University of West Hungary
Sopron

The themes of the thesis

Financing furniture manufacturing small ventured ariddle-sized

business enterprises in Hungary

Mr Gabor Gyallai

Sopron
2007



PhD School: Cziraki J6zsef PhD School of Wood Sciences and
Technologies
upervisor: professor Dr.h.c.Dr. Winkler Andras DSc.)

Programme: Management in the Wood Industry

fupervisor: associate proffessor Pakainé dr. Kovats Judit CSc.)

Scientific Branch: Wood Sciences and Technologies

Supervisor: associate professor Pakainé dr. Kovats Judit CSc.



1. Theaims of the resear ch, the definition of the topic

Small ventures and medium-sized business entesprikenceforth
SVMBES) provide the bases of economies all ovemtbdd. They have
a particularly significant role in employment ane@chnological
innovation. Furthermore, they have a greater shmthe production of
gross added value than well-known big companieeyTémploy 60
percent of the employees in Hungary, they produzepdrcent of the
gross added value and they realise 20 percenedfales on export.

Their dimensional characteristics provide them vaittengths and with
weaknesses as well. Their advantage is their filgyibthey react to the
changes in the external environmental conditionekiys they have
“flat” organisations, which rely more on the divification of

employees than large enterprises. On the other, liheil disadvantage
lies in their weaker ability to bargain with the@ustomers, their
suppliers and other external contractors when coedpato big

companies.

They have to stay alive in very strong competitihich is very hard to
do. According to our experiences, only half of thewly founded

business enterprises can celebrate the fifth arsdwmg of their

foundation. The main factors of the failure areklaf the sources of
finance and lack of the appropriate company managérand market
analysing skills as well as difficulties in inforti@n access. Thus the
reasons of failure are not only due to the comipetion the market but

also due to lack of knowledge, capital and infoiorat



One of the most important growth limits of SVMBEss i
undercapitalisation. Risk capital investment is idespread method of
reducing scarcity of capital in market economiemnfthis aspect the
situation of Hungary is unfavourable in internaibncomparison.

Besides low level of supplies, the other main raafso this is the fact
that the business enterprises are not preparedgkntmu accept risk
capital and thus they withstand sharing ownershghts with an

external owner.

The system of ways and means as far as the devetdpai small

ventures is concerned, has been mainly determiyethd aspect of
gathering cheap sources in the last years. Insi€adpplementing the
sources needed to accomplish the already existisqhéss aims, these
small ventures created artificial development aites meet the

requirements of grant applications. This resultedhe development of
an approach that means: the good aims are thasedha created by the

government and that are financed by the government.

Bank loans have become the determinant means o€iregiscarcity of

capital.

Loan banks are the most significant providers afiiational forms of

financing in the case of foreign capital fundingah banks, or fiscal
business enterprises owning these loan banks, Ry roles in

supplying credit-, leasing- and factoring servicEse character of the
operation of the loan bank sector in Hungary deiteemthe possibilities
and conditions of gathering institutional formsfiofncing for SMVBESs

fundamentally.



The Hungarian fiscal system may be considered hank-type fiscal
system since the role of loan banks in financingpnemies is

significantly higher than that of loan markets.

The development of the Hungarian furniture produrctithe application
of modern corporate policies as well as our Europdanion

membership have opened new prospects for the lassemerprises of
the furniture industry. If they want to use thesavnpossibilities they

have to invest constantly, which means they needogpiate funding.

The financing of furniture manufacturing SVMBEsis exciting topic
for researchers, for the entrepreneurs themselvesfar the specialists
of finance, like me. This motivated me to analigedfinancial behaviour

of this sector and their connection to financialdiagor systems.

The topicality of this subject is proved by thetftitat those Hungarian
furniture producing SVMBESs that have entered the market often

find difficulties in choosing the form of financirthat is appropriate for
their size, capital intensiveness and market shatkalso in ontaining

sources.

