products will go wherever (within

reasonable limits) they must go to buy them. Typical specialty goods might be pastry

chef tools, antiquarian books, expensive imported sports cars, or even ice hockey

performances (Jones and Ferguson 1988).

In this thesis, firms carrying shopping goods will be deemed to have "good" locations if

they are located in the downtown core of Armidale or within four blocks of other,

similar businesses. Convenience stores will be considered to have "good" locations if

they are located outside of the downtown core of Armidale and not within four blocks

of another convenience store. Specialty stores will all be deemed to have "good"

locations.

Note that the notion of a "good" location has no reference to non-retailers. For

purposes of analysis, all non-retail firms will be deemed to be well-located.

The hypothesis being tested is that "good" location decreases the probability of failure.

3.3.3 Type of Business Engaged in by the Firm

Many failure studies have found differences in failure rates among different types of

businesses. Thus, for example, Phillips (1964, 13) found that general merchandise

traders in the United States had roughly half the discontinuance rate of "eating and

drinking places"; Lieberson and O'Connor (1972) report differential failure rates

among different types of large businesses; McEvoy and Aldrich (1986, 32) report

clothing retailers in selected British boroughs as having survival rates half again as high

as newsagents; and, Paustian and Lewis (1963, 9) show twice as much "instability"

(the ratio of out-of-business firms to total number of firms) among sawmills as among

businesses in wholesale trade. Star and Massel (1981) found different failure rates by

type of business among 17,252 Michigan firms. Loscocco and Robinson (1991)

detected differences in gross receipts across industries among small firms. Begin,
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Costa, and Apilado (1979) dete :,ted different failure rates among different kinds of

venture.

The differences among types of )usinesses are not fixed in time and space. What was

risky in the United Kingdom in the early 1980s may or may not be equally risky in

Australia in the 1990s or in the United States in the 1950s. So, the potential owner-

manager must exercise judgement in choosing what sort of business to enter for, as Star

and Narayana (1983) put it, "Virtually all studies of entrepreneurship focus on the need

to identify favorable time periods and industrial sectors for new business formation."

The choice of business will be cc nstrained in many ways: by the availability of capital,

by the experience of the owner-manager, by patent and/or trademark law and so on.

But even allowing for constrain :s, the owner-manager always has options including,

ultimately, the option not to start a business. Competent management avoids

businesses with very high failure rates and seeks out those with more moderate risks.

It is hypothesised that some type ; of business will have a higher propensity to fail than

other types of business. Appendix B lists the types of business in the current study

and the number of observation:. of each type. Each firm in the sample has been

assigned to a business type based on the dominant character of the business which it

carries on. Thus an automobile dealer who also sells automobile insurance would be

categorized as "automotive" not "financial", and an operation such as Woolworth's

would be deemed to be in "groce • es" rather than either "butchers" or "greengrocers".

3.3.4 Index of Managerial Cornoetence

DiPietro and Sawhney (1977) de veloped an approach which sought to identify changes

in what they called the "dynam .c competency" of firms over time. They argue that

managerial competence, in a static world, is management's ability to ideally adjust to a

given situation. In a dynamic world, competence is the ability to adjust quickly to
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changing situations in an optimal manner. Firms that can adjust make normal or above

normal profits and survive; others make below normal profits and fail. Thus, in their

view, the likelihood of a firm failing decreases as the level of managerial competency

increases. If this is so, the higher the general level of static and/or dynamic managerial

competency in the population of firms, the lower will be the business failure rate.

They tested for static competency changes by comparing failure rates over time. If

failure rates have gone down over time, then static competence has been increasing.

Using U.S. failure rates as reported by Dun & Bradstreet for the years 1920 through

1975, they found that the failure rate declined by approximately 1 per 10,000 listed

firms per year over the time period. Dynamic competency was tested for by regressing

failure rate against Gross Domestic Product (used as a measure of environmental

change) for the two periods 1925 to 1945 and 1946 to 1975. If the coefficient of the

GDP variable was lower for the second period (which it was), then the effect of GDP on

failure rates has been reduced, arguably because there has been an increase in the

dynamic managerial competency of firms in general. This finding is in line with that of

Ganguly (1984) who found higher survival rates among small U.K. firms during the

recession of 1981 - 1983 than in the previous ten year period.

