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ABSTRACT

AN EXPLORATORY STUDY ON THE DETERMINANTS OF LOAN APPROVAL
FOR INDIAN SMALL AND MEDIUM ENTERPRISES

by
GAURAV AMIPARA, PGDM. BCOM.

MARCH 2026

Dissertation Chair: Aleksandar Erceg, PhD.

Micro, Small, and Medium Enterprises (MSMESs) are integral to the Indian economy, yet
they persistently face significant barriers in accessing formal credit, which stifles their
growth and potential. This research offers a comprehensive investigation into the
multifaceted factors that impede SME loan approvals within the unique context of the
Indian banking sector. Grounded in Information Asymmetry Theory and employing an
interpretivist paradigm, the study identifies the critical explicit and implicit reasons for
loan rejections across various financial institutions, including public sector banks, private
sector banks, and non-banking financial companies (NBFCs). Through rigorous grounded
theory coding, thematic analysis, and financial data analysis, this study unpacks the
operational manifestations of information asymmetries, regulatory compliance

challenges, and the quality of financial documentation.
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CHAPTER 1: INTRODUCTION

This chapter introduces the background and context of the research and
investigates the persistent challenges that MSMEs in India face when securing loans from
formal banking institutions. It also outlines the central problem of restricted credit access
driven by factors such as severe information asymmetry, stringent regulatory compliance,
and inadequate financial documentation. Furthermore, the chapter establishes the study's
core aim, objectives, and guiding research questions, provides a brief overview of the
methodology employed. Finally, it highlights the theoretical and practical significance of

the research in bridging the financing gap for the vital Indian MSME sector.

1.1 Background of the Study

Micro, Small, and Medium Enterprises (MSMESs) represent a cornerstone of the
Indian economy, playing a pivotal role in fostering entrepreneurship, generating
employment, and contributing significantly to the nation's overall economic development.
The vitality and dynamism of this sector are intrinsically linked to its ability to access
timely and adequate finance. Formal credit, particularly from banking institutions, serves
as a critical enabler for MSMEs, facilitating their operational needs, expansion plans,
technological upgradation, and overall sustainability. Without sufficient financial
support, the potential of these enterprises to innovate, scale, and compete effectively in
both domestic and global markets remains constrained.

Despite their acknowledged importance, MSMEs in India persistently encounter
substantial challenges in securing loans from formal financial institutions. This difficulty
in accessing credit is not a new phenomenon but remains a significant and enduring
barrier that impedes the growth trajectory of countless small businesses across the

country. The process of obtaining a loan is often fraught with complexities and obstacles



that many MSMEs struggle to navigate successfully. Understanding the multifaceted
nature of these challenges is, therefore, crucial for devising effective strategies and
interventions aimed at improving the flow of credit to this vital sector. This study delves
into the intricate factors that underpin these financing difficulties, seeking to provide a

comprehensive understanding of the MSME lending landscape in India.

1.2 Problem Statement

The central problem addressed by this research is the significant and persistent
difficulty that MSME:s in India encounter when attempting to secure loan approvals from
formal banking institutions. This challenge is not merely anecdotal but is substantiated by
the findings presented throughout this research. The inability to access adequate and
timely finance acts as a critical bottleneck, stifling the growth, innovation, and overall
economic contribution of a sector that is otherwise poised for substantial development.

Several key factors contribute to this complex problem, creating a multifaceted
barrier to SME financing. As identified and analyzed in detail within this study, these
factors include pervasive information asymmetry between lenders and borrowers
(Akerlof, 1970; Spence, 1973; Stiglitz, 1977), which often leads to adverse selection and
moral hazard concerns from the perspective of financial institutions. Furthermore, SMEs
frequently struggle with inadequate documentation, including incomplete or inaccurate
financial statements and business plans, which are critical for lenders' due diligence
processes. Unfavorable financial ratios, such as high debt-to-income ratios or low CIBIL
scores (credit scores), further diminish their chances of loan approval.

The increasingly stringent regulatory compliance landscape in India,
encompassing Know Your Customer (KYC) and Anti-Money Laundering (AML)

requirements, adds another layer of complexity that many SMEs find challenging to



navigate. Moreover, the quality and realism of financial projections and Credit
Monitoring Arrangement (CMA) data, which are heavily relied upon by Indian banks for
assessing future viability and repayment capacity, often fall short of lenders' expectations,
leading to application rejections. While these individual factors are known to some
extent, a nuanced, integrated understanding of their interplay within the specific Indian
SME financing context, and particularly the identification of practical, evidence-based
interventions to mitigate these challenges, remains an area requiring in-depth
investigation. This research, therefore, aims to fill this gap by providing a comprehensive
analysis of these determinants and proposing actionable strategies to improve SME loan

approval rates without compromising prudent lending standards.

1.3 Research Aim and Objectives

The overarching aim of this research, as detailed in Chapter 3, is to
comprehensively investigate the multifaceted factors that affect the approval of loan
applications submitted by small and medium enterprises (SMEs) to banking institutions
in the unique banking environment of India. The research endeavors to develop a deep
and nuanced understanding of the complex interplay of these determinants, which
collectively shape the lending decisions within the Indian financial sector.

To achieve this primary aim, the study pursued the following specific research
objectives, which are directly derived from the guiding research questions:

To identify and critically analyze the principal factors and underlying reasons that
most frequently lead to the rejection of loan applications from SMEs by financial
institutions operating in India.

To explore and delineate how these critical factors and their relative importance

may vary across different categories of financial institutions within the Indian banking



system, including public sector banks, private sector banks, and non-banking financial
companies (NBFCs).

To examine the nature, extent, and impact of information asymmetries that exist
between lending institutions and SME borrowers in the Indian context and to understand
how these asymmetries influence loan approval outcomes.

To investigate, develop, and propose practical, evidence-based interventions and
strategic recommendations that can demonstrably improve SME loan approval rates in
India while simultaneously ensuring that such improvements do not compromise prudent

lending standards and risk management practices.

1.4 Research Questions
This study is guided by a set of specific research questions designed to
systematically explore the complexities of SME loan approvals in the Indian context.
These questions are central to achieving the research aim and objectives outlined

previously.



[ Impact on Loan Outcomes ]

l Implicit Factors

Explicit Factors

Differences in Decision
Frameworks
Private Sector Banks

Critical Faclors of Loan Rejection

Policy-level Interventions ]

Research Questions SME Loan
Approvals in India

Comparison Across Financial
Institutions

Financlal Inslitution Reforms Interventions to Improve Approval
Rates
Risk Management SME 1t
Considerations
[ Operalional Manifestation ]
Nature of Asymmetry
Impact on Approval
Outcomes

Figure 1.4a: Research questions mapping and alignment with research objectives,
Source: (Original Work)
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Public Sector Banks

Information Asymmetry

What are the critical factors, both explicit and implicit, that most significantly
contribute to the rejection of loan applications submitted by small and medium
enterprises (SMEs) to banking institutions in India?

How, and to what extent, do these identified critical factors and their perceived
importance vary when comparing the lending practices and decision-making frameworks
of different types of financial institutions operating within India (e.g., public sector
banks, private sector banks, and non-banking financial companies)?

What is the nature and operational manifestation of information asymmetries
between SME borrowers and lending institutions in the Indian financial market, and how
do these asymmetries specifically affect the outcomes of loan approval processes?

What practical, actionable, and evidence-based interventions or strategic
adjustments can be implemented by SMEs, financial institutions, or policymakers to
effectively improve SME loan approval rates in India without undermining the principles

of sound financial risk management and prudent lending standards?



1.5 Brief Overview of Methodology

To address the research questions and achieve the stated objectives, this study
employed a comprehensive and rigorous research methodology, which is detailed
extensively in Chapter 3. The research is situated within an interpretivist paradigm,
acknowledging the socially constructed nature of financial decision-making and the
importance of understanding subjective experiences. A grounded theory approach,
specifically the constructivist variant as advocated by Charmaz (2008), was adopted to
allow theoretical insights to emerge directly from the empirical data gathered from the
Indian SME financing context.

The research was executed through a multi-phase design spanning a 12-month
period from April 2024 to March 2025. This longitudinal approach facilitated iterative
data collection and analysis. Data were primarily gathered through qualitative methods,
including in-depth, semi-structured interviews with a purposive sample of 34 participants.
This sample comprised 9 SME owners with recent loan application experiences and 25
banking professionals, including 14 credit managers and 11 sales or branch managers.
These professionals were drawn from a diverse range of Indian financial institutions,
encompassing private sector banks (e.g., Kotak Mahindra Bank, ICICI Bank, HDFC
Bank, and Axis Bank), public sector banks (e.g., State Bank of India, Punjab National
Bank, and Bank of Baroda), regional and cooperative banks (e.g., RNSB), and non-
banking financial companies (NBFCs such as EFL and INDUS), ensuring a wide
spectrum of institutional perspectives.

Complementing the interview data, the research incorporated two in-depth case
studies of SMEs whose loan applications had initially been rejected. These case studies

involved a detailed analysis of the original applications, the design and implementation of



targeted interventions based on emerging research insights (particularly concerning CMA
data reports), and the subsequent resubmission and tracking of these applications. This
experimental component allowed for the practical testing of insights. Furthermore, the
study involved the collection and analysis of relevant documentation, such as loan
application forms, financial statements, and regulatory guidelines. Data analysis
techniques were rooted in grounded theory, involving systematic coding, memo-writing,
and constant comparative analysis, supplemented by thematic analysis and quantitative
analysis of financial data from the case studies. All research activities were conducted
within the geographical context of India, focusing on its unique SME financing

environment.

1.6 Significance of the Research

This research holds significant implications for theory, practice, and policy within
the domain of small and medium enterprise (SME) financing, particularly in the Indian
context. The study's contributions extend beyond a mere identification of challenges,
offering nuanced insights and actionable recommendations that can benefit multiple
stakeholders.

Theoretical Contributions: As discussed in detail in Chapter 5, this research
contributes to and extends several established theoretical frameworks. It provides
empirical grounding for Information Asymmetry Theory (Akerlof, 1970; Spence, 1973;
Stiglitz, 1977) by demonstrating its specific manifestations in the Indian SME sector,
such as the critical role of Credit Monitoring Arrangement (CMA) data quality and the
bidirectional nature of information gaps. The study enriches Relationship Banking
Theory (Boot, 2000; Berger and Udell, 1995) by highlighting that in India, the quality of

the banking relationship and its role in navigating regulatory complexities often



outweighs mere duration. Furthermore, the findings expand Credit Rationing Theory
(Stiglitz and Weiss, 1981) by identifying unique regulatory and institutional dimensions
of rationing prevalent in India, including a form of “information quality rationing.” The
research also offers a novel application of the Resource-Based View (RBV) (Barney,
1991; Wernerfelt, 1984) by positing financial information production capability as a
critical strategic resource for SMEs. Additionally, it extends signaling theory (Spence,
1973; Ross, 1977) by identifying context-specific signals in India, such as CMA data
quality and regulatory compliance, and their multi-channel influence. Finally, the study
provides concrete examples of how institutional theory (North, 1990; Scott, 2009) plays
out through specific Indian regulatory frameworks and cultural norms affecting SME
finance.

Practical Implications: The findings of this research offer substantial practical
value. For SMEs, the study provides clear, evidence-based guidance on strategies to
enhance their loan approval prospects. These include actionable recommendations for
optimizing information quality (particularly CMA data and financial projections),
developing effective relationship banking strategies with financial institutions,
proactively addressing complex regulatory compliance requirements, and diligently
managing key financial ratios. By adopting these strategies, SMEs can significantly
improve their preparedness and navigate the lending landscape more effectively.

For financial institutions, this research suggests opportunities to refine their
lending practices and risk assessment methodologies. This includes fostering greater
transparency in their evaluation criteria, developing more nuanced relationship banking
capabilities that go beyond transactional interactions, streamlining regulatory compliance
processes for SME clients where possible, and potentially designing targeted intervention

programs or advisory services to help SMEs improve the quality of their loan



applications. Such initiatives could lead to a larger pool of bankable SME clients and a
more efficient allocation of credit.

For policymakers and regulatory bodies, the study highlights potential directions
for creating a more supportive ecosystem for SME financing in India. These include the
development of enhanced financial literacy and business development programs tailored
to SME needs, initiatives to streamline and clarify complex regulatory requirements,
investments in improving the credit information infrastructure, and the potential
expansion or refinement of credit guarantee schemes. These policy adjustments could
help alleviate some of the systemic barriers SMEs face.

Overall, this research contributes to a deeper and more contextualized
understanding of the SME financing ecosystem in India. By identifying critical leverage
points and offering evidence-based recommendations, the study aims to facilitate
improved access to finance for SMEs, thereby supporting their growth, innovation, and
contribution to the broader Indian economy. The practical interventions demonstrated
through the case studies, underscore the potential for tangible improvements in loan

approval outcomes when these factors are systematically addressed.

1.7 Structure of the Dissertation
This DBA dissertation is organized into five chapters, each addressing specific
aspects of the research to provide a comprehensive and coherent exploration of the
factors affecting Small and Medium Enterprise (SME) loan approval in India. The
structure is designed to guide the reader logically from the foundational concepts and
problem statement through the methodological approach and empirical findings and

culminating in a discussion of these findings and their broader implications.



Chapter 1: Introduction (this chapter) serves as the gateway to the dissertation. It
introduces the research topic by emphasizing the value of SMEs in India and the critical
role of finance for their development. It articulates the problem statement, outlining the
challenges SMEs face in accessing bank loans. This chapter also presents the research
aim, objectives, and specific research questions that steer the investigation. A brief
overview of the research methodology employed is provided, followed by a discussion of
the significance of the research in terms of its theoretical, practical, and policy
contributions.

Chapter 2: Literature Review lays the theoretical groundwork for the study. It
discusses key economic and financial theories relevant to SME financing, including
Information Asymmetry Theory, Relationship Banking Theory, Credit Rationing Theory,
the Resource-Based View (RBV), Signaling Theory, and Institutional Theory. This
chapter critically reviews existing academic literature on SME financing, focusing on the
challenges SMEs encounter globally and the various determinants that influence loan
approval decisions. This review helps to contextualize the current research and identify
gaps in existing knowledge that this study aims to address.

Chapter 3: Research Methodology provides a detailed account of the
methodological choices and procedures adopted in this study. It elaborates on the
research philosophy (interpretivism) and the chosen research approach (grounded theory,
specifically a constructivist perspective). The chapter describes the multi-phase research
design, including the rationale for combining qualitative interviews with SME owners
and diverse banking professionals (credit managers, sales managers, branch managers)
with in-depth case studies of SMEs whose loan applications were initially rejected. It
details the sampling strategies, data collection methods (semi-structured interviews,

documentation analysis, case study interventions), and the systematic data analysis
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techniques employed (grounded theory coding, thematic analysis, financial data analysis,
cross-case analysis). FEthical considerations and the limitations of the chosen
methodology are also thoroughly discussed.

Chapter 4: Results presents the empirical findings derived from the extensive data
collection and analysis process. This chapter systematically reports on the key factors
identified as contributing to MSME loan rejection in India, such as inadequate
documentation, unfavorable financial ratios (including DTI and CIBIL scores), and
inaccurate financial statements. It explores the impact of regulatory compliance
requirements and the critical role of information asymmetry. A significant portion of this
chapter is dedicated to the importance of financial projections and Credit Monitoring
Arrangement (CMA) data in the loan assessment process. The findings from the
interviews with credit managers and bank officials are analyzed, including a statistical
overview of the relative importance of various rejection factors. Furthermore, this chapter
provides detailed analyses of the two case studies (the B K Multipack project and the Jay
Datar Technocast Project), illustrating how the identified factors manifest in real-world
loan applications and how targeted interventions can influence outcomes.

Chapter 5: Discussion synthesizes and discusses the key findings presented in
Chapter 4, interpreting them in the context of the theoretical frameworks outlined in
Chapter 2 and the existing literature.

Chapter 6: Conclusion serves as the concluding part of the study. It elaborates on
the practical implications of the findings for various stakeholders, including SMEs.
Financial institutions and policymakers, offering actionable recommendations. The
limitations of the study are revisited, and avenues for future research are suggested.

Finally, the chapter provides a concluding summary, reiterating the core arguments and
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the overall significance of the research in enhancing the understanding of SME financing

dynamics in India.

1.8 Definition of Key Terms

For clarity and consistency throughout this study, the following key terms are
defined as they are used within the context of this research:

Small and Medium Enterprises (SMEs) / Micro, Small, and Medium Enterprises
(MSMEs): While specific definitions can vary, in the context of this research and
aligning with common understanding in India, these terms refer to business enterprises
that fall within certain thresholds related to investment in plant and machinery or
equipment and annual turnover, as periodically defined by the Government of India. This
research primarily focuses on formally registered enterprises within this category seeking
credit from formal banking institutions.

Credit Monitoring Arrangement (CMA) Data: This refers to a standardized format
for presenting a company's past financial performance and projected future financial
position, which is widely used by banks in India for credit appraisal. It typically includes
analyses of the profit and loss account, balance sheet, and cash flow statements, along
with key financial ratios and an assessment of working capital requirements.

CIBIL Score: This refers to the three-digit numeric summary of an individual's or
entity's credit history, derived from the credit information maintained by TransUnion
CIBIL, which is India’s leading credit information company. A higher CIBIL score
generally indicates a better credit history and higher creditworthiness.