In my dissertation | analyse the entrepreneuriadratteristics, the
opinion about the economic conditions and prospefctse country, the
judgment about the business enterprise and abeutettelopment of the
economic frameworks as well as the financial betaviof the
Hungarian furniture producing small ventures anddinm®-sized

business enterprises.



2. Applied methods

| carried out a primary and a secondary researcimglthe preparation
of the dissertation. While analysing national andternational
publications | tried to review the wide range ofismes in connection
with financing SVMBEs.

The methodology of the applied research contaimgxaof quantitative
and qualitative research methods (hybrid methaajesimore financial
sources would be needed to carry on with a quesdiom survey of

great volume and wide range.

| used a qualitative method to study the opinioheud forms of
financing economic frameworks and to reveal theisi@e-making

mechanism that helps to choose between the indilidorms of

financing.

| used a quantitative method to put up a rank inneation with the

usage of forms of financing and the habits of usorgns of financing.

During the primary research | carried out intengewith the help of
guestionnaires in 55 companies and | examined aralysed the
financial habits, the usage of forms of financingl dhe opinion about
economic frameworks of furniture producing smaltges and middle-
sized business enterprises. The members of the Isaogerate in
different regions of the country, as far as therfaf their enterprises is
concerned: there are 11 private enterprises, Qdimpartnerships, 1

unlimited partnership, 33 limited-liability compasi and 1 joint-stock



company. The average size of the companies ofahmle is similar to
the national standard. As a consequence, | managgive an account
of the situation and financial habits of the fuun& manufacturing

companies similar to the national.

The structure of the questionnaires enabled meatbeg primary data
and to carry out quantitative data processingedugriables according
to the answers given to the questions:
e A scale of 1-5 (interval scale) shows the attituitlesonnection
with the given question;
e Continuous random variable (e.g. sales revenue,baumf
staff)

« Binary variable (e.g. Are you leasing something® ¥eNo?)

| recorded the answers given to the structuredtimjuessas variables on a
SPSS sheet. | carried out the quantitative datdysisaby statistic

methods allowed to the given range of variables.

3. Thelist of results astheses

3.1. The financial situation of small ventures anididle-sized business
enterprises is characterised by significant scaitcapital and relative
supply capital surplus at present. Their own saiere not enough for
the investments needed to ensure international ettimgness. The
majority of SVMBEs are not able to utilize externéihancial

opportunities with the usual market conditions.



Further favourable conditions of supply have bemméd recently as a
result of our EU membership and government initegticoordinated by
the financial sphere. However, we are afraid tha tajority of

SVMBEs will not be able to employ the offered oppoities since they
do not have the financial and other criteria of téreders. At present the
demands and supplies do not correspond in the afeaxternal

corporate financing. The relative excess supplylccde reduced by
raising the tendering and credit ratings of the pooate sphere

representing the demand sector.

The business policy of loan banks focuses on SVM&sustomers in
Hungary today since this is a market segment, whiah great growth
and profit potentials. The mediation of the besedit the member states
and of the union is also a great opportunity, tenlbanks’ ability to
utilize these possibilities depends basically oairtiinformation- and
counselling-services and their product range.

The expansion of the clientele from the SVMBE seais well as closer
business relation, have created the need to enldmgenumber of

corporate counsellors and branch networks.

The government can best help the SVBME credit mssirbranch by
ensuring the conditions for a balanced economicwtiro If these
conditions are given, the relations of the rateexdhange and the real
interest rate can be calculated. A favourable maegwnomic
environment can motivate both credit supply andlicrdemand. The

government is also required to create a legal amfdastructural



background that accelerates credit administratiorthe related legal-

and organisational actions while making them lggedilculable.

Thesis 1. A choice of market economic forms of financing hbeen
created in Hungary that offer complex solutions forancing the
investments and the current asset needs of SVM&iasifethe system of
mediators - that help demands and supplies to meist sometimes

underdeveloped.