The Dipietro and Sawhney approach was applied as far as possible to the population of

firms in Armidale to create a variable bearing on the managerial competence of

Armidale firms over them period 1954 - 1986.

3.3.5 Diversification

There is a large literature supporting the notion that diversification of investments

reduced the riskiness of the portfolio (as measured by its (3-coefficient) and thus

reduces the chances of failure (meaning, in this context, catastrophic loss).

This was extended to the world of large operating corporations and became a major

theoretical foundation of the conglomerate merger movement. It was believed that
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engaging in a number of busine ses reduced the overall risk of the firm. It is also a

cornerstone of international pore folio research (see, for example, Adler and Dumas

1983).

Romanelli (1989), on the other h ind, found that specialising to create a niche with few

competitors is a better survival strategy than diversification.

It could be argued that diversification of the businesses carried on by a small firm

would have a similar effect on the chances of failure and that hypothesis is to be tested

in the current study. For purpo:;es of this test, the number of types of businesses in

which a firm reports itself in a iven year is taken to be the measure of its degree of

diversification in that year.

3.4 Local Environmental Fa .-tors

Between the firm-specific fact Hs affecting success (which we have seen relate

principally to managerial con tpetence) and the macro-economic factors which

determine whether we are in " ;ood times" or "bad", lie a group of factors which

constitute the local environment in which firms carry on business.

These factors include the population of the market area, the number and nature of

competitors, and others (which will be described below) relating specifically to the

locale being studied. Appendix C shows some of the values for the local environment

variables.
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3.4.1 Market Area Population

The market area of the firms being studied is the Armidale area centred in the City of

Armidale. Ideally, the researcher would have a measure of the purchasing power of this

market area. But direct measurement of purchasing power is problematic. In the first

place, inflation over time causes problems and available deflation factors are drawn

from a national perspective not a local one. That is, we could adjust purchasing power

for inflation, but the factor used might not reflect real Armidale inflation rates rather

than national ones. Moreover, there is no direct measurement of purchasing power in

Armidale, so reliance would have to be placed on extrapolation from state or national

figures.

Under the circumstances, an appropriate surrogate for purchasing power would be

population. The total size of the population being served is one indication of the likely

purchasing power within the market, so that, all things being equal, the likelihood of

business success will go up as the market population goes up.

Over the term being studied, early 1950s to late 1980s, the boundaries of the City of

Armidale have changed a number of times. So, the population figures for the City

reflect not just growth in population but the physical expansion of the area of the City.

A more accurate reflection of growth would be to examine the population of Dumaresq

Shire which includes all of the City (however its boundaries are defined) and its

environs.

There are certainly some people who shop for some items in places other than

Armidale, and there are people who live outside of Dumaresq Shire who shop in

Armidale, but neither in-shopping or out-shopping takes place in Armidale to the extent

that it would in, say, a Sydney suburb of comparable population. The wider boundaries

give a better picture of the real catchment area for businesses in Armidale

Appendix C.1 shows population of Dumaresq Shire for the study period.
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3.4.2 Number of Direct Competi3Ors

The intuitively obvious suggestion that the failure rate of a subset of business firms

goes up as the number of firms in the subset increases has its genesis in animal ecology

(see,for example, MacArthur and Wilson 1967) and is confirmed by a variety of studies

carried out by members of the por ulation ecology school.

Brittain and Freeman (1980) found that greater population density leads to higher death

rates among new firms. Gabszew cz and Thisse note that

. . . there exists an ipper bound on the number of firms which
can compete in the market:: when this . . . is reached, any
further entry entail ; the exit of a . . . firm . . .

(Gabszewicz and Thisse 1980)

Romanelli (1989) observes that, in the microcomputer industry, firms that specialise

(i.e. define themselves in a way that reduces the number of direct competitors) are more

likely to survive. This echoes the findings of Hotelling and Chamberlin (1956) who

argued that product differentiation rather than price competition was the more effective

strategy. Guy (1976) noted the negative impact on existing retailers of major new retail

developments. (See also Hannah and Key 1977; Marfels 1971).