Information Asymmetry: In the context of lending, this refers to a situation where

one party (typically the borrower/SME) possesses more or better information about its
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financial health, business prospects, or intentions than the other party (the lender/bank)
(Akerlof, 1970; Spence, 1973; Stiglitz, 1977),

Relationship Banking: A banking practice that focuses on establishing and
maintaining long-term, information-rich relationships with customers, rather than
focusing solely on individual transactions. The premise is that such relationships can help
mitigate information asymmetry and improve lending decisions (Boot, 2000; Berger and
Udell, 1995).

Credit Rationing: A situation where lenders limit the supply of credit to
borrowers, even if the borrowers are willing to pay higher interest rates. This can occur
due to information asymmetry, leading to adverse selection or moral hazard problems
(Stiglitz and Weiss, 1981).

Grounded Theory: A qualitative research methodology that aims to develop
theory from systematically collected and analyzed data. It involves an iterative process of
data collection, coding, and analysis, allowing theoretical concepts to emerge from the
data itself (Glaser and Strauss, 1967; Charmaz, 2008).

Interpretivist Paradigm: A research philosophy that emphasizes the importance of
understanding the subjective meanings, interpretations, and experiences of individuals

within their social context. It posits that reality is socially constructed.
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1.9 Scope and Delimitations of the Study

The scope of this research is primarily focused on understanding the factors that
influence the approval of loan applications submitted by micro, small and medium
enterprises (MSMEs) to formal banking institutions within India. The study specifically
investigates the perspectives of MSME owners who have recently sought financing, as
well as the decision-making processes and criteria employed by banking professionals,
including credit managers, sales managers, and branch managers from a diverse range of
Indian financial institutions (public sector banks, private sector banks, and non-banking
financial companies). The research delves into various aspects influencing loan
approvals, such as documentation quality, financial health indicators (including CIBIL
scores and financial ratios), the accuracy and relevance of financial projections and
Credit Monitoring Arrangement (CMA) data, the impact of information asymmetry, the
role of banking relationships, and the challenges posed by regulatory compliance.

The geographical context of the study is India, with an emphasis on its unique
MSME financing environment and regulatory landscape. While the findings aim to
provide insights relevant to the broader Indian context, the specific participant pool and
case studies are drawn from accessible regions and institutions within India, as detailed in
Chapter 3. The data collection for this research was conducted over a 12-month period,
from April 2024 to March 2025, and the findings reflect the conditions and practices
prevalent during this timeframe.

Several delimitations define the boundaries of this research. Firstly, while the
study includes a diverse range of financial institutions, it does not encompass every type
of lender or financing mechanism available to MSMEs in India (e.g., informal
moneylenders, venture capital, or peer-to-peer lending platforms were not the primary

focus). Secondly, the research primarily concentrates on debt financing in the form of
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bank loans and does not extensively explore equity financing or other alternative funding
sources. Thirdly, the case studies, while providing rich, in-depth insights are limited to
two MSMEs; thus, the specific intervention outcomes, while indicative, may not be
generalizable to all MSME:s or all rejection scenarios without further research. The study
also focuses on formally registered MSMEs and their interactions with the formal
banking sector and does not deeply investigate the financing challenges of informal or
unregistered micro-enterprises. Finally, while the research considers the impact of
macroeconomic conditions as a contextual factor (Chapter 2), it does not undertake a
detailed econometric analysis of macroeconomic variables on MSME loan approval rates,

focusing instead on firm-level and institutional-level factors.

1.10 Chapter Conclusion

This chapter has established the foundation for this dissertation by highlighting
the critical yet vulnerable position of MSMEs within the Indian economy. While MSMEs
are universally recognized as indispensable engines for economic growth,
entrepreneurship, and employment generation, their trajectory is consistently constrained
by enduring difficulties in accessing formal banking credit. The chapter delineated the
central problem statement, emphasizing that this financing gap is a complex, multifaceted
barrier. It is driven heavily by pervasive information asymmetry between borrowers and
lenders, increasingly stringent regulatory compliance landscapes (such as KYC and
AML), and the frequent inability of MSMEs to present robust, high-quality financial
documentation, particularly acceptable CIBIL scores and realistic Credit Monitoring
Arrangement (CMA) data.

To address these challenges, the chapter outlined clear research aims, specific

objectives, and guiding questions. These are carefully designed to unpack the explicit and
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implicit factors driving loan rejections and to understand how these factors vary across
different tiers of the Indian banking sector, including public sector banks, private banks,
and NBFCs. Additionally, a brief overview of the research methodology has been
provided, setting the stage for a rigorous, interpretivist grounded theory approach that
leverages both widespread interviews across the banking ecosystem and targeted, in-
depth case studies of rejected applications.

Furthermore, the theoretical and practical significance of the research was clearly
established. The chapter demonstrated how this study will contribute to and extend
established economic theories, such as Information Asymmetry, Relationship Banking,
and Signaling Theory, specifically within the unique institutional context of India.
Practically, it underscored the study's ultimate intent: to move beyond merely diagnosing
the problem to offering actionable, evidence-based interventions that SMEs, financial
institutions, and policymakers can implement to improve loan approval rates without
undermining prudent risk management.

Finally, by defining the scope, delimitations, key terms, and the structural outline
of the subsequent chapters, this introduction has set clear boundaries and a logical
roadmap for the dissertation. Having defined the core problem and the parameters of the
empirical investigation, the following chapter will delve into a comprehensive review of
the existing academic literature to construct the theoretical scaffolding upon which this

study is built.
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CHAPTER II: LITERATURE REVIEW

2.1 Theoretical Framework
This section underpins the theoretical framework for this research. It is best fit via
a multi-theory perspective where the independent lenses of information asymmetry
theory, relationship banking theory, and credit rationing theory provide their unique
insights, which are further consolidated in the theoretical framework by integrating

supportive concepts from resource-based view, signalling theory, and institutional theory.
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Figure 2.1a: Theoretical framework underpinning existing literature, Source. (Original
Work)

2.1.1 Information Asymmetry Theory
Information asymmetry theory provides a fundamental framework for
understanding the challenges in SME financing. Originally developed by economists

such as Akerlof (1970), Spence (1973), and Stiglitz (1977), this theory explains market



inefficiencies that occur when one party in a transaction possesses more or better
information than the other. In the context of SME bank loan applications, information
asymmetry manifests as a significant barrier to efficient credit allocation.

The theoretical foundations of information asymmetry in lending relationships
stem from the inherent knowledge gap between borrowers and lenders. As Ekpu (2015)
notes, SMEs typically possess more accurate information about their business operations,
financial health, and repayment capacity than external lenders. This information gap
creates two primary problems in lending markets: adverse selection and moral hazard.
Adverse selection occurs before the transaction when banks cannot accurately distinguish
between high-quality and low-quality borrowers, potentially leading to credit rationing or
inappropriate pricing. Moral hazard occurs after loan disbursement when borrowers
might engage in riskier behavior than initially disclosed.

Information asymmetry is particularly pronounced in SME financing due to
several structural factors. Unlike larger corporations, SMEs often lack standardized
financial reporting, audited financial statements, and public disclosure requirements.
Beck et al. (2008) highlight that banks face higher costs in gathering and verifying
information about SMEs compared to larger firms, contributing to higher interest rates
and more stringent lending terms for the SME segment.

Empirical evidence consistently demonstrates the effects of information
asymmetry on SME loan applications. Aldaba (2012) finds that inadequate financial
statements significantly hinder loan approvals for SMEs in the Philippines, while
Wasonga (2008) identifies the lack of proper books of accounts as a major challenge for
SMEs seeking finance in Kenya. Similarly, Wangmo (2017) reports that inadequate

financial information represents a serious problem for banks when assessing SME loan
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applications in Bhutan, highlighting the universal nature of information challenges across

diverse contexts.

2.1.2 Relationship Banking Theory

Relationship banking theory offers a complementary framework for
understanding SME financing dynamics, focusing on how repeated interactions between
banks and borrowers can mitigate information asymmetries and facilitate lending. This
theoretical perspective, developed by scholars such as Boot (2000) and Berger and Udell
(1995), emphasizes the value of soft information accumulated through ongoing
relationships in addition to hard financial data.

The conceptual foundations of relationship banking rest on the premise that close,
long-term relationships between banks and borrowers generate valuable private
information that cannot be easily quantified or transferred. Through repeated interactions,
banks gain insights into borrowers' character, business acumen, industry conditions, and
repayment behavior that complement formal financial documentation. This accumulated
knowledge reduces information asymmetry and allows for more accurate risk assessment.

Several mechanisms explain how banking relationships influence lending
decisions. First, relationship lending facilitates intertemporal smoothing, where banks
may offer more favorable terms during a borrower's temporary difficulties in exchange
for capturing surplus in better times (Boot, 2000). Second, relationships reduce the fixed
costs of information production by amortizing them over multiple transactions (Berger &
Udell, 1995). Third, relationships create reputational capital for borrowers, providing
incentives for good behavior to preserve future borrowing opportunities.

Empirical evidence strongly supports the value of relationship banking for SMEs.

Erdogan (2018) finds that Turkish firms with long-term banking relationships have better
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access to loans, while Ekpu (2015) demonstrates that longer customer relationships can
lead to lower interest rates for Nigerian SMEs. Similarly, Dung and Ngan (2024) show
that establishing relationships with bankers during start-up phases has a positive

association with Vietnamese SMEs' inclination to apply for bank loans.

2.1.3 Credit Rationing Theory

Credit rationing theory, most prominently developed by Stiglitz and Weiss
(1981), provides a theoretical framework for understanding why financial institutions
may limit the supply of credit even when borrowers are willing to pay higher interest
rates. This theory is particularly relevant for explaining persistent financing constraints
faced by SMEs despite their economic importance.

The Stiglitz and Weiss model demonstrates that credit rationing can occur as an
equilibrium phenomenon due to adverse selection and moral hazard problems arising
from information asymmetry. When banks increase interest rates, they may inadvertently
attract riskier borrowers (adverse selection) or incentivize borrowers to undertake riskier
projects (moral hazard). Consequently, beyond a certain interest rate threshold, the
expected return to the bank may decrease due to higher default probabilities, leading
banks to ration credit rather than raise rates further.

This theoretical framework explains several empirical observations in SME
financing markets. Beck et al. (2008) find that banks charge SMEs higher interest rates
and fees compared to large firms but still experience more non-performing loans from the
SME segment, consistent with the adverse selection mechanism. Similarly, Ghulam et al.
(2025) observe that SME loan rejection rates spiked during the European sovereign debt
crisis before declining in subsequent years, suggesting that banks responded to increased

uncertainty by rationing credit rather than simply raising prices.
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Credit rationing theory also explains the importance of collateral in SME lending.
Collateral serves as a screening device that helps banks distinguish between high-quality
and low-quality borrowers, potentially reducing adverse selection problems.
Additionally, collateral creates incentives for borrowers to avoid default, mitigating
moral hazard concerns. Chowdhury and Alam (2017) identify lack of collateral security
as a major barrier to SMEs accessing bank loans in Bangladesh, while Nguyen and Wolfe
(2016) find that collateral has a positive impact on successful loan access for Vietnamese

SMEs.

2.1.4 Other Theoretical Perspectives

The resource-based view (RBV) of the firm and signaling theory provide
complementary theoretical perspectives for understanding how SME characteristics
influence loan application outcomes. The resource-based view, developed by scholars
such as Barney (1991) and Wernerfelt (1984), conceptualizes firms as bundles of
resources and capabilities that can create competitive advantage. In the context of SME
financing, this theoretical perspective suggests that firms' internal resources and
capabilities significantly influence their ability to access external finance. Empirical
evidence supports the relevance of the resource-based view for understanding SME
financing. Boushnak et al. (2018) identify owner/manager character and capacity as
critical factors in credit decisions for Egyptian SMEs, suggesting that human capital
resources significantly influence loan outcomes. Similarly, Anwar and Pujiyono (2013)
find that education has a significant positive effect on Indonesian SMEs' probability of
taking loans, highlighting the importance of knowledge resources.

Signaling theory, developed by Spence (1973) and applied to corporate finance by

Ross (1977), explains how firms can communicate their quality to external stakeholders
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through observable actions or characteristics when information asymmetry exists. In the
context of SME loan applications, various firm attributes and behaviors can function as
signals of creditworthiness to potential lenders.

Institutional theory provides another valuable perspective for understanding SME
financing dynamics, particularly across different contexts. This theoretical approach,
developed by scholars such as North (1990) and Scott (2009), emphasizes how formal
and informal institutions shape economic behavior and outcomes. In the context of SME
financing, institutional theory helps explain how legal frameworks, regulatory
environments, cultural norms, and market structures influence lending patterns and
financing constraints.

These diverse theoretical perspectives collectively provide a comprehensive
framework for understanding the complex dynamics of SME loan applications.
Information asymmetry theory explains the fundamental challenges in lending
relationships, relationship banking theory highlights how repeated interactions can
mitigate information problems, credit rationing theory clarifies why financing constraints
persist despite apparent market opportunities, and resource-based view, signaling theory,
and institutional theory help explain how firm characteristics, behaviors, and contexts

influence financing outcomes.

2.2 Methodological Approaches in SME Financing Research
This section discusses various methodological approaches found in the existing
literature. It primarily classifies the approaches in quantitative, qualitative, and mixed-

methods approaches. The section also discusses the gaps present in the research.
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Figure 2.2a: Methodological approaches used in research concerning SME financing,
Source: (Original Work)

2.2.1 Quantitative Research Approaches

Quantitative research methodologies dominate the empirical literature on SME
financing, offering statistical rigor and generalizability through the analysis of large
datasets. These approaches typically employ survey instruments, financial databases, or
institutional records to examine patterns in SME loan applications, approvals, and
financing outcomes across different contexts.

Survey-based studies represent a prevalent quantitative approach in SME
financing research. Beck et al. (2008) conducted a comprehensive survey of banks across
45 countries to examine lending practices and obstacles in SME financing, providing
valuable cross-country comparisons of banking approaches. Similarly, Ghulam et al.
(2025) analyzed survey data from European SMEs to identify determinants of loan
rejections, finding significant variations across countries and firm characteristics. These
survey-based approaches enable researchers to collect standardized data from large

samples, facilitating statistical analysis of relationships between variables.
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Regression analysis features prominently in quantitative SME financing studies,
allowing researchers to isolate the effects of specific variables while controlling for
others. Wasiuzzaman and Nurdin (2019) employed regression techniques to examine
factors influencing Malaysian SMEs' debt financing decisions, identifying significant
relationships between financial performance indicators and financing outcomes.
Similarly, Anwar and Pujiyono (2013) used logistic regression to analyze determinants of
Indonesian SMEs' probability of taking loans, finding significant effects of education,
total assets, and profit. These regression-based approaches enable researchers to quantify
the relative importance of different factors in SME financing decisions.

Panel data analysis represents another valuable quantitative approach, allowing
researchers to examine changes over time while controlling for unobserved
heterogeneity. Ikechi and Anthony (2021) used panel data techniques to analyze the
effects of commercial bank loans on Nigerian SME performance over a five-year period,
finding significant positive relationships between financing access and multiple
performance indicators. These longitudinal approaches provide insights into causal

relationships that cross-sectional studies cannot capture.

2.2.2 Qualitative Research Approaches

Qualitative methodologies offer complementary insights to quantitative
approaches by providing rich, contextual understanding of SME financing dynamics
through in-depth exploration of experiences, perceptions, and decision-making processes.
These approaches typically employ interviews, focus groups, case studies, or
observational techniques to examine the nuanced realities of SME financing challenges

and strategies.
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Interview-based studies feature prominently in qualitative SME financing
research. Abdulsaleh and Worthington (2016) conducted in-depth interviews with Libyan
bankers to explore their perceptions of successful SME loan applications, revealing the
critical importance of business planning, credit history, and collateral in lending
decisions. Similarly, Erdogan (2018) interviewed Turkish bankers to identify factors
affecting SME access to bank financing, highlighting the significance of relationship
factors alongside financial indicators. These interview-based approaches provide valuable
insights into the subjective judgments and decision-making processes that shape
financing outcomes.

Case study research represents another valuable qualitative approach in SME
financing studies. Houssien (2014) employed case study methodology to examine
financing challenges faced by Egyptian SMEs in informal areas, revealing complex
interactions between knowledge barriers, procedural complexities, and institutional
constraints. Similarly, Wangmo (2017) used case study techniques to explore SME bank
financing constraints in Bhutan, identifying context-specific challenges related to
information asymmetry and collateral requirements. These case-based approaches enable
researchers to examine financing dynamics within their natural contexts, capturing the
complexity of real-world situations.

Grounded theory approaches, though less common, offer valuable methodological
options for developing theoretical frameworks from empirical data. Chowdhury and
Alam (2017) employed elements of grounded theory to identify barriers to SME
financing in Bangladesh, allowing theoretical insights to emerge from the data rather than
imposing predetermined frameworks. This inductive approach is particularly valuable for

exploring understudied contexts where existing theories may have limited applicability.
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2.2.3 Mixed Methods Research Approaches

Mixed methods research designs combine quantitative and qualitative approaches
to provide a more comprehensive understanding of SME financing dynamics than either
approach alone. These integrated designs typically employ sequential or concurrent
strategies to triangulate findings, explain relationships, or explore contradictions between
different data sources.

Sequential explanatory designs, where qualitative methods follow quantitative
analysis to explain statistical findings, offer particular value in SME financing research.
Haron et al. (2013) employed this approach to study factors influencing Malaysian SMEs
in obtaining loans, using qualitative interviews to explain and contextualize relationships
identified through survey data. This sequential approach enabled a deeper understanding
of the mechanisms underlying statistical associations.