3.2. By summarising the answers given to the cqomstiabout the
financing of furniture manufacturing SVMBEs we caearly see that
internal financing is significant in the case ofttbbghort run and long
term financing. The proportionate share of own wveses and loans
from members is outstanding. The interviewed pebplee the uniform
opinion that they would like to satisfy their fir@al needs with the help
of internal forms of financing and they only usdeeral forms if the

internal resources do not cover these needs.

The most significant external source is suppliersdit in the short run
financing of business enterprises. Its significaischigher than that of
the other short-term institutional and non-insignal external sources.
The roles of customers’ deposit and short-term blaaks have been
considered moderate among short run forms of fimagnevhile the roles
of loans from friends, different varieties of stdtenefits and factoring
are said to be insignificant. The most importantemal form of

financing is the bank loan as far as long-term cmate financing is



concerned, followed by leasing. The role of loawsf friends and state

benefits is marginal in long-term financing as well

Thesis 2: The hierarchy theory- which says that businessrprises
prefer internal forms of financing and among ex#&drrforms of
financing first they favour those with foreign dapicharacters and then
sources from own capitals — is also true for Hurgar furniture
producing small ventures and middle-sized busirerggrprises. The
managers of these business enterprises hesitaedtve external silent
partners so they are reluctant to forms of finagcinith own capital

character.

3.3. A high proportion of the respondents, 44 %kesause of leasing.
The most important reason for this is that fornfimdincing is tailored to
their needs and it is primarily connected to inmesits involving
machinery and technological vehicles. Businessrprises utilise the
advantages of this construction: they can obtaleace of higher value
by paying a monthly instalment instead of the whaidee, they put this
device into function, they earn an excess proditfiits operation and so

it produces its own price itself during its term.

They are able to follow technological and mechdnaevelopments
with the help of leasing constructions; they camjuégite the most
modern devices constantly, even by leaving ondrigasansaction for
another. The given improvements can be well sepdrailanned and
monitored financially. Even start up enterprisesnot creditworthy

businesses can finance their investments this way.
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Since furniture manufacturing SVMBEs are planningaimty
technological, mechanical and vehicle investmentshie next three
years, leasing, as a form of financing, will be dwamnt in this sector.
There is considerable need for bank loans, thesfwfrthe sample do not
hesitate to ask commerce banks for loans and notese accept the
form and term of the administration of the bankangfrian loan banks
have defined in their business policies that thetgrid to open towards
the SVMBE sector, it also contributed to the abowentioned
phenomenon. This change in the strategies is mdundyto the fact that
the accessible credit spread has deflated and ithemvere competition
on the market of large-scale business ventures.avbege standard of
interest went down creating the need and oppostufot opening

towards this sector.

As far as short run financing is concerned, thee rof factoring is
marginal; many people do not even know the findnpssibilities of
factoring. Factoring firms and banks supplying éaictg services are too
keen on securing themselves and they only purclzsee debts
originating from delivery of goods and servicesliiding a very narrow

circle, mainly multi-national firms. This limits ¢hspread of factoring.

Thesis 3: Leasing constructions and bank loans are the nmopbitant

forms of financing among furniture manufacturingMBEs. The role of
factoring and state supported loans is insignificarhree is not much
need for factoring, while in the case of state supga loans the main
hindrance is the difficult access to these loanke Tise of leasing

constructions is more frequent among business grisess than that of
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bank loans since it is an easily accessible finalneburce if vehicles or

machinery is purchased.

3.4. | have found that suppliers’ credit is the tmsignificant external
form of financing in the area of short run finargint is a practically
general phenomenon that business enterprises &ntreir operation
with the help of suppliers’ credits. They are rekly easily available
since the suppliers want to sell their products aodhey are able to
gain and keep markets. Business enterprises regagliers’ credit as a
cheap source. Most business enterprises do notlaicupon the
“concealed interest rate” that is usually equah® price reduction they

could get when they pay prompt cash.

Furniture manufacturing SVMBEs are often forceduse suppliers’
credit since they have to, for one reason or otpesyide suppliers’
credit to other business enterprises and they dftam to face overdue
payment from their customers. Overdue payment cathsam liquidity
problems, which they can only handle by using sepgl credits or by

the alteration of the expiry date of the payment.