The hypothesis to be tested is that firms with fewer direct competitors have an

increased probability of survival. The number of direct competitors is taken to be

the number (less one) appearing i 1 the same type of business category for the year.

3.4.3 Number of Major Chain Competitors

The number of major chain competitors is another way of looking at the question of the

effect of competitive pressure o 1 survival rates. It is generally believed that major
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chains, which are typically larger and better resourced both financially and

managerially than small owner-managed firms, constitute particularly difficult

competitors for small businesses. Their larger size suggests that purchasing economies

of scale may be present and that there may be greater access to credit on better terms.

U.S. Congress House of Representatives Select Committee on Small Business (1964)

investigated the effect of dual distribution systems on small business. Smith (1971)

made similar enquiries as input to Bolton (1971) in the United Kingdom. Galbraith

(1957) argues that small firms are always at a disadvantage to large ones in accessing

credit and Davies (1976) suggests the difficulty of competing with large firms. Gupta

(1972) reports the same finding as do Hodgman (1960) and Crockett, Friend, and

Shavell (1967).

White (1971), however, argues that Crockett et al. used a poor methodology which

makes their conclusions suspect. Meltzer (1958) uses 1950 - 1955 U.S. data to argue

that there is no financial disadvantage to smaller firms. Bach and Huizinger (1961)

agree with Meltzer as does the Federal Reserve System (n.d.)

Baum and Oliver note the significant survival value of institutional linkage (even if

these are not based on ownership or control). For purposes of their study child care

services organisations, they defined institutional linkages as ". . . direct and regularized

relationships between an organization and . . . government or community constituents .

.. that possess either . . . social acceptance or . . . authority" (1991, 187). In the current

context, such linkages would include access to head office guidance and advice, aceess

to lines of credit, access to proprietary processes and the like.

The hypothesis to be tested is that failure rates increase for firms who face more large

chain competition. For purposes of this test, a major chain is one which operates a

number of outlets across the region or country. The local manager is not the owner of

the outlet but an employee of the chain. The number of major chain competitors is the

number who appear in the same type of business category for the year.
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3.4.4 Number of Franchised COInpetitors

The arguments made about large chain competitors can also be made about franchised

competitors. Franchises typical .y supply management systems which may not be

readily or economically available to independent owner-managers. The franchised

competitor may have access to lower cost inputs, may benefit from group advertising

and may find the bank manager more accommodating.

The hypothesis to be tested is hat failure rates increase for firms who face more

franchised competitors. For purposes of this test, a franchise competitor is one who

operates under a name and in a style which is common to other operations in other

places. The local manager is the owner of the business and is licensed by a franchiser

to use the franchise name. In Australia, this would include not only conventional

franchises such as McDonalds aril First National Real Estate Group, but also voluntary

buying chains such as Soul Pattin ;on.

3.4.5 Density of Competition

Although the number of competitors of different sorts is likely to have some impact on

the likelihood of failure of a business, presumably the raw numbers must be seen in the

context of the total size of the cu ;tomer base. Thus, for example, the impact of having

ten direct competitors depends on whether the market being served is small or large.

To take market size into account, an index of competition density has been calculated

for each industry for each year ly dividing the number of direct competitors by the

population of the Armidale mark t area.
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3.4.6 Prices of Locally Important Commodities

In any locale that depends for at least part of its purchasing power on some locally-

produced commodity, the price of that commodity is important to the economic well-

being of the community. Thus a slump in steel prices has a negative effect on steel

towns (as Newcastle or Wollongong might attest), a decline in uranium prices has

destroyed Canadian communities such as Elliott Lake, and depressed sugar prices have

put severe economic pressure on countries like Cuba. Note that the effect of

commodity prices may have a national effect (as in Cuba with sugar), a regional effect

(as in, say, wheat prices in the U.S. farm belt), or a local effect (as in Elliott Lake or

other mining communities).