2.2.4 Methodological Gaps In Existing Literature

Despite methodological diversity in the field, significant gaps remain in research
approaches to SME financing. Longitudinal studies examining financing dynamics over
extended periods remain relatively scarce, limiting understanding of how relationships
between variables evolve over time. Similarly, experimental and quasi-experimental
designs that could establish causal relationships more definitively are underrepresented in
the literature. Additionally, comparative studies examining financing dynamics across
different contexts using consistent methodologies would enhance understanding of
contextual variations.

The methodological approaches employed in SME financing research
significantly influence the nature of insights generated and their applicability across
contexts. Quantitative approaches offer statistical rigor and generalizability but may miss

contextual nuances, while qualitative approaches provide rich contextual understanding
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but face limitations in generalizability. Mixed methods designs offer promising pathways
for addressing these complementary limitations, though they remain underutilized in the
field. Future research would benefit from greater methodological diversity and
integration to develop a more comprehensive understanding of SME financing dynamics

across diverse contexts.

2.3 Friction Points In SME Loan Financing
This section will discuss the primary friction points between lenders and
borrowers in the context of SME financing, i.e., proper documentation and quality of
information being shared. This section will also explore the complex dynamics of loan
security as the secondary friction points in the SME financing process. Finally it also
discusses strategic approaches that SMEs can use to optimize their collateral

management, formalize their asset base, and navigate traditional security limitations.

2.3.1 Financial Record Keeping Practices

The quality of financial record-keeping emerges as a critical factor influencing
SME loan application outcomes across diverse contexts. Comprehensive, accurate, and
up-to-date financial records provide essential information for lenders' risk assessment
processes and significantly impact application success. As Aldaba (2012) notes in the
Philippines context, inadequate financial statements represent a major barrier to loan
approvals for SMEs, with many applications rejected due to incomplete or unreliable
financial documentation.

The specific financial records that influence loan application outcomes include
income statements, balance sheets, cash flow statements, tax returns, and bank

statements. Wasonga (2008) identifies the lack of proper books of accounts as a
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significant challenge for Kenyan SMEs seeking finance, with many small businesses
maintaining only rudimentary records that fail to meet lenders' requirements. Similarly,
Wangmo (2017) reports that in Bhutan, inadequate financial information represents a
serious problem for banks when assessing SME loan applications, with many firms
unable to provide the historical financial data necessary for thorough credit analysis.

The challenges SMEs face in maintaining adequate financial records stem from
multiple sources. Limited financial literacy among SME owners/managers represents a
significant constraint, with many lacking the knowledge and skills necessary for proper
accounting practices. Resource constraints also play a role, with smaller firms often
unable to afford professional accounting services or sophisticated financial management
systems. Additionally, the informal nature of many SME operations complicates record
keeping, with business and personal finances frequently commingled and transactions
often conducted in cash without proper documentation.

Despite these challenges, evidence suggests that investments in improved
financial record keeping can significantly enhance SME loan application outcomes.
Abdulsaleh and Worthington (2016) find that Libyan bankers place considerable
emphasis on financial statement quality when assessing SME loan applications,
suggesting that improvements in this area can substantially increase approval
probabilities. Similarly, Boushnak et al. (2018) identify financial documentation quality
as a critical factor in credit decisions for Egyptian SMEs, highlighting the potential

returns to investments in this area.

2.3.2 Business Plan Development
Business plans serve as critical documents in SME loan applications, providing

lenders with insights into firms' strategic direction, market positioning, operational
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capabilities, and financial projections. The quality and comprehensiveness of business
plans significantly influence application outcomes across diverse contexts. As Erdogan
(2018) notes in the Turkish context, banks consider business planning capabilities when
assessing SME creditworthiness, with well-developed plans signaling management
competence and strategic clarity.

The specific elements of business plans that influence loan application outcomes
include market analysis, competitive positioning, operational strategies, financial
projections, and risk assessment. Houssien (2014) finds that Egyptian SMEs in informal
areas often lack the capacity to develop comprehensive business plans, limiting their
ability to effectively communicate their business models and growth potential to potential
lenders. Similarly, Evelyn et al. (2012) note that in Tanzania, inadequate business
planning represents a significant barrier to SME financing, with many firms unable to
articulate their value propositions and financial needs in ways that resonate with lenders'
assessment criteria.

The challenges SMEs face in developing effective business plans parallel those in
financial record keeping, including limited strategic planning skills, resource constraints,
and difficulties in market analysis. Additionally, many SMEs struggle to develop realistic
financial projections, often presenting overly optimistic scenarios that undermine
credibility with lenders. The disconnect between SMEs' informal planning processes and
the formal documentation requirements of financial institutions creates further barriers,
with many viable businesses unable to translate their operational knowledge into the

structured formats lenders require.
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2.3.3 Information Transparency

Information transparency extends beyond specific documents to encompass
SMEs' overall approach to information sharing and disclosure. Transparent information
practices signal trustworthiness to lenders and reduce the information asymmetry that
underlies many financing constraints. As Wasiuzzaman and Nurdin (2019) note in the
Malaysian context, information opacity significantly affects SMEs' debt financing
decisions, with more transparent firms better positioned to access formal bank financing.

The specific transparency practices that influence loan application outcomes
include voluntary disclosure of business challenges, proactive communication about
changes in financial circumstances, and openness regarding ownership structures and
related party transactions. Beck et al. (2008) find that information transparency represents
a key factor in banks' SME lending approaches across both developed and developing
countries, with more transparent environments enabling more efficient risk assessment
and pricing.

The challenges SMEs face in achieving information transparency include
concerns about confidentiality, limited understanding of lenders' information needs, and
cultural factors that may discourage open disclosure. Additionally, the competitive
environments in which many SMEs operate create incentives for strategic information
withholding, particularly regarding proprietary business models or market opportunities.
The informal nature of many SME operations further complicates transparency efforts,

with limited documentation of business processes and decision-making rationales.

2.3.4 Optimization Strategies for Information Quality
Several evidence-based strategies emerge from the literature for optimizing

information quality in SME loan applications. Implementing formal accounting systems
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represents a foundational approach, with even basic systems significantly improving
financial record quality compared to informal methods. Engaging professional accounting
services, whether through permanent staff or outsourced arrangements, provides another
pathway to enhanced information quality, bringing specialized expertise to financial
management processes.

Developing standardized reporting templates aligned with lenders' requirements
offers another valuable strategy, enabling SMEs to present information in formats that
facilitate efficient assessment. Investing in financial management training for
owners/managers addresses the knowledge gaps that underlie many information quality
challenges, building internal capacity for sustained improvements in record keeping and
reporting.

For business plan development, utilizing structured templates and guidelines
provided by financial institutions or business development organizations can significantly
enhance quality and relevance. Seeking external review and feedback on business plans
before submission identifies weaknesses and gaps that might otherwise undermine
application success. Incorporating realistic scenario analysis rather than single-point
projections enhances credibility with lenders by demonstrating risk awareness and
contingency planning.

For enhancing overall information transparency, establishing regular
communication channels with potential lenders before formal applications builds
familiarity and trust that can mitigate information asymmetry concerns. Developing
comprehensive information packages that anticipate lenders' questions and provide
supporting documentation proactively addresses potential concerns and demonstrates

professional approach to the application process.
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The optimization of information quality represents a critical pathway for
improving SME loan application outcomes, directly addressing the information
asymmetry challenges identified in the theoretical framework. By investing in enhanced
financial record keeping, business plan development, and information transparency,
SMEs can significantly improve their financing prospects while simultaneously

strengthening their overall management capabilities.

2.3.5 Traditional Collateral Requirements

Collateral requirements represent a persistent and significant barrier to SME
financing across diverse contexts. Traditional collateral typically includes real estate,
equipment, inventory, accounts receivable, and personal assets of business owners. As
Chowdhury and Alam (2017) note in the Bangladesh context, lack of collateral security is
a major obstacle for SMEs seeking bank loans, with many viable businesses unable to
meet lenders' security requirements despite having sound business models and repayment
capacity.

The specific collateral requirements that influence loan application outcomes vary
across contexts but typically include loan-to-value ratios, collateral quality standards, and
documentation requirements for asset ownership. Nguyen and Wolfe (2016) find that
collateral has a significant positive impact on successful loan access for Vietnamese
SMEs, with the value and quality of available security directly influencing both approval
probabilities and loan terms. Similarly, Haron et al. (2013) identify collateral as a critical
factor influencing Malaysian SMEs in obtaining loans, with insufficient security
frequently resulting in application rejections despite other positive indicators.

The theoretical foundations for collateral requirements stem from their role in

addressing the information asymmetry and moral hazard problems identified in the
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theoretical framework. Collateral serves as both a screening device that helps banks
distinguish between high-quality and low-quality borrowers and an incentive mechanism
that discourages default by ensuring borrowers have "skin in the game." As Beck et al.
(2008) note, these functions are particularly important in SME lending contexts where

information opacity and monitoring challenges are pronounced.

2.3.6 Collateral Constraints for SMEs

Despite the theoretical rationale for collateral requirements, they create significant
practical challenges for many SMEs. Limited asset bases represent a fundamental
constraint, with many smaller firms lacking the physical assets traditionally required as
security. This challenge is particularly acute for service-based businesses, startups, and
firms in knowledge-intensive sectors where value resides primarily in human capital and
intangible assets rather than physical property. As Wasonga (2008) notes in the Kenyan
context, many SMEs operate with minimal fixed assets, creating structural barriers to
meeting traditional collateral requirements.

Documentation challenges further complicate collateral provision for many
SMEs. Unclear or incomplete property rights, particularly in developing economies with
less formalized land registration systems, can prevent firms from leveraging their existing
assets as collateral. Houssien (2014) finds that in Egypt, many SMEs in informal areas
face significant challenges in documenting ownership of their business premises and
equipment, limiting their ability to use these assets as security despite their substantial
value.

Valuation issues represent another significant constraint, with many SME assets
difficult to value accurately or subject to rapid depreciation. This challenge is particularly

pronounced for specialized equipment, inventory, and intellectual property, where limited
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secondary markets create uncertainty about liquidation values. Additionally, the
transaction costs associated with collateral registration, valuation, and potential
liquidation can be prohibitively high relative to loan sizes for smaller SMEs, creating
disproportionate barriers for the smallest firms.

The personal nature of collateral requirements creates additional challenges for
many SME owners. The common requirement for personal guarantees and family assets
as security blurs the boundaries between business and personal finances, creating
significant personal risk for entrepreneurs. As Wangmo (2017) notes in the Bhutanese
context, this personal risk exposure can discourage otherwise viable businesses from
seeking formal financing, particularly in cultural contexts where family assets have

significant social and emotional importance beyond their economic value.

2.3.7 Alternative Security Methods

In response to the limitations of traditional collateral approaches, alternative
security methods have emerged across different contexts. Movable asset registries
represent a promising innovation, enabling SMEs to leverage a broader range of assets as
collateral, including equipment, inventory, accounts receivable, and crops. These
registries establish clear legal frameworks for registering security interests in movable
assets, reducing the documentation challenges that prevent many SMEs from utilizing
their existing assets as collateral.

Credit guarantee schemes provide another alternative approach, with government
agencies or specialized institutions providing partial guarantees to lenders to reduce their
risk exposure when financing SMEs with limited collateral. Saidi (2024) finds that in
Zambia, credit guarantee schemes have significantly enhanced SME access to finance by

partially substituting for traditional collateral requirements. These schemes effectively

34



distribute risk across multiple stakeholders, enabling lending to businesses that would
otherwise be excluded due to insufficient security.

Relationship-based lending represents another alternative to traditional collateral
approaches, with banks relying on accumulated knowledge about borrowers through
ongoing relationships rather than formal security. Dung and Ngan (2024) demonstrate
that in Vietnam, strong banking relationships can partially substitute for conventional
collateral requirements, particularly for smaller loans and established customers with
proven track records. This approach leverages the soft information generated through
repeated interactions to mitigate the information asymmetry problems that collateral
typically addresses.

Cash flow-based lending models offer another promising alternative, with credit
decisions based primarily on businesses' projected cash flows rather than asset values.
This approach is particularly valuable for service-based businesses and firms in
knowledge-intensive sectors where traditional asset bases may be limited. By focusing on
repayment capacity rather than liquidation value, cash flow-based approaches align more

closely with the economic fundamentals of many modern businesses.

2.3.8 Optimization Strategies for Collateral Management

Several evidence-based strategies emerge from the literature for optimizing
collateral management in SME loan applications. Conducting comprehensive asset audits
represents a foundational approach, ensuring SMEs identify all potential collateral
sources, including those that might not initially be recognized as valuable security. This
process often reveals overlooked assets that can strengthen loan applications, particularly

when combined with proper documentation of ownership and condition.
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Formalizing asset ownership through proper registration and documentation
addresses a common barrier to collateral utilization, particularly in contexts with less
developed property rights systems. This process may involve significant upfront
investment but creates lasting benefits for financing access. Similarly, maintaining
updated asset valuations from credible sources enhances the credibility of collateral
offerings and potentially increases the loan-to-value ratios lenders are willing to accept.

Exploring alternative collateral options beyond traditional real estate, including
equipment leasing, inventory financing, and accounts receivable factoring, can unlock
financing for SMEs with limited conventional assets. These specialized financing
structures align security requirements with specific business assets and operations,
potentially opening new financing channels. Additionally, investigating guarantee
programs offered by government agencies, development institutions, or industry
associations can provide valuable collateral substitutes, particularly for specific sectors or
borrower categories targeted by these programs.

Strategic relationship building with potential lenders before financing needs arise
creates foundations for relationship-based lending approaches that may reduce formal
collateral requirements over time. By establishing track records of smaller transactions
and transparent communication, SMEs can gradually build the trust and familiarity that
enable more flexible security arrangements. Finally, strengthening overall business
fundamentals, including profitability, cash flow management, and growth prospects, can
reduce lenders' perceived risk and consequently their collateral requirements,
highlighting the interconnected nature of different factors influencing loan application

outcomes.
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2.4 Mitigating Information Asymmetry
This section examines how Bank-SME relationships when managed properly, can
cultivate fruitful ties that ease the problem of information asymmetry. It also discusses
the role of established financial track records in signaling borrower reliability and then
synthesizes the optimization strategies available in existing literature that SMEs can use
to build institutional trust, reduce collateral dependence, and secure more favorable

financing outcomes.

2.4.1 Building Long-term Banking Relationships

The development of strong, long-term relationships with financial institutions
emerges as a critical factor influencing SME loan application outcomes across diverse
contexts. As highlighted by relationship banking theory, these ongoing connections
generate valuable private information that can mitigate the information asymmetry
challenges underlying many financing constraints. Erdogan (2018) finds that Turkish
firms with long-term banking relationships have significantly better access to loans
compared to those without established relationships, with relationship duration directly
influencing both approval probabilities and loan terms.

The specific relationship characteristics that influence loan application outcomes
include relationship duration, breadth of banking services utilized, communication
frequency and quality, and track record of previous transactions. Ekpu (2015)
demonstrates that in Nigeria, longer customer relationships can lead to lower interest
rates and more favorable loan terms for SMEs, with relationship benefits accruing
gradually over time. Similarly, Dung and Ngan (2024) show that establishing

relationships with bankers during start-up phases has a positive association with
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Vietnamese SMEs' inclination to apply for bank loans, suggesting that early relationship
building can reduce discouragement and increase application confidence.

The theoretical foundations for relationship benefits stem from several
mechanisms identified in the relationship banking literature. First, repeated interactions
generate valuable soft information about borrower character, business acumen, and
industry conditions that complements formal financial documentation in risk assessment.
Second, longer relationships enable intertemporal smoothing, where banks may
accommodate temporary difficulties in exchange for capturing surplus in better times.
Third, established relationships reduce the fixed costs of information production by
amortizing them over multiple transactions, potentially improving the economics of

smaller loans.

2.4.2 Communication Strategies

Effective communication with financial institutions represents a critical
component of successful relationship management for SMEs seeking financing.
Proactive, transparent, and professional communication approaches signal reliability and
management competence while facilitating the information flow necessary for accurate
risk assessment. Abdulsaleh and Worthington (2016) find that Libyan bankers consider
communication quality when assessing SME loan applications, with clear and
comprehensive information exchange positively influencing credit decisions.

The specific communication practices that influence loan application outcomes
include regular updates on business performance, prompt disclosure of material changes
in circumstances, professional presentation of financing needs, and responsive addressing
of lender concerns. Haron et al. (2013) identify communication effectiveness as a factor

influencing Malaysian SMEs in obtaining loans, with more effective communicators
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better able to articulate their business models and financing requirements in ways that
resonate with lenders' assessment criteria.

The challenges SMEs face in establishing effective communication with financial
institutions include knowledge gaps regarding lenders' information needs, limited
financial literacy affecting ability to articulate business performance, and resource
constraints limiting capacity for regular engagement. Additionally, cultural and language
barriers may complicate communication in some contexts, particularly for smaller firms
without specialized financial personnel. The power imbalance between financial
institutions and smaller borrowers can also inhibit open communication, with some SMEs

reluctant to disclose challenges or uncertainties for fear of negative assessment.

2.4.3 Track Record Development

The establishment of positive track records through previous banking transactions
represents another critical dimension of relationship management for SMEs seeking
financing. These demonstrated histories of responsible financial behavior provide
concrete evidence of reliability that can significantly influence loan application
outcomes. Nguyen and Wolfe (2016) find that previous credit history has a significant
positive impact on successful loan access for Vietnamese SMEs, with established track
records partially substituting for conventional collateral requirements.