Using suppliers’ credit and liquidity problems arennected. 62 % of
the business enterprises in the sample have tolitagseity problems
sometimes. 63 % of the business enterprises coedementioned
overdue customers’ payment as the source of thblggmo The most
often mentioned reason — in 76 % of the casestheitoo long expiry
date of payment. Another reason is that costs ofi@irand the profit

only later. Moreover, the default of some customeome also causes
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liquidity problems. In summery we can say that iliity problems are

mostly connected to active debts of the customers.

The use of insufficient business strategies, tleehigh competition in
the category of price, the lack of cooperation aw@lition among
business enterprises and the lacking knowledgehefrisk handling
methods all cause expanding insolvency problems ciredilar debts.
Ethics has become worse: debts used to be a shamehey are almost

fashionable.

Thesis 4: The role of suppliers’ credit is the most importdateign
capital source among external forms of financingfasas Hungarian
furniture manufacturing SVMBEs are concerned. ltc@nnected to

customers’ debts related liquidity problems (cianutiebts!).

3.5. Half of the respondents did not answer questi@about risk
incorporate companies or “business angels”, martheh do not even
know about the existence of these forms of finagcifhe majority of
the respondents excluded firmly both risk incorp®reompanies and
private capital investors as external finance pmgses. Only a few
business enterprises are planning to involve “mssinangel” type
capital investment in their enterprises and on®g &f them are likely to

use this investment form.
The fact that risk incorporate companies canndiobed in the sample

as forms of financing is not surprising since nrist capital investors —

like the ones in Western Europe — concentrate enrtarket of middle-
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sized firms and there are only few of such firmsha sample. They are
firms where high business and entrepreneurial riskbaracteristic for
the time period after the foundation of the firnddor the beginning of
its development - have slightly decreased whiley thave significant

growth potential even in the short run.

61 % of the furniture manufacturing SVMBEs in thergple said that
the main reason why they would never turn to risicorporate
companies or private capital investors is that theynot want to lose
their independence. The owners hesitate becaugeltheot want to

» let others have access to their business routines,

» share the profit they earn with somebody else,

» let others interfere with their decisions.
Generally we can say that they would only use theve-mentioned

forms of financing if they had no other choice.

Thesis 5: Formal and informal risk capital financing is only
insignificantly or absolutely not present in thexdncial practice of
furniture manufacturing SVMBEs partly because o tlack of

information but mainly because of the owners’ riduce.

3.6. In connection with the short-term financing ddrniture

manufacturing SVMBEs we can state that the sigaifae of customers’
deposits is higher than that of loans from frieridsreover, they have
an important role in corporate financing. This isusprising result if we
consider that, on the one hand, the respondemg& that loans from

friends are cheaper than customers’ deposits, erother hand, if we
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examine the tendencies in other branches, we oarihsé¢ the role of

financing with the help of customers’ deposits ischmless important.

Business enterprises consider loans from friends eseap source, but
they try to avoid this form of financing for ematia reasons. The
entrepreneurs’ attitude towards loans from friemgisimilar to their

attitude towards formal and informal risk capitavéstment. They only
use this possibility if they cannot handle theimaficial problems in

other ways.

The majority of the business enterprises in thepdarhave easy access
to customers’ deposits at least to ensure matexgjuisition. The
clientele of the enterprises with access to depa@si primarily private
customers, other small ventures and middle-sizethbas enterprises or

large companies with years long close cooperation.

However, it is important to mention that SVMBs thetve access to
deposits do not always consider this source asansnef helping their
financing but as an element reducing risks sinca dustomer pays a

deposit, it signals the sincerity of their orded @heir solvency.

Thesis 6: The role of loans from friends in the case of shart and
long-term financing of furniture manufacturing SVEBIs insignificant,
it is even less important than the role of cust@héeposits. Customers’
deposits cover the costs of material acquisitiond ashow the

seriousness of the clients’ orders.
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