The "economic well-being of the community" is another way of expressing money

being spent in the community, and that has an obvious impact on the well-being of

individual firms. We would expect the failure rate of firms to decline when commodity

prices of local importance are high, and increase as the prices of important commodities

decline.

Armidale is located in the Northern Tablelands of New South Wales, an area with a

concentration of pastoralists raising sheep for both wool and meat, and some beef

cattle. For Armidale, the commodities of interest are wool, lamb, and beef. Appendix

C.2 shows an index of average auction prices for wool for the study period, Appendix

C.3 and Appendix C.4 show analogous figures for sheep and lambs, and Appendix C.5

reports an index of cattle prices.

The hypothesis to be tested is that failure rates in Armidale go down as commodity

prices go up.
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3.4.7 Presence/Absence of Drought

Another measure of the extent to which a local economy is stressed is the occurrence

(or non-occurrence) of natural cisasters. In some environments (the south-eastern

United States comes to mind), hurricanes or tornados have the ability to cause

considerable economic damage. Bush fires have the same capability in much of

Australia and in parts of Califor Earthquakes can impact on susceptible regions

such as California and parts of New South Wales.

The specific natural disasters to b,: considered will vary from place to place. Moreover,

the impact of a natural disaster on the local economy and sub-sets thereof will vary with

the nature of the disaster. Hurric, me damage, for example, may wipe out retailers who

lack adequate insurance coverag but prove a bonanza for contractors who will be

handling rebuilding. Furthermore, the impact of a natural disaster depends, in part, on

the pre-disaster financial situation of the victims (Boot 1988).

In Armidale, the most likely natural disaster is drought, and its effects, when it occurs,

are spread throughout the busine ss community. Drought means reduced agricultural

yields, which translates into reduced agricultural incomes, and reduced expenditures.

This, in turn, squeezes the turnover of almost all local businesses (with the possible

exception, at least in the short rur , of well borers and water truck operators). There are

management strategies which car ameliorate the effects of drought, at least on primary

producers (see Foran and Smith 1991 for suggestions appropriate to cattle stations in

Central Australia), and there is s3me ability to forecast what are termed by Hunt and

Gordon (1988) as "forced droughts" which might allow at least limited business

measures to be taken in anticipa :ion of hard times (Heathcote 1986:; Voice and Hunt

1984). Moreover, at least at :he national level, the reduction in the portion of

employment and GDP attributal de to agriculture has reduced the overall impact of

drought (Lovett 1973; McIntyre [973).

But there is little doubt that the 1 )cal impact of drought, particularly in rural areas, can

be devastating. During the 1982-83 drought in Eastern Australia, national wheat
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production fell to 63% of the five year average. The net value of rural production

dropped by over 40% nationally, with much steeper drops in Victoria and New South

Wales (Gibbs 1984). The impact of this sort of natural disaster is supported with some

poignancy in the following letter to the Editor of the Sydney Morning Herald:

. . . for the forgotten victims of the drought - the storekeepers in
the country towns. I remember the drought of the late '20s and
early '30s when businesses struggled to carry the graziers'
inability to pay anything for months on end. . . . there is a limit
to their ability to survive and they are just as much victims of this
natural disaster as the man on the land. 	 (Brook 1994)

And by Banjo Patterson's quatrain:

It's grand to be a lot of things
In this fair Southern land.
But if the Lord would send us rain,
It would, indeed, be grand!

(A.B. Patterson, 1864-1941, "It's Grand")

Moving from a conceptual understanding that drought may have an impact on failure

rates to an operational definition of drought is not easy, however. The popular

conception is that drought is defined by the level of rainfall. A more sophisticated

understanding of drought is that it is a function of both rainfall and the use which is

being made of land. If the land is being used for market gardening, for example, which

requires a lot of water, even a relatively high rainfall could constitute a drought. If the

same land were being used for grazing one sheep per hectare, even very low levels of

rainfall might suffice. So the use that is being made of the land affects whether or not a

given level of rainfall constitutes "drought" (Gibbs 1984), raising doubt about the

appropriateness of calling drought an "act-of-God" or "natural disaster".