The specific track record elements that influence loan application outcomes
include repayment history on previous loans, account management practices, utilization
of other banking services, and consistency between projections and actual performance.
Boushnak et al. (2018) identify repayment history as a critical factor in credit decisions
for Egyptian SMEs, with previous defaults or late payments significantly reducing

approval probabilities regardless of current financial strength.
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The challenges SMEs face in developing positive track records include limited
previous access to formal financing creating a "chicken and egg" problem, where track
records are necessary for financing but financing is necessary for track records.
Additionally, the informal nature of many SME operations may limit formal
documentation of previous financial activities, even when these demonstrate reliability
and capacity. The higher vulnerability of smaller firms to external shocks can also
complicate track record development, with factors beyond management control

potentially causing disruptions to otherwise sound financial management.

2.4.4 Optimization Strategies for Relationship Management

Several evidence-based strategies emerge from the literature for optimizing
relationship management in SME loan applications. Establishing banking relationships
before specific financing needs arise represents a foundational approach, creating
familiarity and information channels that can significantly improve outcomes when loans
are eventually required. This proactive relationship building might involve utilizing non-
credit banking services, maintaining business accounts with potential lenders, and
establishing regular communication channels with relationship managers.

Diversifying banking relationships across multiple institutions while maintaining
depth with primary lenders offers another valuable strategy, providing both relationship
benefits and flexibility in financing options. This balanced approach avoids both the
limitations of fragmented relationships with minimal information sharing and the
potential "hold-up" problems of exclusive relationships where banks might exploit
information advantages.

Developing structured communication protocols for regular updates to

relationship managers ensures consistent information flow even during busy operational
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periods. These protocols might include scheduled meetings, standardized reporting
formats, and designated communication responsibilities within the SME. Similarly,
maintaining comprehensive records of all banking interactions and commitments creates
an organizational memory that supports relationship continuity despite potential
personnel changes on either side.

Strategically utilizing smaller banking services to build track records before
seeking larger loans represents another effective approach, particularly for newer firms
without established credit histories. By demonstrating reliability through smaller
transactions, SMEs can gradually build the trust and familiarity necessary for larger
financing. Additionally, investing in financial literacy and communication skills for key
personnel who interact with financial institutions enhances relationship quality by
improving the clarity and professionalism of banking interactions.

The optimization of relationship management represents a critical pathway for
improving SME loan application outcomes, directly leveraging the relationship banking
mechanisms identified in the theoretical framework. By investing in long-term
relationship development, effective communication, and positive track record
establishment, SMEs can significantly improve their financing prospects while

potentially reducing their dependence on traditional collateral and formal documentation.

2.5 Factors Beyond &Within SME Control
This section discusses macro-economic factors like the legal frameworks and
banking sector structures that dictate credit availability, and the role credit information
infrastructures in mitigating market opacity. It also explores the impact of variables like
interest rates and economic growth on credit supply and demand. Finally, this section

examines how internal firm characteristics shape financing outcomes for SMEs, the role
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of human capital in compensating for information opacity, and how broader sectoral

classifications and industry-specific risk perceptions impact lender behavior.

2.5.1 Legal Frameworks and Banking Sector Structure

The legal and regulatory frameworks governing financial systems significantly
influence SME loan application outcomes across diverse contexts. These institutional
structures shape both the supply of credit from financial institutions and the environment
in which SMEs operate. As highlighted by institutional theory, these formal rules and
structures create the "rules of the game" that determine financing opportunities and
constraints.

Legal frameworks for secured transactions particularly impact SME financing by
determining how effectively different assets can be utilized as collateral. Saidi (2024)
finds that in Zambia, limitations in the legal framework for movable asset
collateralization significantly constrain SME access to finance despite firms possessing
valuable assets. Similarly, Wangmo (2017) identifies weaknesses in Bhutan's secured
transactions framework as a barrier to SME financing, with unclear property rights and
enforcement mechanisms reducing banks' willingness to accept non-traditional collateral.

Banking sector structure and competition levels also significantly influence SME
financing opportunities. Ghulam et al. (2025) find that SME loan applications are more
likely to be rejected when the banking environment is more concentrated, suggesting that
limited competition may reduce banks' incentives to serve the SME segment. Conversely,
Beck et al. (2008) note that excessive fragmentation can also create challenges by
limiting banks' ability to achieve the scale economies necessary for cost-effective SME
lending, highlighting the complex relationship between market structure and financing

acCcCess.
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The regulatory requirements imposed on financial institutions, particularly capital
adequacy and provisioning rules, further shape SME financing landscapes. Stricter
regulatory requirements typically increase the relative attractiveness of lending to larger,
more established firms compared to SMEs, which are often perceived as higher risk. This
regulatory impact was particularly evident during the implementation of Basel III
standards, which some studies suggest disproportionately affected SME lending due to

higher risk weights for unrated borrowers.

2.5.2 Credit Information Infrastructure

Credit information infrastructure, including credit bureaus, registries, and rating
systems, plays a crucial role in addressing the information asymmetry challenges that
underlie many SME financing constraints. These institutions collect, process, and
distribute information about borrowers' credit histories and current obligations, enabling
more efficient risk assessment and potentially expanding access for firms without
traditional collateral or established banking relationships.

The coverage, depth, and accessibility of credit information systems vary
significantly across contexts, creating corresponding variations in SME financing
environments. Ghulam et al. (2025) find that increased credit information sharing
paradoxically leads to higher rejection rates for SME loan applications in European
countries, suggesting that while information sharing reduces asymmetry, it may also
increase visibility of negative credit information, potentially disadvantaging some
borrowers.

The specific credit information elements that influence loan application outcomes
include historical repayment behavior, current debt levels, court judgments, and credit

inquiries. The absence of comprehensive credit information systems in many developing
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economies creates particular challenges for SMEs in these contexts, as lenders have
limited ability to distinguish between high-quality and low-quality borrowers without
traditional signals like audited financial statements or substantial collateral.

The challenges in developing effective credit information infrastructure include
balancing privacy concerns with information needs, ensuring data accuracy and
timeliness, and creating appropriate governance structures for information sharing.
Additionally, the "credit invisibility" of many SMEs, particularly newer firms and those
operating in informal or semi-formal sectors, limits the effectiveness of credit
information systems even where they exist, as these businesses lack the documented

credit histories necessary for meaningful assessment.

2.5.3 Macroeconomic Conditions

Macroeconomic conditions, including economic growth rates, inflation levels,
interest rate environments, and currency stability, create the broader context within which
SME financing decisions occur. These conditions influence both the supply of credit
from financial institutions and the demand for financing from SMEs, with significant
implications for loan application outcomes.

Economic growth rates directly impact SME financing through multiple channels.
Stronger growth typically improves SMEs' financial performance and repayment
capacity, enhancing their creditworthiness from lenders' perspectives. Additionally,
positive economic conditions generally increase banks' risk appetite and liquidity,
expanding their willingness to lend to smaller or less established firms. Conversely,
economic downturns typically lead to credit tightening, with SMEs often experiencing
disproportionate impacts due to their perceived higher risk and more limited financing

alternatives.
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Interest rate environments similarly influence SME financing dynamics. Higher
interest rates increase borrowing costs, potentially making some projects financially
unviable and reducing overall credit demand. Additionally, rising interest rates typically
lead to stricter lending standards as banks anticipate increased default probabilities,
particularly for more vulnerable borrowers like SMEs. The interest rate sensitivity of
SME financing highlights the importance of monetary policy decisions for this segment
of the economy.

Exchange rate volatility creates additional challenges for SMEs engaged in
international trade or operating in highly import-dependent sectors. Currency fluctuations
can significantly impact these firms' financial performance and repayment capacity,
increasing their perceived risk from lenders' perspectives. This vulnerability is
particularly pronounced in developing economies with less stable currencies and limited

hedging options for smaller firms.

2.5.4 Policy Interventions and Support Programs

Government policies and support programs specifically targeting SME financing
represent important elements of the institutional environment across many contexts.
These interventions aim to address market failures in SME financing through various
mechanisms, including credit guarantees, interest subsidies, directed lending programs,
and capacity building initiatives.

Credit guarantee schemes represent particularly widespread policy interventions,
with governments or specialized institutions providing partial guarantees to lenders to
reduce their risk exposure when financing SMEs. Saidi (2024) finds that in Zambia,
credit guarantee schemes have significantly enhanced SME access to finance by partially

substituting for traditional collateral requirements. These schemes effectively distribute
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risk across multiple stakeholders, enabling lending to businesses that would otherwise be
excluded due to insufficient security.

Interest subsidy programs represent another common policy approach, with
governments subsidizing interest rates for specific borrower categories or priority sectors.
Ali (2015) recommends that the Bangladeshi government develop interest rate caps and
subsidized loan programs for SMEs, interventions that address affordability barriers
while potentially creating market distortions if not carefully designed and implemented.

Directed lending programs, where financial institutions are required or
incentivized to allocate specific portions of their loan portfolios to SMEs, represent more
direct policy interventions in credit allocation. While these programs can increase overall
credit availability for the SME segment, their effectiveness depends significantly on
implementation quality and complementary measures to address fundamental constraints
beyond simple credit supply.

Capacity building programs targeting both SMEs and financial institutions
represent more indirect but potentially sustainable policy approaches. These initiatives
aim to address underlying capability gaps that contribute to financing constraints,
including financial management skills for SMEs and SME-specific lending
methodologies for financial institutions. By enhancing the capabilities of market
participants rather than directly intervening in market outcomes, these approaches may

create more lasting improvements in financing ecosystems.

2.5.5 Financial Performance and Profitability
The financial performance and profitability of SMEs emerge as critical factors
influencing loan application outcomes across diverse contexts. Strong financial indicators

signal repayment capacity and business viability to potential lenders, directly addressing
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their primary concern of credit risk. Wasiuzzaman and Nurdin (2019) find that financial
performance positively influences Malaysian SMEs' debt financing decisions, with more
profitable firms both more likely to seek and to obtain formal bank financing.

The specific financial indicators that influence loan application outcomes include
profitability ratios, liquidity measures, leverage levels, and growth trends. Anwar and
Pujiyono (2013) demonstrate that total assets and profit have significant positive effects
on Indonesian SMEs' probability of taking loans, highlighting the importance of both
scale and performance in financing decisions. Similarly, Ikechi and Anthony (2021) find
that Nigerian banks consider profitability and cash flow generation capacity when
assessing SME loan applications, with stronger performers receiving more favorable
consideration.

The theoretical foundations for the importance of financial performance stem
from its role in signaling creditworthiness in contexts of information asymmetry. Strong
financial indicators provide concrete evidence of business viability and repayment
capacity that can partially overcome the information gaps between borrowers and lenders.
Additionally, better financial performance typically enables firms to contribute more
internal funds to proposed projects, reducing the loan-to-value ratios that concern lenders
and demonstrating owner commitment.

The challenges many SMEs face in demonstrating strong financial performance
include business cycle fluctuations creating temporary downturns even in fundamentally
sound businesses, industry-specific factors affecting performance metrics regardless of
management quality, and the limited financial track records of newer firms despite
promising business models. Additionally, the financial management practices discussed
in Section 4 significantly influence firms' ability to document their actual performance,

creating potential disconnects between operational reality and formal financial indicators.
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2.5.6 Business Structure and Formalization

The legal structure, organizational formality, and governance arrangements of
SMEs significantly influence their loan application outcomes across different contexts.
More formalized business structures typically enhance financing prospects by providing
clearer ownership arrangements, greater operational transparency, and stronger legal
foundations for lending relationships. Evelyn et al. (2012) find that in Tanzania, banks
prefer lending to more formalized SMEs due to their greater transparency and legal
recourse options in case of default.

The specific structural elements that influence loan application outcomes include
legal registration status, separation of ownership and management, presence of boards or
advisory structures, and clarity of succession arrangements. Houssien (2014) notes that in
Egypt, banks are more willing to lend to formally registered businesses with clear
ownership structures compared to informal enterprises despite similar operational scales
and business models. This preference reflects both regulatory requirements for lenders
and the reduced information asymmetry associated with more formalized operations.

The challenges many SMEs face in establishing appropriate business structures
include the costs and complexity of formalization processes, limited understanding of
different legal forms and their implications, and cultural or family factors that may
complicate governance arrangements. Additionally, the benefits of formalization often
accrue gradually while costs are immediate, creating short-term disincentives despite

potential long-term advantages, including enhanced financing access.
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2.5.7 Owner/Manager Characteristics

The personal characteristics, capabilities, and backgrounds of SME owners and
managers emerge as significant factors influencing loan application outcomes across
diverse contexts. These individual attributes signal management quality and commitment
to potential lenders, addressing key dimensions of credit risk assessment beyond purely
financial indicators. Boushnak et al. (2018) identify owner/manager character and
capacity as critical factors in credit decisions for Egyptian SMEs, highlighting the
importance of human capital in lending decisions.

The specific owner/manager characteristics that influence loan application
outcomes include educational background, industry experience, financial literacy,
personal credit history, and demonstrated commitment through personal investment.
Anwar and Pujiyono (2013) find that education has a significant positive effect on
Indonesian SMEs' probability of taking loans, suggesting that human capital factors
influence both demand for and access to formal financing. Similarly, Abdulsaleh and
Worthington (2016) find that Libyan bankers consider owner character and capability
when assessing SME loan applications, with these personal factors sometimes
outweighing purely financial considerations.

The theoretical foundations for the importance of owner/manager characteristics
stem from the particularly close connection between individual and enterprise in smaller
businesses. Unlike larger corporations with distributed management and governance
structures, SMEs typically reflect the capabilities, decisions, and commitment of their
owners directly. This connection makes personal characteristics highly relevant to credit
risk assessment, particularly in contexts where formal financial information may be

limited or unreliable.
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The challenges in effectively leveraging owner/manager characteristics in loan
applications include the subjective nature of many character assessments creating
potential for bias or inconsistency, the difficulty of formally documenting or quantifying
many relevant attributes, and the potential privacy concerns associated with personal
information disclosure. Additionally, cultural factors may influence how personal
characteristics are perceived and valued across different contexts, creating variations in

their impact on financing outcomes.

2.5.8 Sectoral Considerations and Risk Perceptions

The industry sectors in which SMEs operate significantly influence their loan
application outcomes across different contexts. Sectoral factors affect perceived risk
levels, expected growth trajectories, collateral characteristics, and overall lending
appetites among financial institutions. Evelyn et al. (2012) note that Tanzanian banks are
skeptical toward sectors perceived as too risky, including startups and agricultural
ventures, despite their economic importance and potential viability.

The specific sectoral characteristics that influence loan application outcomes
include historical performance and volatility within industries, tangibility of assets
typically employed, regulatory environments, and growth prospects. Ramcharran (2017)
finds that in Thailand, SMEs in manufacturing sectors generally have better financing
access than those in services due to their more substantial tangible asset bases that can
serve as collateral. Similarly, Wangmo (2017) reports that in Bhutan, banks demonstrate
clear sectoral preferences in their SME lending, with tourism and established retail
businesses receiving more favorable consideration than agricultural or innovative

technology ventures.
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The challenges many SMEs face regarding sectoral considerations include limited
ability to alter their fundamental business activities to match lender preferences, the
potential mismatch between economically promising sectors and those favored by
traditional lending approaches, and the self-reinforcing nature of sectoral lending patterns
where limited historical lending to specific sectors creates information gaps that
perpetuate financing constraints. Additionally, rapid technological and market changes
can quickly alter the risk profiles of different sectors, creating potential disconnects
between established lending patterns and emerging economic realities.

The optimization strategies available to SMEs regarding sectoral considerations
include developing comprehensive understanding of sector-specific lending criteria and
concerns to address them proactively in applications, highlighting differentiating factors
that mitigate common sectoral risks, and exploring specialized lenders or financing
programs targeting specific industries. Additionally, industry association participation
can provide valuable networks, information, and credibility signals that partially mitigate

sectoral concerns, particularly in less favored industries.

2.6 Cost and Procedural Barriers

This section discusses how even after an SMEs possessing strong financial
fundamentals, it faces the inherent friction of the lending process itself which often act as
a prohibitive deterrent. It explores the direct impact of high interest rates and risk-
adjusted financing costs, the administrative burden of complex application procedures,
alongside the disproportionate transaction costs and time constraints imposed on small
firms. Additionally, this section addresses the psychological barriers that drive borrower
self-exclusion, synthesizing practical optimization to systematically minimize these

procedural and financial hurdles.
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2.6.1 Interest Rates and Financing Costs

Interest rates and overall financing costs represent significant barriers to SME
loan applications across diverse contexts. The cost of credit directly impacts project
viability and repayment capacity, influencing both application decisions and approval
outcomes. Chowdhury and Alam (2017) identify high interest rates as a major obstacle
for SMEs seeking bank loans in Bangladesh, with many viable businesses unable to
generate sufficient returns to justify borrowing at prevailing rates.

The specific cost elements that influence loan application outcomes include
nominal interest rates, processing fees, insurance requirements, and collateral-related
expenses. Ali (2015) recommends that the Bangladeshi government develop interest rate
caps and subsidized loan programs for SMEs, highlighting the significance of financing
costs as barriers to access. Similarly, Houssien (2014) notes that in Egypt, high
borrowing costs discourage many SMEs in informal areas from seeking formal financing
despite potential growth opportunities that external funding could support.

The theoretical foundations for cost-related barriers stem from the risk-pricing
mechanisms in credit markets with information asymmetry. As highlighted by Stiglitz
and Weiss (1981), banks typically charge higher interest rates to borrowers perceived as
riskier, including many SMEs, to compensate for greater uncertainty and monitoring
costs. However, these higher rates can trigger adverse selection problems, where only
riskier borrowers are willing to pay premium rates, potentially creating a self-reinforcing
cycle of high rates and high risk.

The challenges SMEs face regarding financing costs include limited bargaining
power to negotiate favorable terms, difficulty demonstrating risk levels accurately due to
information constraints, and the disproportionate impact of fixed processing costs on

smaller loan amounts. Additionally, many SMEs operate in sectors with relatively low
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profit margins, making them particularly sensitive to financing costs and limiting their
ability to absorb higher interest rates compared to larger firms in more profitable

industries.

2.6.2 Application Procedures and Documentation Requirements

Complex application procedures and extensive documentation requirements
create significant barriers to SME financing across different contexts. These procedural
challenges increase the transaction costs of loan applications and create particular
difficulties for smaller firms with limited administrative capacity. Evelyn et al. (2012)
identify complicated application procedures as a significant barrier to SME financing in
Tanzania, with many viable businesses discouraged from applying due to the perceived
complexity and uncertainty of the process.

The specific procedural elements that influence loan application outcomes include
application form complexity, number of supporting documents required, verification
processes, and approval timeframes. Wasonga (2008) notes that in Kenya, lengthy and
complex application procedures significantly constrain SMEs' access to bank financing,
with many firms lacking the resources and expertise to navigate these requirements
effectively. Similarly, Wangmo (2017) identifies procedural complexity as a serious
challenge for SMEs seeking bank loans in Bhutan, with application processes often
requiring multiple submissions and revisions before consideration.

The challenges SMEs face regarding application procedures include limited
familiarity with formal banking processes, insufficient administrative capacity to compile
and maintain required documentation, and opportunity costs of time spent on application
processes rather than core business activities. Additionally, the standardized nature of

many application procedures fails to accommodate the diverse characteristics and
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circumstances of different SMEs, creating particular difficulties for non-traditional or

innovative business models.

2.6.3 Transaction Costs and Time Requirements

Beyond direct financing costs, the transaction costs and time requirements
associated with loan applications represent significant barriers for many SMEs. These
indirect costs include expenses for document preparation, travel to financial institutions,
consultant fees for application assistance, and the opportunity costs of management time
diverted from business operations. Houssien (2014) finds that in Egypt, the time and
effort required for loan applications discourage many SMEs in informal areas from
seeking formal financing despite potential benefits.

The specific transaction cost elements that influence loan application outcomes
include distance to financial institutions, application processing times, number of
required visits or meetings, and complexity of ongoing reporting requirements. Beck et
al. (2008) note that transaction costs represent a particular challenge for smaller loans, as
many costs are fixed regardless of loan size, creating disproportionate burdens for smaller
SMEs with more modest financing needs.

The challenges SMEs face regarding transaction costs include limited resources to
absorb non-core expenses, difficulty quantifying and budgeting for uncertain application
costs, and the regressive nature of many transaction costs relative to firm size.
Additionally, the uncertain outcomes of loan applications create risk in transaction cost
investments, with resources potentially wasted on unsuccessful applications, further

discouraging marginally qualified applicants.
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2.6.4 Psychological Barriers and Optimization Strategies

Beyond tangible costs and procedures, psychological barriers significantly
influence SME financing decisions across different contexts. These barriers include fear
of rejection, concerns about losing control, reluctance to share financial information, and
general distrust of financial institutions. Dung and Ngan (2024) find that psychological
factors significantly influence Vietnamese SMEs' inclination to apply for bank loans,
with many viable businesses self-excluding from formal financing due to these intangible
barriers.

Several evidence-based strategies emerge from the literature for optimizing SME
approaches to cost and procedural barriers. Conducting comprehensive cost-benefit
analyses of financing options represents a foundational approach, ensuring SMEs
accurately assess the full implications of different choices rather than focusing
exclusively on interest rates or application complexity. This analysis should include both
direct costs and opportunity costs of different financing approaches, potentially revealing
that seemingly expensive formal financing may be more economical than alternatives
when all factors are considered.

Developing standardized documentation packages that can be efficiently updated
for different applications offers another valuable strategy, reducing the marginal cost of
each application and enabling SMEs to respond quickly to financing opportunities.
Similarly, investing in financial management capacity building for key personnel
enhances efficiency in navigating application procedures while generating broader
operational benefits beyond specific financing transactions.

Exploring specialized lending programs targeting specific SME segments can
identify opportunities with streamlined procedures or preferential rates, potentially

reducing both financial and procedural barriers. Additionally, leveraging technology
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platforms for loan applications and documentation submission, where available, can
significantly reduce transaction costs and time requirements compared to traditional
paper-based processes.

Building banking relationships before specific financing needs arise, as discussed
in Section 6, can reduce both procedural complexity and financing costs over time as
lenders become more familiar with the business. Similarly, joining industry associations
or SME networks provides access to shared knowledge about financing options and
application strategies, potentially identifying more efficient pathways to formal
financing.

The optimization of approaches to cost and procedural barriers represents a
critical pathway for improving SME loan application outcomes. By developing more
efficient strategies for navigating these challenges, SMEs can reduce the effective

barriers to formal financing while strengthening their overall management capabilities.

2.7Emerging Trends and Future Directions
This section examines how digital transformation is actively dismantling
traditional procedural and documentation barriers and explores the rise of ESG-focused
sustainable financing alongside the disruptive potential of non-traditional fintech
intermediaries. It also highlights how recent systemic shocks have permanently

accelerated digital integration and underscored the critical need for borrower resilience.

2.7.1 Digital Transformation in SME Financing
Digital transformation is fundamentally reshaping SME financing landscapes
across diverse contexts, with technological innovations creating new opportunities to

address traditional barriers. Digital lending platforms represent a particularly
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transformative development, leveraging technology to streamline application processes,
automate assessment procedures, and deliver faster lending decisions. By reducing the
procedural complexity and time requirements identified by Evelyn et al. (2012) as
significant barriers in Tanzania, these platforms potentially expand access for SMEs that
find traditional application processes prohibitively burdensome.

Alternative data analytics are increasingly complementing traditional credit
assessment methods, with potentially significant implications for SMEs with limited
formal documentation. By analyzing non-traditional data sources, including digital
payment records, online business activities, and telecommunications data, these
approaches can generate insights into business viability even for firms lacking
conventional financial statements. This innovation directly addresses the documentation
challenges identified by Aldaba (2012) in the Philippines, potentially expanding access
for SMEs that cannot meet traditional documentation requirements.

Mobile banking and payment systems are increasingly serving as entry points to
broader financial services for previously underserved SMEs. By providing accessible
transaction capabilities, these systems generate digital footprints that can later support
credit assessments and relationship building with formal financial institutions. This
progression represents a potential stepping stone approach to addressing the banking
relationship challenges identified by Erdogan (2018) in Turkey, particularly for SMEs in

regions with limited physical banking infrastructure.

2.7.2 Sustainable Financing and Financial Technology
Sustainable and green financing represents an emerging trend in SME lending
landscapes, with growing attention to environmental, social, and governance (ESG)

factors in financing decisions. The integration of sustainability criteria into lending
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decisions is gradually reshaping risk assessment frameworks across financial institutions,
creating both challenges and opportunities for SMEs depending on their environmental
footprint and strategic alignment with sustainability trends.

Dedicated green financing products for SMEs are emerging in many markets,
offering specialized funding for environmentally beneficial investments or business
models. These products typically provide financing for specific purposes such as energy
efficiency improvements, renewable energy adoption, or circular economy initiatives,
often with preferential terms reflecting both the positive externalities of sustainable
investments and the growing strategic importance of green portfolios for financial
institutions.

Financial technology (fintech) innovations are creating alternative financing
channels that bypass traditional banking intermediation. Peer-to-peer lending platforms
directly connect businesses seeking funds with individuals or institutions willing to
provide financing, potentially addressing some of the banking sector structure challenges
identified by Ghulam et al. (2025) in European markets. By introducing new competitive
dynamics and diverse risk appetites into the financing ecosystem, these alternative
models may expand options for SMEs that face constraints in conventional banking

channels.

2.7.3 Post-Pandemic Financing Landscape

The COVID-19 pandemic has significantly reshaped SME financing landscapes,
accelerating some pre-existing trends while creating new challenges and opportunities.
The widespread adoption of digital channels for financial services during lockdown

periods has normalized remote interactions between SMEs and financial institutions,
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potentially reducing the transaction costs associated with physical branch visits identified
as barriers in multiple studies.

Government support programs implemented during the pandemic have
demonstrated the potential effectiveness of public interventions in SME financing
markets, with many countries introducing or expanding credit guarantee schemes, interest
subsidies, and direct lending programs. These interventions have provided valuable
natural experiments in policy approaches, generating insights that may inform more
effective support mechanisms in post-pandemic contexts.

The pandemic has also highlighted the importance of financial resilience for
SMEs, with firms' pre-crisis financial management practices significantly influencing
their survival and recovery trajectories. This experience may increase both SME demand
for appropriate financing structures and financial institutions' attention to resilience
factors in lending decisions, potentially creating more sustainable financing relationships
in the long term.

The future trajectory of SME financing likely involves increasing integration of
different innovations into comprehensive ecosystems. The combination of digital
platforms, alternative data analytics, mobile systems, and sustainable financing
approaches potentially creates synergistic effects that address multiple traditional barriers
simultaneously. This integrated approach might eventually enable truly end-to-end digital
financing journeys for SMEs, from initial application through assessment, disbursement,
monitoring, and repayment, with corresponding efficiency and accessibility benefits

throughout the process.
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2.8 Synthesis and Practical Implications
This section synthesizes the reviewed empirical evidence into a cohesive,
multidimensional framework for optimizing SME loan applications. It also outlines
systemic implications for financial institutions and policymakers seeking to alleviate

market frictions.

2.8.1 Integrated Framework for SME Loan Application Optimization

The preceding sections have examined diverse factors influencing SME loan
applications across different contexts. This synthesis integrates these insights into a
comprehensive framework for understanding and optimizing application outcomes. The
framework conceptualizes successful loan applications as resulting from the alignment of
four key dimensions: information quality, security arrangements, relationship capital, and
institutional context.

Information quality encompasses the documentation and transparency factors
examined in Section 4, including financial record keeping, business plan development,
and overall information transparency. This dimension directly addresses the information
asymmetry challenges identified in the theoretical framework, providing lenders with the
data necessary for accurate risk assessment. The evidence consistently demonstrates that
investments in information quality yield significant returns in terms of loan application
outcomes across diverse contexts.

Security arrangements incorporate both traditional collateral and alternative
approaches examined in Section 5. This dimension addresses lenders' need for risk
mitigation mechanisms in contexts of incomplete information and uncertain enforcement.
While traditional collateral requirements often create significant barriers for SMEs, the

evidence suggests that innovative approaches to security, including movable asset
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utilization, guarantee schemes, and cash flow-based structures, can effectively address
lenders' security needs while accommodating SMEs' asset limitations.

Relationship capital encompasses the banking relationship factors examined in
Section 5, including relationship duration, communication quality, and track record
development. This dimension leverages the mechanisms identified in relationship
banking theory to mitigate information asymmetry through repeated interactions and
accumulated knowledge. The evidence consistently demonstrates that investments in
relationship development yield significant benefits for loan application outcomes,
particularly when established before specific financing needs arise.

Institutional context incorporates the environmental factors examined in Section
7, including legal frameworks, banking sector structure, and credit information
infrastructure. While individual SMEs have limited ability to influence these contextual
factors directly, understanding their implications enables more effective navigation of
specific institutional environments. Additionally, collective action through industry
associations and policy advocacy can gradually influence institutional development in
directions that support improved SME financing access.

This integrated framework highlights the interconnected nature of different
factors influencing loan application outcomes. Weaknesses in one dimension can
potentially be offset by strengths in others, creating multiple pathways to successful
outcomes. For example, limited traditional collateral might be offset by strong
relationship capital, while information limitations might be mitigated by innovative
security arrangements. This multidimensional perspective suggests that SMEs should
develop comprehensive optimization strategies rather than focusing exclusively on single

factors.
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2.8.2 Practical Recommendations for SMEs

Based on the integrated framework and empirical evidence reviewed, several
practical recommendations emerge for SMEs seeking to optimize their loan application
outcomes. These recommendations provide actionable guidance across the key
dimensions identified in the framework, recognizing that specific approaches may require
adaptation to particular contexts and circumstances.

For enhancing information quality, implementing formal accounting systems
represents a foundational recommendation, with even basic systems significantly
improving financial record quality compared to informal methods. Engaging professional
accounting services, whether through permanent staff or outsourced arrangements,
provides another valuable approach, bringing specialized expertise to financial
management processes. Developing standardized reporting templates aligned with
lenders' requirements enables more efficient information presentation, while investing in
financial management training for owners/managers builds internal capacity for sustained
improvements.

For business plan development, utilizing structured templates and guidelines
provided by financial institutions or business development organizations can significantly
enhance quality and relevance. Seeking external review and feedback on business plans
before submission identifies weaknesses and gaps that might otherwise undermine
application success. Incorporating realistic scenario analysis rather than single-point
projections enhances credibility with lenders by demonstrating risk awareness and
contingency planning.

For optimizing security arrangements, conducting comprehensive asset audits
ensures identification of all potential collateral sources, including those that might not

initially be recognized as valuable security. Formalizing asset ownership through proper
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registration and documentation addresses a common barrier to collateral utilization,
particularly in contexts with less developed property rights systems. Exploring alternative
collateral options beyond traditional real estate, including equipment leasing, inventory
financing, and accounts receivable factoring, can unlock financing for SMEs with limited
conventional assets.

For building relationship capital, establishing banking relationships before
specific financing needs arise creates familiarity and information channels that can
significantly improve outcomes when loans are eventually required. Developing
structured communication protocols for regular updates to relationship managers ensures
consistent information flow even during busy operational periods. Strategically utilizing
smaller banking services to build track records before seeking larger loans represents
another effective approach, particularly for newer firms without established credit
histories.

For navigating institutional contexts, researching specific requirements and
preferences of different financial institutions enables targeted applications to those most
aligned with the firm's characteristics and needs. Participating in industry associations
provides access to collective knowledge about financing options and application
strategies while potentially creating advocacy channels for addressing institutional
barriers. Exploring specialized lending programs targeting specific SME segments can
identify opportunities with more favorable terms or requirements based on sector, size, or

ownership characteristics.

2.8.3 Implications for Financial Institutions and Policymakers
The findings of this review have significant implications for financial institutions

seeking to serve the SME segment effectively. Developing specialized assessment
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methodologies that balance standardization with flexibility can improve risk evaluation
while accommodating SME diversity. Investing in relationship manager training
specifically focused on SME dynamics enhances the quality of both assessment and
ongoing relationship management. Exploring alternative data sources and assessment
techniques, including psychometric testing, digital footprint analysis, and cash flow-
based evaluation, can complement traditional financial analysis for more comprehensive
risk assessment.

For policymakers, several implications emerge for enhancing SME financing
ecosystems. Strengthening legal frameworks for secured transactions, particularly
regarding movable assets, can significantly expand the range of assets SMEs can
effectively utilize as collateral. Developing credit information infrastructure with
appropriate coverage, depth, and accessibility addresses fundamental information
asymmetry challenges while potentially reducing reliance on traditional collateral.
Implementing well-designed credit guarantee schemes can effectively distribute risk

across stakeholders while expanding access for viable SMEs with limited security.

2.8.4 Research Gaps and Future Directions

Despite the substantial literature on SME financing, significant research gaps
remain that future studies could productively address. Longitudinal research examining
how financing relationships evolve over time would provide valuable insights into the
dynamic aspects of SME financing that cross-sectional studies cannot capture.
Comparative studies using consistent methodologies across different contexts would
enhance understanding of how institutional environments influence financing dynamics

and the transferability of successful approaches across contexts.
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Experimental and quasi-experimental designs would strengthen causal inference
regarding the impact of different interventions on financing outcomes, providing more
definitive evidence to guide both SME strategies and policy development. Research on
emerging digital approaches to SME financing would enhance understanding of how
technological innovations might address traditional barriers and create new opportunities

or challenges for different SME segments.

2.9 Chapter Conclusion

This literature review has examined the factors influencing SME bank loan
applications across diverse contexts, synthesizing insights from multiple theoretical
perspectives and empirical studies to develop an integrated understanding of this critical
economic challenge. The review has identified several key themes that consistently
emerge across different contexts despite variations in specific manifestations and relative
importance.

Information asymmetry emerges as a fundamental challenge underlying many
SME financing constraints, with limited information flow between borrowers and lenders
creating barriers to efficient credit allocation. This asymmetry manifests through
documentation challenges, transparency limitations, and assessment difficulties that
collectively constrain financing access despite the economic viability of many SMEs. The
evidence consistently demonstrates that investments in information quality through
improved financial record keeping, business plan development, and transparent
communication can significantly enhance loan application outcomes by directly
addressing this core challenge.

Collateral requirements represent another persistent barrier across diverse

contexts, with traditional security approaches often misaligned with SME asset structures
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and formalization levels. The review highlights the potential of alternative security
methods, including movable asset utilization, guarantee schemes, and cash flow-based
lending, to address lenders' risk concerns while accommodating SMEs' asset limitations.
These innovative approaches potentially expand financing access for viable businesses
that cannot meet conventional collateral requirements despite sound business models and
repayment capacity.

Relationship banking emerges as a critical mechanism for overcoming
information and collateral constraints, with evidence consistently demonstrating the value
of long-term banking relationships for enhancing SME financing access. The soft
information generated through repeated interactions complements formal documentation
in risk assessment, potentially reducing reliance on traditional collateral and streamlining
application processes. This relationship dimension highlights the importance of proactive
engagement with financial institutions before specific financing needs arise, creating
foundations for successful applications when funding is eventually required.