Moreover, the steps that have been taken to conserve water may reduce the level of

rainfall needed to avoid drought. Cotton growing on the western slopes of New South

Wales relies on a system of large dams to ensure "non-drought-for-cotton-growing"

conditions. Before the dams, regularly recurring droughts there would have made

economic cotton-growing impossible. Similarly, the use in Murray Valley vineyards of

drip irrigation rather than spraying would drastically reduce the rainfall level needed to

avoid drought in that area. Pasture improvement has made it possible to dramatically
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increase the stock carrying capacity of the land (McDonald 1968) although replacement

of native species with imports ma:, increase die- off in severe droughts such as those of

1964-1966 (Whalley 1973).

Drought depends, then, on level of rainfall, what is being raised on the land, and

conservancy measures. Note tha- not only does rainfall vary over time, but land use

and conservation practices also change with time. Also, definitions of how "bad" a

drought must be to be considered a drought vary widely (see, for example, Carr 1966;

Foley 1957; and Heathcote 1973 ). All of this means that there is not likely to be a

scientific, unambiguous approacl- to determining whether or not the disaster "drought"

has occurred. The data in Apper dix C.6 (Drought in Armidale) was developed using

drought histories compiled by lIeathcore (1991), Down (1969), Callaghan (1973),

Chislett (1973), and Hounam anc Maher (1979). It includes both widespread, forced

droughts and more localized no turally-occurring droughts which affected only the

Northern Tablelands area.

The hypothesis being tested is hat the rate of failure increases during periods of

drought. To test the argument th it drought might have a lagged effect on failures, the

annual failure rates were regress( d against drought in the same year (Do), and lagged

one and two years (D i and D_2).

The results, as set out in Table 3.1 on the next page, show that a lag of one year

produces the highest R2 and the best F significance. Accordingly, a one year lag will

be built into subsequent analysis.



68

Table 3.1

Regression of Failure Rate on Drought
(Unlagged, Lagged One Year, Lagged Two Years)

Unlagged

R2 = .023274	 Coeff.	 t ratio
Adj. R2 = -.00823	 Intercept 7.1428	 8.94788

F = .7387	 Do	 1.3935	 .85947
Sig. F = .3967

Lagged One Year

R2 = .132138	 Coeff.	 t ratio
Adj. R2 = .104142 Intercept 6.7423	 9.13772

F = 4.7200	 D_1	 3.4805	 2.17255
Sig. F = .0376

Lagged Two Years 

R2 = .014491	 Coeff.	 t ratio
Adj. R2 = -.0173	 Intercept	 7.4295	 9.32578

F = .4558	 [30_2	 .9534	 .67516
Sig. F = .5046

3.4.8 Local State Member in Cabinet

It has been argued by various members of the Armidale community that there is a

positive effect on local business from having a local member of the state legislature in

the New South Wales cabinet. Access to state programs is said to be facilitated and

discretionary contracts may be more readily obtained by businesses based in the home

towns of ministers. Appendix C.7 shows when during the study period the member

from Armidale has been a state cabinet minister.
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The hypothesis being tested is t iat failure rates decline during periods in which the

local member serves in the state c abinet.

3.4.9 Local State Member in Go 'ernment

The argument made for the pos tive impact of having a local member in the state

cabinet can also be made, perhaps , less strongly, for having a local state member who is

on the winning side. Appendix C.8 shows the government/non-government status of

the member from Armidale during the study period.

The hypothesis being tested is that failure rates decline when there is a local member on

the government side.

3.5 Macro-economic factors

A number of macro-economic va -iables have been studied for their potential impact on

small businesses. Gilad and LI ;vine (1986), for example, use a variety of macro-

economic variables to model the creation of new ventures.

It is widely reported that the stz to of the economy affects the business success rate.

Platt and Platt (1994) detect he economy's impact on state-owned enterprises.