Institutional environments significantly influence SME financing dynamics across
different contexts, with legal frameworks, banking sector structures, and credit
information infrastructure creating the broader context within which lending relationships
develop. While individual SMEs have limited ability to influence these contextual factors
directly, understanding their implications enables more effective navigation of specific
institutional environments. Additionally, collective action through industry associations
and policy advocacy can gradually influence institutional development in directions that
support improved SME financing access.

The theoretical contributions of this review include the development of an
integrated framework that conceptualizes successful loan applications as resulting from

the alignment of four key dimensions: information quality, security arrangements,
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relationship capital, and institutional context. This multidimensional perspective
highlights the interconnected nature of different factors influencing application outcomes
and suggests that weaknesses in one dimension can potentially be offset by strengths in
others, creating multiple pathways to successful outcomes.

The practical implications of this review are substantial for multiple stakeholders.
For SMEs, the findings provide actionable guidance for optimizing loan applications
through strategic investments in information quality, innovative approaches to security
arrangements, proactive relationship building, and effective navigation of institutional
contexts. For financial institutions, the review highlights opportunities to enhance SME
lending through specialized assessment methodologies, relationship manager training,
and alternative data utilization. For policymakers, the findings suggest targeted
interventions to address market failures in SME financing, including legal framework
enhancements, credit information infrastructure development, and well-designed
guarantee schemes.

The limitations of this review include its focus on traditional bank financing
despite the growing importance of alternative financing sources, its emphasis on factors
within SMEs' control or influence rather than broader macroeconomic conditions, and the
inherent challenges in synthesizing findings across diverse contexts with different
institutional environments and development levels. Additionally, the rapid evolution of
digital approaches to SME financing means that some emerging trends may not be fully
captured in the existing literature.

Future research directions emerging from this review include longitudinal studies
examining how financing relationships evolve over time, comparative research using
consistent methodologies across different contexts, experimental designs to strengthen

causal inference regarding intervention impacts, and focused investigation of emerging
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digital approaches to SME financing. These research directions would address current
knowledge gaps while enhancing understanding of how SME financing dynamics might

evolve in response to technological, institutional, and market developments.
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CHAPTER III: RESEARCH METHODOLOGY

The chapter outlines the philosophy and approach of research, design of the
research, methodology of data collection, methodology of data analysis and
recommended limitations of the research. It gives a clear description of the
methodological choices of the research process and provides a proper assessment on the

findings that are portrayed in later chapters.

3.1 Research Philosophy and Approach
3.1.1 Research Paradigm

The paradigm underpinning this study is that an interpretivist paradigm is based
on the fact that the intricate nature of the dynamics surrounding the processes of SME
loan approvals in India can only be appreciated through subjective experiences and views
held by various stakeholders. The interpretivist approach was chosen since the study will
not only focus on the explicit determinants that impact on the processes of loan approval,
but will also focus on the automatic decision making processes, institutional cultures and
relationship processes that will determine the fate of SMEs seeking funding.

The ontological stand taken in this study acknowledges that financial decision-
making reality is a social construct of the interaction, perception and practice of the
different actors in the lending ecosystems. This stance recognizes that decisions to
approve loans are not those of technical evaluation of decision-making on objective
principles, but they depend on institutionalized norms, subjectivity, the legislation in the
environment in which a lender and a borrower operate, and power dynamics.

To a great extent, this study is epistemologically justified by the attitude
according to which the knowledge about the issues of SME financing can most

successfully be produced via direct involvement into the experiences and visions of the
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people, who are involved into the process. This method embraces the richness and depth
of knowledge that qualitative inquiry can bring about as well as involves the inclusion of

quantitative aspects to give structural knowledge of the phenomenon being studied.

3.2.2 Grounded Theory Approach

The study utilized a grounded theory approach, which was quite suitable
considering the exploratory character of the research as well as the necessity to create the
theoretical findings that are deep-seated with empirical pieces of information. The choice
of the grounded theory was based on a few considerations: First, it offers a systematic yet
adaptable method to qualitative research allowing theory to be developed out of data and
not to be tested at hand in advance.

Constrained Existing Theory: Although there is a lengthy body of literature on
topics of SME financing in developed economies, the nature of the loan approval process
in the Indian setting, especially the coexistence of formal and informal inputs is under-
theorized.

Complex Social Processes: This is because the steps used in the process of loan
approval entail complex social interactions, institutional practices, as well as decision-
making processes which are hard to explain using pure deductive types of thinking.

Several Stakeholder Perspectives: The focus of grounded theory on constant
comparison of the various data proved to be ideal in the analysis of the various
perceptions of credit managers, sales managers, branch managers, and SME owners.

Practical Application: The study did not just intend to build theoretical knowledge
but also to draw practical implications, which may be used to enhance the performance of
SMEs in search of financing as is the focus of the grounded theory that builds meaningful

conceptual frameworks.
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Grounded theory was used in this study under the constructivist views proposed
by Charmaz (2008) which recognizes the active role of the researcher in the co-
construction of meaning through the interaction of researcher and the data as well as the
participants. This approach involved:

e The interview data will be open coded in a preliminary step to be able to find
emergent concepts.

e Coded narrow to come up with and expand major themes.

e A theoretical coding to create relationships among categories.

e Memo-writing on the research process to memorize the insinuations of the
analytical phases.

e Theoretical sampling to follow new theoretical directions.

e Comparison of data sources and groups of participants on a constant basis.

3.2 Research Design

3.2.1 Multi-Phase Research Design

The study used a multi-phase design whereby it took place over the span of a year
i.e. April 2024-March 2025. This longitudinal study provided opportunities to collect and
analyze data in an iterative manner and thus emerging information could be used in the
following stages of the study. The multi-phase design itself was especially helpful in
building up a full-fledged picture of the process of loan approval of SMEs in multiple
lenses and testing practical interventions based on the preliminary results. The study was
organized in the form of four rather different but interrelated phases:

Phase 1 - SME Owner Interviews: This phase has provided the background

knowledge of issues faced by SMEs based on the borrower insight and use it to formulate

71



interview procedures in the following phases. Ten owners of SMEs were interviewed,

and the interviews were focused on:

Government schemes of SME financing.
Documentation needs and problems.

Problems of access to information and asymmetry.
Application processes and procedures.

Perceived impediments to loan application.

Phase 2 - Lending Institution Interviews: This was a vital stage as it offered

important information on the lender aspect and the formal and informal aspects that play

a role in the decision to give a loan. It was based on the interviews with 25 banking

people (14 credit managers and 11 sales managers and branch managers of various

financial institutions: KOTAK, AXIS SBI, BOB, ICICI, HDFC, PNB, RNSB, EFL, and

INDUSIND). These interviews explored:

Nevertheless, documentation and assessment criteria that are needed.
Factors in decision making in approval of loans.

CMA data analysis and critical financial ratio.

Frequented rejection criteria and their relative weight.

SME lending policies and practices within the institutions.

Phase 3 - Case Study Selection and Implementation: Two SMEs whose loan

applications had been declined because of the CMA data report were chosen to do

detailed case study based on the results of the previous two phases. This experimental

method made it possible to practically test the results of the interviews conducted in
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various stages and to give objective evidence of the success of the specific interventions.
This phase involved:

e Sufficient researches of loan applications that were rejected.

e Determination of certain reasons of CMA that led to rejection.

e Creation of specific intervention to impact these aspects.

¢ Introduction of changes in projection.

e Re-application of the loans to the financial bodies.

Phase 4 - Follow-up Interviews and Integration: It is an integrative stage, which
allowed triangulating results of various stakeholder groups and was able to develop a
comprehensive picture of the SME lending process. It also assembled both of SME and
lending institution representatives in order to talk about:

e Issues and difficulties on either side.
e Possible solution and best practices.
e Responses on the case study results.

e Implications of policy and practice.

3.2.2 Case Study Design

The research case study used experimental design to assess the feasibility of the
application of experiences obtained during the interview phases. A sample of two SMEs
unsuccessful in their loan applications criteria was taken as follows:

Representativeness: The SMEs sampled were found to have factors of rejection
that had been found to be common during the processes of the interviews.

Diversity: The SMEs were diverse in terms of industries and the magnitude of

their companies in order to improve the transferability of the results.
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Readiness to be involved: The owners of SME were ready to provide detailed
financial and application data and to make changes on the suggested recommendations.
Potential Reapplication: The SMEs were able and had plans of resrolling

financing following modifications.

The implementation of the case study took the following systematic approach:

Comprehensive Analysis: Thorough review of the initial loan applications and
documentation, financial statements and projections and Lender interaction.

Determination of Rejection Factors: Systematic analysis to ascertain certain
factors that led to rejection decision.

Intervention Design: Elaboration of specific modifications to deal with the
rejection factors that have been identified based on the findings during the interview
phases.

Implementation: The designed interventions are applied, e.g. the documentation,
financial statements, projections, and presentation are improved.

Resubmission: Forwarding of the changed applications to lending institutions.

Outcome Tracking: Tracking and recording of the application outcomes and
lender response.

Analysis; Comparative analysis of pre and post interventions applications and

outcomes.

3.2.3 Mixed-Methods Elements
Although the research was largely qualitative, some aspect of mixed-method was
added to make the findings more comprehensive and stronger. Such quantitative

components encompassed:
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Statistical Analysis of Rejection Factors: Measurement of the comparative weight
of the different rejection factors, on the basis of frequency of mention and stress in the
interviews to banking professionals.

Financial Ratio Analysis: This is a quantitative analysis of important financial

ratios in the case study applications pre- and post-intervention.

3.2.4 Research Timeline
The study was carried out during 12-month period between April 2024 to March
2025, and the progression of the study was as follows:
e April-June 2024: Preparation of interview protocols
e July-August 2024: Phase 1 - SME owner interviews and initial analysis
e September-November 2024: Phase 2 - Lending institution interviews and
analysis
e December-January 2026: Phase 3 - Case study selection and
implementation.
e February-March 2026: Phase 4 - Follow-up interviews, integration, and

final analysis

3.3 Data Collection Methods
3.3.1 Sampling Strategy and Participant Selection
The study utilized the purposive sampling technique in that it sought to include
research participants who both had the first-hand experience and knowledge that could be
applicable in the lending of loan services to SMEs in India. The sampling methodology
was aimed at capturing varied opinions on both sides of the lending process among the

SME owners who borrowed funds and banking professionals that helped in lending
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decisions.The overall sample size included 35 participants that represented three main
stakeholders groups:

Credit Managers (n=14): the credit managers were selected among the different
financial institutions in India to give their insight into the technical aspect of evaluating a
loan application, risk assessment practice, and decision-making. These were the same
subjects who were directly involved in the assessment of loan applications and the
ultimate or recommendation of approval.

Sales Managers and Branch Managers (n=11): This sample was chosen to receive
the views on customer facing parts of the lending process, business development, and
operation aspects of the lending policies implementation. These were the participants
who normally acted as go-betweens between the SME applicants and credit departments.

SME Owners (n=10): SME owners who recently sought bank financing were
enlisted to appreciate the views of the borrowers with regards to experience in applying
to secure the bank financing, difficulties in the application process, and attitude towards
the requirements of the approval process. This group would give essential insights into
the matter of information asymmetry and real life obstacles to taking the loan.

It was decided to select a sample of 35 participants since it was believed that 35
participants would provide sufficient theoretical saturation when applying the grounded
theory approach and still enable the research questions to be thoroughly examined and at
the same time provide room to conduct qualitative analysis on the acquired information.

They were sampled uniformly by selecting participants according to the banking
sector to make the sample representative of the Indian banking industry, with the banking
side having a representativeness of about 23 financial institutions into the sample, while
the non-banking financial companies were recruited into the sample as well but in a

smaller number, about 2.
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The establishment of this institutional diversity allowed the research to record the

differences in the lending policies, risk assessment methods, and decision-making process

in various types of financial institutions which operated in the Indian market.

3.3.2 Selection Criteria

The following criteria were used to select the participants:

For Banking Professionals:

No less than 5 years of experience in SME lending.

Present participation in taking loan approval decisions.
Knowledge on institutional policies and regulatory requirements.
Ready to talk in more details about the decision-making processes.

Representation at hierarchical levels in credit departments.

For SME Owners:

Having experience (less than 2 years) in applying to bank financing.
Diversity with respect to size of business, industry, and location.

Sample of e.v.b. dealers of loan applications success.

It is the desire to provide detailed information concerning their experience
of loan applications.

The representation of different levels of business development (startup,

growth, mature)

3.3.3 Interview Design& Protocols

The study used the semi-structured interviews as the main means of collecting

data. The reason behind using this approach was to offer:
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Consistency: The same questions were used to verify that all the important issues
of all the participants were covered in each category of stakeholder.

Flexibility: The semi-structured structure was permissible to discuss emerging
themes and participant-specific knowledge.

Depth: The open-ended questions stimulated in-depth answers and vivid
descriptions of experiences and views.

Comparability: Comparative analysis was made possible by the similar question
structure used with the different participant groups.

The interviews were structured to be focused on the general topics to specific
ones, as the introduction of the interviews involved general questions about the roles of
participants and their experiences prior to the narrowing down to certain aspects of the
loan approval process.

Individual yet complementary interview protocols were created on each category
of participants:

Protocol for SME Owners (Phase 1):

New venture/company history, current and past business background and

financing history.

. Past loan application experiences.

. The process of documentation preparation and submission.

. Instances of difficulty in application.

. Knowledge of deals and finance facilities with the government.
. Approval criteria perceptions and decision-making.

. Places of information and directions used.

. Recommendations to do to enhance the loan application process.
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Managerial protocol(Phase 2): Credit manager protocol:
e Experience and experience in loan approval.
e SME lending institutional policies and procedures.
e Requirements and criteria of documentation and evaluation.
e Some influential aspects of approving decisions.
e General causes of turnover of applications.
e (CMA data analysis and critical financial ratio.
e This is arigor of risk assessment methodologies.
e E.g. regulatory issues and compliance.

e Suggestions to better the loan applications by SMEs.

Sales /Branch Manager Phase 3 Protocol:
e Role in loan application- Expenses involved in the loan application
process:
e Customer service and advice to the applicants.
e Examples of problems that occur within SME applications.
e Communication between sales and credit divisions.
e Perceptions of criteria of approval and decision making.
e Rejection mechanisms of applications.

¢ Recommendations to make to the application process.

Follow-up Interviews (Phase 4) Protocol:
e Responses to the initial research results.
e Problems that have been identified that are discussed in a multi-

perspective way.
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e Comparison of possible solutions.
e Feedback on the results of the case studies.

e Interview Implementation

Face-to-face interviews were done where potential, and where an alternative
method of conducting an interview is video conferencing where it was not possible to
hold the interview because of geographical reasons or inconvenience caused by time
difference. The main areas of implementation were:

Time: Interviews were generally 60 minutes long and sufficient using the time to
discuss the issues at length.

Note-taking: Multiple interviews were developed with the help of supplementary
notes that were taken to identify non-verbal elements and immediate insights of analysis.

Language: The interviews were carried out in English but language was an option;
whereby, interviewer used Hindi or a regional language as preferred by the participants.

Location: The interviews were done in-person at the places of work of the
participants or neutral places as they chose.

Time: The interviews were arranged according to the convenience of the
participants to ensure they do not inconvenience them too much and to ensure that

participants engage as much as possible.

3.3.4 Ethical Considerations in Data Collection

Strict ethical considerations were made in the data collection process but with

specific consideration paid to:
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Informed Consent: All participants gave informed consent based on the informed
consent which was given upon being informed about the research purpose, methodology
and possible outcomes.

Signs of privacy: The identities of the participants were anonymized in all the
research products, and the contact details were eliminated in transcripts and documents.

Data Security: All information on the interview participants and documentation
materials were saved in a safe and coded and limited access format.

Voluntary Participation: Every participant was made aware of the fact that they
may pull out of the study anytime without any penalty.

Sensitive Information: Commercially sensitive information was handled with
special caution and use of financial information was particularly approved in the case
studies.

Reciprocity: The final results were returned to the participants in an act of giving

them some form of reciprocity in creating the research.

3.4 Data Analysis Techniques

3.4.1 Grounded Theory Analysis Approach

The analysis was made using constructivist grounded theory paradigm that is
proposed by Charmaz (2008) that recognizes the role of researcher as co-creator of
meaning by engaging in interaction with the participants and the data. A three-stage
coding procedure has been used in the analysis:

Initial Coding: This requirement saw a first step to line by line coding of the
interview transcripts to detect the emergent concepts and categories. Special care was

concerned with processes, actions and outcomes associated with loan approval decisions
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made in SME. Provisional codes were made initial, comparative, and based on the data,
with the usage of gerunds to identify processes and maintain the action. The
microanalysis of the data was useful in assisting:

e Decomposition of the data into discrete components.

e Very closely analyze and compare data with similarities and differences.

e Be willing to every theoretical direction.

e Determine in vivo codes that conserved language and views of

participants.

Focused Coding: At the second stage, there was a choice of the most important
and/or common starting codes and their test on large data. The most prominent categories
were created and revised, and the constant comparison of various interviews and groups
of participants was conducted to find out the patterns and variation. This process helped
to:

e Synthesize and explain bigger amounts of data.
o Identify the sufficiency and intellectual soundness of preliminary codes.
e Just to build more focused, discriminative and thoughtful categories.

e Raise the level of analytical level of description to conceptualization.

Theoretical Coding: The last step was the realization of connections between the
codes that were threefold and the processes of bringing the codes to a theory. It was
especially relevant to see the relationship existing between various determinants
influencing the loan approval and to create the comprehensive framework that might
influence the practice. This process helped to:

e State potential relationships of categories.
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e Sharpen the analysis narrative towards a theoretical orientation.
e Create a logical picture of the process of loaning to the SMEs.

e Impact the analysis into a theoretical framework.

Memo-Writing: Memo-writing was used during the analysis process, which was a
vital intermediate measure between the data collection and draft composition. Memos
served to:

e Acquire new concepts and knowledge.

e Development of codes and categories should be documented.
¢ Find out comparisons and relations.

e Write down questions and instructions of analysis.

e Create theoretical propositions.

The memos were written with the different levels of abstractions as at the initial
stage of writing the memos were descriptive memos and the subsequent memos were
written as analytical memos and also as theoretical memos. They ensured a record

keeping of the process of analysis and eased the creation of theoretical sensitivity.

Constant Comparative Analysis: Constant comparative analysis technique was
adopted during the course of analysis so as to:
e Make comparisons between data and data.
e To eliminate false categories of concepts, compare data with codes.
e Compare categories Compare categories with categories to form
theoretical relationships.
e Compare the results of various groups of participants and detect patterns

and differences.
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The comparative method was especially useful to comprehend the various views
of the owners of SMEs and banking professionals and establish the areas of convergences

and divergences in their perception of the loan approval process.

Theoretical Sampling: Theoretical sampling was used as the analysis advanced to
include the new theoretical directions as well as to narrow down the existing categories.
This involved:

¢ Providing particular new information with the help of emergent theoretical
notions.

e Expanding and developing categories and properties.

e Working out the analytical level and accuracy of the theorization.

This in reality translated to the fact that the interview protocols were improved in
the interim to dig deeper into the emerging concepts, and that the sample of case study
SMEs was selected based on the theoretical categories that were created as a result of the
analysis of the interview data.

Theoretical Saturation: Data collection and analysis proceeded to reach mythical
theoretical saturation, i.e. the data indicated that:

e Respect to the added data, no new properties of the basic categories
emerged.

e (Categories were developed excellently in nature of properties and
dimensions.

e The relations among the categories were established and proven to be

good.
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Designs of the research were multi-phase and enabled the process of theoretical
saturation as the research was able to collect and analyze data iteratively with each

analysis phase building upon the previous steps.

3.4.2 Thematic Analysis

Although grounded theory has been used as the generalized approach in the
analysis, thematic methods of analysis were also done to recognize, examine, and report
patterns in the data. The thematic analysis was conducted in accordance with 6 stages of
analysis described by Braun and Clarke (2006):

Introduction to the Data: This entailed exposure to the data by being immersed on
the data by repeatedly reading interview transcripts, and listening to audio records and
reading field notes to develop a comprehensive familiarity with the data.

Production of First Codes: Index contents of interesting characteristics throughout
the data set together and enjoy data pertinent to every code.

Themes search: Combining the codes with the possible themes, collecting all data
pertaining to each possible theme.

Reviewing Themes: -Assessing whether the themes are working relative to the
coded extracts and to the overall data, creating a thematic map of the analysis.

Defining and Naming Themes: Continued analysis to clarify the details of each
theme, and the overall narrative of the analysis, develop clear definitions of each theme
and give each theme a name.

Preparation of the Report: Choice of vivid and interesting extract examples,
ultimate review of extracts chosen, matching the analysis with the research question and

literature.
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This thematic analysis method supplemented the grounded theory analysis in
terms of providing a structured framework of finding patterns in the whole dataset as well

as making the results logically and readably structured.

3.4.3 Financial Data Analysis
The study included also the quantitative analysis of financial data, especially with
reference to the case studies to the analysis of critical financial ratios, which were
detected during the interviews. This analysis included
Ratio Analysis: Ratios were used to compute and evaluate the financial data of the
Case study SMEs in pre-intervention and post-intervention to determine weak areas as
well as areas of improvement. Some of the important ratios under analysis were:
e Debt-to-Income Ratio (DTI)
e Debt Service Coverage Ratio (DSCR)
e Current Ratio
¢ Quick Ratio
e Inventory Turnover Ratio
e Receivables Turnover Ratio
e Gross Profit Margin
e Net Profit Margin
e Return on Assets (ROA)
e Return on Equity (ROE)
The analysis was done as a comparison between ratios with that of the industry
and with the threshold values which were found by the banking professionals in the

interviews.
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Cash Flow Analysis: The case study SMEs were analysed in terms of cash flow
statements, in detail to:
¢ Determine the trends and anomalies of cash flow.
e Determine the cash flow soundness to debt service.
e The component is to determine how seasonal changes affect the cash flow.
e Interpret the operating, investing and financing cash flows.
This analysis has given a picture of the cash flow management capacity of the
SME:s and helped to create better financial projections.
Financial Projection Analysis: the financial projections filled in the original and
amendments loan applications were analyzed on the following:
e [Evaluate the reality and truthfulness of the projections.
e Find assumptions and justification of those assumptions.
e Check the consistency of various financial statements.
e Compare the projected performance and the past performance.
e Test how responsive the major variables are to variation.
This analysis enabled to determine some weakness in the initial projections as

well as make more stronger and believable projections in the revised applications.

3.4.4 Cross-Case Analysis

The cross-case analysis techniques were used in the case study part of the
research to compare or contrast the two cases of SMEs. This analysis involved

Within-Case Analysis: The case is discussed separately to learn its peculiarities,
issues, and conclusions.

Variable-Oriented Analysis: Specific variables are compared across cases, e.g.

financial ratios, quality of documentation and lender feedback.
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Process-Oriented Analysis: Comparison of the process of loan application,
rejection reasons, intervention measures and the results of the processes in the cases.

Pattern Matching: Detection of recurrent patterns and differences between cases,
especially with reference to the performance of certain interventions.

Such cross-case methodology increased the caution of the results, it discovered
both case-specific knowledge and more generalizable trends possibly applicable to

practice.

3.4.5 Statistical Analysis of Interview Data

Although the study was rather qualitative, the interview data was analyzed using a
little bit of basic statistics analysis to determine the patterns and priorities. This included:

Frequency Analysis: It involves a count of frequency with which some factors
were raised by the respondents when discussing their impact on loan approval decisions.

Ranking Analysis: This is an analysis of how the participants ranked the relative
importance of various factors in the process of loan approval.

Cross-Tabulation: Comparing the answers of various sets of participants (e.g.,
credit managers and SME owners) in order to see their point of agreement and
disagreement.

Correlation Analysis: Investigating the connection between various aspects
indicated in the interviews.

The statistical method added to the qualitative analysis of the data, in which it
gave more structured insight into the comparison of various factors in particular

importance and the ability to compare participants groups.
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3.4.6 Validation and Triangulation

The validation and triangulation strategies were used to improve the credibility of
the analysis several times:

Data Triangulation: The results were triangulated with several sources of data in
order to enrich the research results as well as to obtain a more holistic picture of the
phenomenon:

e Interviews of various stakeholder groups.

e Paperwork of loan applications and bank policies.
e Lender feedback and outcomes of cases.

e Rules and reports in the industry.

The process of this triangulation of the data sources assisted the identification of
the homogenous and non-homogeneous aspects of various sources of perspective and
creation of a more detailed picture of the loan approval process.

Investigator Triangulation: The researcher did the major part of the analysis, but
the selected interview transcripts and early findings were examined by

e Academic colleagues holding the expertise on qualitative research.
e Banks professionals that were not part of the research.
e SME finance consultants

This independent audit assisted in determining possible biases in the analysis and
also in ensuring that the results were situated on the facts.

Member Checking: Select participants were provided to:

e Check the validity of their interview information.
e Make sure that the findings were based on their experiences and views.
e Give a point of elucidation or details.

e Increase the validity and legitimacy of the findings.
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The importance of this member checking could be specifically seen in the follow-
up interviews during the Phase 4 during which participants received a chance to provide
feedback on the initial findings as well as to help develop practical recommendations.

Negative Case Analysis: During the analysis, the focus was made on cases or data
that did not conform to the emerging patterns or disputed the thinking theoretical
framework being developed. Such bad cases were not put aside but rather provided an
opportunity to:

e Make improvement and adjustment of the emergent theory.
¢ Gain a more subtle insight into the phenomenon.

e Identify situation conditions and situational issues.

e Increase the strength of the analysis and its thoroughness.

This way made sure that the analysis was not biased towards data that would
support the existence of preconceptions but rather addressed the complete diversity of the

phenomenon.

3.4.7 Integration of Qualitative and Quantitative Analysis

The study design consisted of qualitative and quantitative components, which
required a combined method of analysis. This was integrated by use of

Sequential Integration: The outlay of the interviews in the qualitative approach
was applied to the design of quantitative analysis of financial information and the
outcome of the analysis in turn influenced the follow-up interviews.

Complementary Analysis: The qualitative and quantitative analyses provided
response to various content areas of the research questions and each of these two

approaches has its own strengths.
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Convergent Validation: The comparison of qualitative and quantitative data was
done to determine any points of convergence and divergence, which made the analysis
more valid.

Where qualitative data was utilized as well: The main use of qualitative data was
to provide a reason and context to qualitative finings, especially concerning the financial
ratio analysis.

This mixed method allowed the in depth knowledge of the SME loan approval
process than would have been known under only the qualitative or the quantitative

analysis.

3.5 Research Limitations and Challenges
3.5.1 Methodological Limitations

Although the grounded theory method was quite appropriate to the exploratory
character of the given research, it is also characterized by several limitations that must be
mentioned:

Subjectivity on Analysis: Although there are stringent steps in codification, the
qualitative data requires a subjective insight in interpretation. The researcher was a
financial professional who had experience in understanding lending processes before,
which could have affected the emergent themes identification and interpretation, which
could have led to biasness in the research.

Theoretical Sensitivity Problems: There were constant issues with balancing
theoretical sensitivity and openness to emerging ideas. The literature reading on financing
of SMEs meant that one had to make deliberate efforts to avoid foisting some
preconceived categories on the data and stay receptive to come to term with the

unexpected results.
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Complexity of Integration: I found it difficult to combine various data sets into a
comprehensive theoretical model due to the complexity of the process of loan approval
processes. Certain innuendos and situational peculiarities might have been lost during the
abstracting of the theory.

Time Intensity: Grounded theory analysis is very time intensely so the number of
iterations that could be carried out in the research time was very constrained. Further
refinement of the theoretical framework may have been made by other analytical cycles.

The case study element of the study also had certain limitations:

Few Cases: The number of SME case studies is small (two) which implies that a
generalization of the results of the interventions is required. Although the cases used were
chosen to provide a typical rejection situation, it is not a representative sample of SME
financing situations.

Complexity of the Interventions: The interventions introduced in the case studies
entailed numerous changes simultaneously on loan applications which made the isolation
of the particular effect of each change to be complex. Such complexity prevents the
establishment of the exact changes that had the greatest impact on shifting the approval
results.

Fewer Follow-ups: The time span of the research gave the chance to carry out a
short term follow-up on the results of the case study. The sustainability of the financing
arrangements and the continuing relations between the SMEs and the lenders would

require longer at a distance to be determined.

3.5.2 Sampling Limitations
The sampling technique suffered a number of limitations which could render the

results less representative and comprehensive:
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Limitations of access: It proved difficult to have access to the banking
professionals, especially credit managers who had limited time and institutional
restrictions as to external research involvement. This could also have called out a sample
of those institutions that were more receptive to external review and cooperation.

Self-Selection Bias: The decision to participate in the research was voluntary,
which might lead to the creation of a sample that is skewed towards those who have more
developed attitudes in relation to SME financing or are more eager to reveal their
experience. This sample could have been self-selected because more reticent and time-
constrained people may not have considered it.

Hierarchical Representation: Although there were attempts to capture members of
different hierarchical tiers in the financial institutions, senior executives were not well
represented because of the available access. This constraint might have led to inadequate
capture of strategic level views on policies of lending to SME.

Geographic Concentration: The practical constraints also led to a sample being
geographically concentrated in some areas in India and this may have constrained the
ability to represent regional differences in lending practices and SME finance issues.

Sector Representation: The sample of SME participants was rather narrow in
terms of the selection of sectors, which might not reflect industry-specific financing
issues and opportunities, as they were not present in the sample.

Although the number of 35 participants was adequate due to the qualitative,
exploratory character of the study, it has some limits to generalization:

Statistical Generalizability: The sample size does not allow drawing statistical
conclusions about the rest of the population of Indian banking professionals and SME
owners. The results would be interpreted so as to give some theoretical insights as

opposed to the statistically representative patterns.
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Theoretical Saturation Constraints: On the one hand theoretical saturation was
reached with limited sample; however, a larger and more heterogeneous sample could
have shown more dimensions or expressions which are not discussed in the existing
study.

Case Study Limitations: The use of two SMEs as case studies can be considered a
limitation since the research was unable to test how the interventions would work in a

variety of business situations and scenarios of rejection.

3.5.3 Generalizability Considerations

The findings of the research are inevitably wrapped into the context of SME
financing in India at the time of the research (2024-2025), or this makes it to be limited in
a few ways regarding its ability to be generalized:

Regulatory Environment: The results are placed in the context of the Indian
regulatory environment in the banking and SME financing specifically, which can vary
between different countries considerably.

Economic Conditions: The study was carried out at a specific economic time, and
its results could not be related to really divergent economic conditions or business cycle
stages.

Cultural Factors: This is due to the cultural factors of business relationships and
financial decision-making in India that might affect the findings and make them
transferable to culturally different situations.

Institutional Structures the banking sector structure in India characterized by a
combination of public, private and cooperative institutions provides a particular

institutional based context, which might not be replicated in other countries.
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SME Ecosystem: This is because the SME ecosystem of India with its support
structures, industry associations, and business practices are an important contextual
background to the findings.

The research design was more of a theoretical generalization, as opposed to
statistical generalization, and this carries particular implications:

Analytical Generalization: The results should be part of theoretical knowledge on
the processes of loan approval in the SME financing instead of being a statistically
representative account of the existing practices.

Transferability: The elaboration of research setting and characteristics of
participants is aimed at allowing the readers to form a judgment based on the
transferability of the results to other settings.

Conceptual Insights: This research has a value that resides more in conceptual
implications and theoretical paradigm than in statistical patterns to which the research can
be generalized.

Application on the ground: Although the implications of the findings are practical,
their implementation in particular context must be done by centering a lot of care on each

similarity and difference of the context to be applied to.

3.5.4 Mitigation of Limitations

However, despite the above mentioned limitations, there were a number of
measures taken to improve the research quality and its reliability:

Methodological Triangulation: A combination of interviews, document analysis,
and case studies gave an opportunity to get a variety of answers to the research questions

without focusing on a specific approach.
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Diversity of participants: Triangulation was facilitated by diversification of
participants (credit managers, sales/branch managers, and SME owners) in various
viewpoints and experiences.

Institutional Diversity: The participants were drawn on the list of various kinds of
financial institutions, i.e., public, private, and cooperative banks, which increases the
scope of the institutional opinions.

Iterative Design: The multi-phase research design made the research methods and
focus to be refined over time and emerge based on the new finding, making the research
more relevant and in-depth.

Theoretical Sensitivity: The research was sensitive to theory even though the prior
knowledge affected the research, it ensured that the study was theoretical as it involved
constant comparison, memo writing and practice.

Practical Validation: Practical validation of theoretical knowledge in practice and
results was presented in the element of case study.

Transparent Reporting: Limitation and challenges are clearly stated and debated
to allow the right interpretation of the findings.

Contextual Specificity: The contextual specificity is provided in the presentation
of the findings to make informed conclusions regarding the transferability to other
contexts.

Such mitigation strategies fail to eradicate the limitations but form a basis of a
significant interpretation and implementation of the research results in its respective

scope and context.
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3.6 Chapter Conclusion

The chapter has provided a detailed description of the research methodology that
was used to study the factors that influence the SME lending of loans in India. The study
utilised grounded theory with an interpretivist paradigm and used a multi-phase design
incorporating qualitative interviews with credit managers, sales managers, branch
managers and owners of SMEs in addition to a case study of SMEs that had initially been
refused loan application but later were approved after using specific interventions.

The methodology was meant to settle both the explicit, formal aspects that are
used to determine the loan approval decisions and the informal aspects that were used in
practice to determine these decisions. The triangulation of the two viewpoints on one side
of the lending relationship was conducted and applied in practical interventions on the
basis of the emerging insights to stimulate not only theoretical but also practical
knowledge that would enhance the outcomes of SMEs seeking finance.

All the data collection tools, such as purposive sampling, semi-structured
interviews, and a collection of documentation were well-planned and served to guarantee
full coverage of the research questions as well as diversity of the views on the SME loan
approval process. The data analysis methods such as grounded theory coding processes,
thematic analysis, financial data analysis, and cross-case analysis have offered a solid
framework of providing theoretical understanding that has been well-based on empirical
information.

Although the study has highlighted the research limitations, such as
methodological, sampling, and the generalizability aspects, the chapter has also described
the measures that have been used to reduce the research limitations and improve the
credibility of the findings. These limitations and measures are clearly reported on, which

allows one to interpret the findings correctly in later chapters.
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The approach that was presented in this chapter has spawned valuable information
about determinants of SME lending in India that has served not just theoretical but also
applied knowledge in this significant field. The results, which are outlined in the next
chapter provide important information on the SMEs wishing to obtain funding, the
financial institutions considering loan requests as well as policy makers aiming at

enhancing the availability of usual credit facilities to the SME community in India.
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CHAPTER IV: RESULTS

The chapter presents the overall results of the study. The factors identified should
be known by MSME owners and professionals who aim at improving their prospects of
receiving the financial assistance needed to grow a business and sustain the organization.