Zarnowitz and Lerner (1961) ark ue that failure rates follow the business cycle. Hall

and Stark (1986) report U.K. gcvernment policy effects on British businesses. Clute

and Garmon (1980) identify how U.S. economic policy impacts on small business

failure rates. Previous looks at the effects of U.S. policy include Chandran, DeSalvia

and Young (1977). Bernstein (quoted in Gordon 1971) noted the effect of the U.S. tight

money policy of 1969 - 1970 on business bankruptcy rates. Struck and Mandrell

(1983) examine the effect of ore specific policy, bank deregulation, on U.S. small

business. Juttner (1978) and G 11 (1985) both examine the effect of the Australian
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economy on business closures. Mensah (1984) found that models which took changes

in the economy into account were superior predictors of failure rates. There is a widely

shared consensus that the national economy influences the success or failure of small

enterprises. (See also Price 1977).

How then are we to describe the elements of the economy that exercise this influence?

Previous studies have been torn between economy of expression and the desire to be all

inclusive. Some econometric models use dozens of economic variables to model the

economy. Zarnowitz and Lerner (1961, 3500, for example, cite two studies carried out

in 1938 and 1950 which use twenty-one indicators of business cycle turns in the U.S.

Moore (1987) uses nine U.S. economic variables and six variables specific to Texas to

predict bankruptcies of Texas firms and he cites a 1982 study by Rose, Andres and

Giroux which started with twenty-eight economic variables and concluded that only

nine were significantly related to the bankruptcy rate. Others use a much restricted

range. Chandran, DeSalvia and Young (1977) for example, describe the effect of five

variables on small business. DiPietro and Sawhney (1977) categorize macro-economic

variables as indicators of four values: aggregate demand, liquidity, expectations, and

factor costs. They use gross national product, money supply, stock prices, and a price

to wage ratio, respectively, as surrogates for the four values. Hall and Stark (1986)

highlight the importance of expectations (as measured by a stock market index) to

failure rates. Clute and Garman (1980) hypothesise volume of bank loans, money

supply, and interest rates as the prime determinants of rate of failure in the U.S. The

contrary view is expressed by Stewart and Gallagher (1985) who found that business

deaths appear to decline in recession years.

For this thesis, a restricted range of economic variables (GNP, money supply, stock

prices, inflation rate, interest rates, and a rural commodities price index) will be

supplemented by a political policy measurement: party in power nationally.
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3.5.1 Gross Domestic Product

This is a direct measure of the at gregate purchasing power of the Australian economy

(which may be of limited direc relevance to failures in Armidale) and an indirect

indicator of consumer and businc ss confidence (Boehm, 1979). To the extent that the

GDP is seen to be increasing, :he presumption is that consumers spend more and

businesses expect the economy :0 become (or stay) buoyant. Appendix D.1 shows

Australian GDP, adjusted for inflation, for the study period.

The hypothesis being tested is that increases in real GDP reduce the rate of failure.

3.5.2 Liquidity

Liquidity, as measured by mone: , supply (Emery and Cogger 1982), and its effect on

small business have been studied with great frequency. Hodgman (1960) documents

the process of credit rationing (luring periods of tight money in the United States:

Carson (1961) and Carson and S( ott (n.d.) examine the impact of tight money on U.S.

small businesses. Gupta (1972) notes that liquidity has a differential impact on

businesses based on their size; White (1971) denied this. Harris (1973) examines the

lending practices of U.S. banks during periods of low liquidity. Ou (1979) documents

the impact of tight monetary policy on small business. Galbraith (1957) argued that

small firms are always at a disa ivantago to large when accessing credit, but that the

disadvantage grows larger in tim:.s of tight money (or rising interest rates). Crockett,

Friend, and Shavell (1967) as ;ert that small firms are more affected by credit

restrictions than large firms.

This interest in liquidity reflects the importance it is accorded in Keynesian economic

theory. Increases in money sup )1y should reduce the cost of money which stimulates

both consumption and investment. This, in turn, reduces the chances of business

failure.An alternative view of this process would say that increased investment
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generally equates to more bank lending which may reduce the failure rate initially, but

ultimately leads to over-borrowing and more failures.

Appendix D.2 shows money supply (M3) in Australia during the study period.

The hypothesis is that greater liquidity decreases the probability of business failure.

3.5.3 Stock Price Index

The stock market is widely seen as a mechanism which registers variations in the

degree of confidence with which investors view the future. Confidence pushes up stock

prices while pessimism drops them down. Confidence or, more precisely, expectations

of the future has an effect on failure rates (Altman 1983a).

Confidence may operate on the rate of failure in two ways. First, consumer confidence

leads to more consumer spending. So at any level of spending power, as measured by

GNP or population, more will be spent when the confidence level is high than when it

is low. Higher consumer spending reduces the rate of small business failure. Second,

when confidence is high, businesses invest in increased capacity (which pushes up

sales) or, at least, decide to postpone a decision to close down in the expectation that

the situation will improve. Confidence may also postpone the decision of a creditor to

foreclose (Hall and Stark 1986). This reduces the failure rate.

Appendix D.3 shows the Sydney stock index for the study period.

It is hypothesised that the failure rate declines as the stock index rises.
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3.5.4 Inflation Rate

The effect of inflation on small business has been studied by Minihan (1976),

Chandran, DeSalvia, and Young :1977), and Moore (1987) among others. Two lines

of argument emerge. On the one hand, inflation is seen as pushing up the cost of

labour and materials at a time \ then competitive pressures or the price elasticity of

demand may prevent the small business from passing on the increased costs in the form

of increased prices. On the othcr hand, inflation reduces the value of money which

allows the small firm (and the large, for that matter) to repay past borrowings in

devalued currency. So inflatio I may harm or benefit the small business sector.

Appendix D.4 shows the Australian consumer price index for the study period.

For purposes of hypothesis testing, it does not matter which argument we accept, for

proving one disproves the other . Accordingly, the hypothesis to be tested is that

increased inflation decreases the rate of business failure.

3.5.5 Interest Rates

The issue of interest rate levels is tied into the larger question of access to capital for

small enterprises. The alleged "finance gap" for small firms has been defined as

arising from the inability of snail companies to obtain finance (which may have

something, to do with liquidity) nd the differential cost of finance for large and small

firms even if the risk is identical (McMahon et al. 1983). High interst rates are seen

by Chandran, DeSalvia, and Young (1977) as creating difficulties for small businesses.

Whether or not there is a differential cost of borrowing by small businesses (Galbraith,

1957, Crockett et al. 1967, and Lanz 1981, argue that there is; Meltzer 1958, Bach and

Huizenga 1961, and White 19,1, among others, dispute the existence of a gap),

increasing interest rates cannot be said to benefit any business (unless it is a lender).

Accordingly, interest rates are included here as a macroeconomic variable.
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Interest rates in Australia for the study period (as reflected in the yield on ten year

Commonwealth bonds) are shown in Appendix D.5.

The hypothesis is that failure rates increase as interest rates increase.

3.5.6 Political Party in Power Nationally

Farhoumand (1984) argues the impact of social legislation on small business. Struck

and Mandell (1983) report on the effect of bank deregulation in the U.S. on small firms.

Clute and Garman (1980) contend that government policy which is reflected in the

economy affects failure rates. Hall and Stark (1986), on the other hand, find no effect

on bankruptcy risk of the Conservative government in the U.K. from 1979 to 1981.

The political party in power nationally may impact on the failure rate of small

businesses in a number of ways. Its direct effect on economic policy should have been

captured by other macro-economic variables. There is also a possible direct impact

from social or labour legislation which could positively or negatively alter the cost

structure of businesses (and which might impact on small and large businesses

differently). Finally, the political stripe of the party in power may change consumer

and business expectations regardless of actual government actions.

The party in power nationally during the study period is shown in Appendix D.6. This

is deemed to be the party which was in power for the majority of each year.

For purposes of hypothesis testing, we might pick either party as increasing failure rates

since showing that Labor, for example, was associated with higher rates would show

that Liberals were associated with lower rates (and vice versa). Accordingly, the

hypothesis to be tested is that business failures increase when the Labor Party is in

power.
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In Chapter 3, a model of small business failure has been developed., with the various

management factors, local envii onmental, and macro-economic factors defined and

discussed.

The methods to be used to test thc model are discussed in Chapter 4.