The obtained results in this chapter are divided into eight sections which are
interlinked. First, we investigate the major causes of rejection of loans given to MSMEs
such as poor documentation, poor financial ratios, bad credit history, and poor financial
statements. We then discuss the regulatory compliance provisions that have a major
effect and influence in the decision to take a loan. The chapter also explores the crucial
importance of financial forecasting and Credit Monitoring Arrangement (CMA) data in
the loan evaluation process such that the data is important in assessing the current
performance of business in the eyes of lenders in terms of business viability and repaying
the loan.

Subsequent parts of the chapter explain the significance of complete and accurate
financial projections, and the further parts explore other issues that influence loan
approval decision as determined as a result of interviews of credit managers and bank
officials. The chapter further gives case study analysis in detail, the B K Multipack
project and the Jay Datar Technocast Project, to show how these factors appear in the real

world loan production.

4.1 Key Factors Contributing to MSME Loan Rejection
Results of the research indicate that there are some crucial factors that have a
substantial effect on loan rejection to MSMEs operating within the Indian banking
industry. When conducting research and analysis using research data, the second stage of

the research was conducted through interviews with credit managers, the five main key
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factors that always stood out as the basis of loan rejection included poor documentation,
massive debt-to-income ratios, poor CIBIL scores, poor ratios and poor financial
statements. All these aspects are unique aspects of risk measurement that the lenders

perform when considering MSME loan applications.

Inadequate
Documentation

[ High Debt-to-Income Ratio ]

MSME Loan Rejection Key Factor

Criical Financial Ratios ]

Low CIBIL Score

Inaccurate Financial Statements

Figure 4.1a: Key factors affecting SME loan approval in the Indian context, Source:
(Original Work)

4.1.1 Inadequate Documentation

The quality of documentation came out as a major differentiating factor of loan
approval. At the time of physical interviewing the credit managers, sales managers and
banking employees, it was made clear that poor documentation is one of the main reasons

that hinder the process of loan approval. The term inadequate documentation is based on
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different arrangements whereby the documents that the MSMEs provide lack enough
information to enable lenders make effective decisions on loan applications. The
following types of common documentation problems were identified:

Inadequate Presentations: MSMEs often omit to provide all the documents that
are required as stipulated by the lenders. This exclusion poses instant impediments to
loans processing since credit managers are not able to process unfinished applications.
According to the study, thorough checklist method of submitting the documents enhances
the possibility of approval to a larger extent.

Missing Forms and Applications: Processing delays and possible rejection:
Incomplete forms or applications where fields are left out, in spite of submission of all
the necessary documents will cause processing delays and will actually result in outright
rejection. The credit managers, sales managers and banking professionals reported that
those applications that have missing sections regarding financial data are very
problematic since one cannot adequately assess risks.

False Information: The presentation of false or misjudged information was also
listed among the grave issues in which people may be dismissed without looking into the
case. The information given is checked by lenders against different databases, as well as
field investigations. Mismatches on the information given and the verification will
gravely affect credibility and will lead to loan rejection in most cases.

Out-of-Date Documents: Most MSMEs provide out of date documents like
expired identification document, old income statement, or financial statement of past
fiscal years. The credit managers pointed out that all documents should be up to date and
valid within the stipulated time by the lender.

Poor Quality Document: Documents that are illegible or not clear cause

difficulties in processing and the question of professionalism arises. Some credit
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managers remarked that credit applications that are returned due to poor scanning,
blurred copying, or even handwritten forms which are not easily understandable normally
turn out to be applications that are rejected.

Non-Conforming Document Formats: The lenders have certain format
requirements in the documentation. The applications not complying to these format
specification can be rejected irrespective of their content quality. This incorporates
conditions on some types of papers, digital, or standards of certifications.

Late Response to Future Documentation Requests: As lenders seek supplementary
information to make sense of an application, a slow response with MSMEs will severely
decrease the chances of approval. Proactive and timely shift in communication on
documentation was discovered as important success factor.

In order to eliminate document rejection, the study recommends that MSMEs be
able to:

e Internal control measures on document preparation.

e Keep current legal and financial records since it is standard business
practice.

e Institute methodologies of immediate reaction to extra documentation
requests.

e Please buy professional help in document preparation where required.

e Built lender relationships in order to understand the expectations of the

documentation.

4.1.2 High Debt-to-Income Ratio
The debt to income (DTTI) ratio was developed as a rather important quantitative

measure in loans. In the interview with the sales managers and credit managers, the
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second phase shows that the large correlation of debt borrowing and income is another
major cause of loans being denied. DTI ratio gives the lenders a standard micro dealing
with the financial ability of an MSME to acquire more of the debt.

Research results negate how investment is described to indicate DTI as the ratio
of monthly gross income that an MSME spends on the debt payments. Mathematically it
is obtained by aiming the total monthly payments in debt dividing them by the gross
monthly income and multiplying by 100 to obtain a percentage. This ratio is used as the
necessary indicator of financial health and the ability to manage debt.

During the second stage of interviews with the lenders institutions, they had
repeatedly stressed that despite MSMEs thinking they may manage extra debt, high DTI
ratios provide objective results of financial stress that cannot be ignored during the risk
assessment. It was revealed that several important aspects of DTI assessment exist:

Risk Assessment Tool: A high DTI ratio is indicative of the significant amount of
income that is already being held in satisfying the existing debt which leaves the
company with not much option to add more debt repayment. Such situation raises valid
fears regarding the responsibility of the MSME in handling new debt, especially in the
times when it comes to business downfalls.

Financial Pressure Indicator: A high DTI is an indicator that indicates more
financial pressure, besides immediate ability to repay, and possibly unsustainable patterns
of spending. Credit managers interpret this measure as a sign of financial management
behavior whose practices can lead to impaired business sustainability over the long term.

Regulatory Constrigues: There are several lenders, especially higher-value
lenders, that act according to tough DTI requirements as instigated by regulatory bodies
or their inherent risk management policies. These guidelines usually create limit tolerable

DTI that limits applications to be rejected outright whether with other merits or not.
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The study found that high DTI ratios were caused by a number of common causes

between MSMEs:

Debts which are accumulated in more than one credit facility without a
concomitant growth in income.

Lower profits or loss volatility of the revenue segment of the ratio.

Unruly management of expenses that adds unnecessary weight on the
monthly payments.

Excess with credit facilities in business or personal use.

Poor financial planning which results in the accrual of debts.

Although certain DTI limit differ with different lenders, in the second part of the

interview, the interviewee reports that MSMEs whose DTI ratios are less than 43 percent

have a substantially increased rate of approval. MSMESs should take into account in order

to enhance DTI ratios:

Pay off some of the current debt and then seek new credit.

Increase of income either by expansion of the business or by efficiency in
operation.

Refinancing available debt to reduce the amount of monthly debt
payments.

Enhancing cost control in order to minimise the non-debt monthly
payments.

Formulating effective financial strategies that would ensure a balanced

growth and debt management.

4.1.3 Low CIBIL Score
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As measured as credit history using CIBIL scores, credit history was found to be
an influential factor in loan approval by MSME. According to the findings of the
research, lenders use both organizational credit score and the personal credit score of
business promoter heavily in assessing loan application.

CIBIL scores are standardized parameters used to indicate credit behavior over a
period of time such as repayment history, credit usage patterns and defaults. Poor credit
history has been consistently listed by the research as a key cause of loan refusal and
almost all the interviewees in the second-phase interview cited low CIBIL scores as a
determinant to decision-making in loan refusals.

Minimum Threshold Requirements: The majority of lenders create minimum
CIBIL requirements which depend on the type of loan, its amount, and the risk appetite
of the borrower. When the applications do not meet these thresholds, they are highly
scrutinized in terms of approval irrespective of their prowess in other areas. Certain rate
limit ranges differ among different institutions, but 700 and lower was considered to have
an increased rejection percentage.

Dual Evaluation Approach: In the case of the MSME, the lenders consider the
business credit record as well as individual credit record of the key promoters or
guarantors of the business. This twofold judgment forms numerous possible failure points
as any of the failures in these scores can lead to rejection.

Predictive Value: The credit managers have always focused on the predictive
value of credit scores in determining future repayment behavior. Trends in historical
credit management as portrayed in the CIBIL scores are considered as trustworthy tips
about the kind of future financial discipline and responsibility.

Implication of Risk-Based Pricing: Despite not necessarily being rejected outright

the low scores on CIBIL normally translate to worse dealing terms such as a higher
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interest rate, more stringent collateral conditions and more repressive covenants. Such

phrases can make funding unaffordable to a number of MSMEs.

The study found that there are a number of generic causes related to poor CIBIL

scores amongst MSMEs:

Late payment on current credit facilities.

Ratios of High credit utilization ratio amongst available credit lines.

Credit checks porous with frequent inquiries with desperation as a
financing mode.

Recent default and settlement of past obligations.

Weak credit History with inadequate data to score heavily.

It is credit report inaccuracies which have never been disputed or

corrected.

The study recommends a number of measures that MSMEs may implement to

resolve CIBIL score problems:

Normally checking business and personal credit reports to verify their
accuracy.

Setting the regular, punctual payment patterns in all credit facilities.
Keeping credit usage lower than 30 of credit limit

Maintaining utilization of less than 30 per cent of credit limits

Disputing and conquering all the disputed items on credit reports.
Developing credit history tactfully by utilizing the right credit facilities.
Precise evading numerous applications of credit at once creating a variety

of enquires.

4.1.4 Critical Financial Ratios
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In addition to debt-to-income ratio, the study established that there are other
financial ratios which play a significant role in the approval of MSME loans. These ratios
give the lenders a normalized measure of different aspects of financial performance and
risk. According to the findings, the unfavorable ratios are the most common reasons that
cause loan denials despite the strengths of other elements of the application. The financial
ratios found within the research are as follows:

Debt Service Ratio (DSR): DSR, like the debt-to-income ratio, demonstrates the
amount of income which will be needed to fund debt. High DSRs were the largest and
most used reasons given by credit managers to reject an organization, especially when the
ratio rises beyond lender-specific limits. The study suggests that unstable income flow,
lowering incomes, or unstable revenues are often the causes of problematic DSRs.

Credit Utilization Ratio: This ratio is used on the percentage of the available
credit which is being used by an MSME. Margins of high credit utilization indicates that
the company may experience financial pressure, and over-dependence on credit. The
study found out that there are various most widely used causes of high credit utilization:

e Heavy credit card debt taking without paying the entire balances.
e Use of big percentage of available credits is restricted.
e Establishing new credit facilities in a relatively short period.

Loan-to-Value (LTV) Ratio: In the case of secured loans, the LTV ratio is a ratio
that is used to compare the value of the loan to the appraised value of the collateral. High
LTV ratios expose lenders to the risk of higher risk and they often lead to rejection. The
major reason that was found to result in problematic LTV ratios was lack of equity or

down payment in the secured asset.
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Payment-to-Income (PTI) Ratio: This ratio analyses the capacity of the MSME to
pay the loan repayments over the income. The study pointed out that the high PTI ratios
are caused by a number of factors:

e Excessive leveraging by committing itself to pay out more than it can
earn.

e Other debts which affect the capacity to pay.

e Otherwise, these include fluctuating incomes or intermittent patterns of
income that are project based.

The results of the research suggest that these ratios are not measured separately
but as the system of financial elements. Numerous ratios having weaknesses make risk
measurements more complex and greatly enhance the likelihood of rejection. On the
other hand, being strong in one ratio area can partially compensate some weakness in
some of the other ratio areas but this does have limitations.

Credit managers highlighted that ratio assessment has absolute and trend
measures. The waning trends of ratio values, as their absolute values might be in
acceptable values, tend to raise the curiosity of avoidance. On the other hand, there is
sometimes mitigation of borderline absolute values by improving trends.

In order to enhance financial ratio positioning, the research proposes that MSMEs
should:

e Apply regular ratio analysis as one of the financial management practices.

e Know lender expectations of their ratio in the industry and scale of
business.

e Make plans to overcome problematic ratios prior to loan application.

e Ready reasons behind any short-term ratio impairment and give plans on

how to improve.
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e Take into consideration when loans are applied as compared to
optimization of financial ratios.
e Keep a steady account of financial records that help in calculation of

ratios.

4.1.5 Inaccurate Financial Statements

The study results, especially the information obtained of Zahra Trawadi, the
working capital credit manager in Kotak Mahindra Bank, has given a flawed financial
statement as an important issue in loan refusal. Lenders base a tremendous part of their
credit determination on financial statement information, and inconsistencies or fraud on
these reports are major credit killers in execution. There are a few of assorted financial
statement problems that were recognized as frequent triggers to rejection:

Lacking Documentation: The incomplete financial statements have misplaced
pages, lack signatures, or additional schedules, which do not allow thorough evaluation
and are normally rejected. According to credit managers, sets of full documentation are
mandatory requirements in order to make any meaningful financial analysis.

Deceptive Financial Reporting: Presenting exaggerated amounts of dollar or
underreporting liabilities or exaggeration of the assets is a severe issue that often results
in the rejection in cases where the discrepancy is found during verifications. These kinds
of misrepresentations essentially harm faith in the use.

Unverifiable Income: Financial reports with claims made in regard to income that
cannot be checked by just means of normal verification do present an extremely serious
objection to approval. According to credit managers, income verification is one of the

essential elements of risk assessment that cannot be avoided.
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Financial Statement Inconsistencies: Where financial managers cannot explain the
discrepancies in financial statements across various financial statements or within a
financial statement itself, this gives an indication to financial managers as well as
accountants of inappropriate management and reporting practices. Such inconsistencies
argue of laxity or deliberate manipulation which is not credible.

Obsolete Financial Data: The submission of the financial statements, which are
not up to date, does not allow the assessment of the risk. Credit managers stressed the
necessity of the recent financial data, which would reflect the reality of the MSME:s as to
its operational performance.

Inefficient Financial Records: Unorderly or illogical financial statements that
make it difficult to have a clear financial analysis cause hindrance to approval. The
professional presentation and logical organization were outlined as the significant
features of successful applications.

Regulatory Non-Compliance: Financial statements not complying with relevant
applicable standards of accounting or with regulatory requirements bring up questions
regarding overall compliance practices and frequently are the cause of rejection.

Lack of Tax Documentation: In certain cases especially that of the self employed
or business earners who have other methods of earning revenue such as taxation, lack of
proper tax returns documentation, hampers a verification process, which often leads to
rejection.

Inequity in Asset Documentation: Assets in which there is no proper supporting
documentation facilitates claims that blunt collateral examination and the overall

evaluation of financial position.
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Hidden Obligations: Non-disclosure of existing debts, liabilities, or financial
obligations to assess the financial position correctly and in most instances, leads to
rejection in the process of verification.

Falsified Documentation: The worst type of financial statement problem is the
submission of falsified financial statements, which led to instant rejection and could lead
to judicial repercussions.

Non-Standard Financial Situations: The untypical financial situations like recent
bankruptcy, foreclosure, or major changes in life demand more clarification and
documentation which are very likely to be absent in the rejected applications.

According to the research, accuracy of financial statements is a technical
requirement, including a trust indicator. In addition to the particular information
conveyed through a financial statement, the quality and accuracy contained in a financial
statement are indicative of the overall financial management skills and transparency, both
of which are very important in determining credit risk.

To resolve financial statement problems, the study recommends that MSMEs to:

e Adopt effective financial record keeping mechanisms that allow proper
reporting.

e Make sure that there is consistency in all financial documents presented
with the loan applications.

e Give additional clarifications to any strange financial state or dealings.

e Be transparent with all financial requirements and issues.

e Reflect financial statements in line with applicable accountancy principles.

e When the financial statements are raised, then update them about the

prevailing conditions.
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4.2 Regulatory Compliance Factors
The regulatory compliance came to the fore, as important condition in the loan
granting decisions to MSMEs, and as noted in the research, failure to comply with

regulatory requirements has very often led to loan rejection.
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Figure 4.2a: Regulatory compliance factors affecting SME loan approval in the Indian

context, Source: (Original Work)
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The results point to the fact that the lending regulatory environment in the Indian
market has been growing more and more complex, forming several compliance

dimensions that MSMEs have to maneuver through successfully to obtain a loan.The
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study has found out the following areas of regulatory compliance that directly influence
the process of loan approval:

Know Your Customer (KYC) Requirements: KYC laws require lenders to ensure
that they do a background check on their customers to reduce the chances of fraud and
money laundering. The results suggest that nonconformity to the requisite documentary
studies that meet the KYC criteria, including identification issued by government,
documents showing address, and business set up documents, often lead to loan rejection.
Credit managers stressed that credit KYC compliance is an uncompromising condition
and not a discretion aspect of evaluation.

Anti-Money laundering (AML): Financial institutions have to adopt and maintain
effective policies that could help in identification and deterrence of money laundering
habits. The study found out that there are very high percentages of rejected loan
applications based on the AML compliance requirements especially where the lenders are
unable to properly trace the nature of funds or had doubts regarding the financial
transaction patterns. Such rejections are irrespective of the other application advantages
since AML compliance has serious legal and regulatory implications to lenders.

Credit Reporting Regulations: The study found stringent regulatory bodies that
determine the process of credit reporting and the use of customer data in the lending
process. Customers with discrepancies in credit reports or information in their
applications usually get rejected pending correction of the discrepancies. According to
the credit managers, the regulation requirement usually restricts their discretion when it
comes to ignoring even the trivial credit reporting anomalies.

Interest Cap: Certain jurisdictions place a maximum limit on interest rates that
may be charged on a particular type of loan or a type of borrower. According to the

findings, the lenders can turn down the application which involves charging interest rate
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above these caps as a way of covering the perceived risk. This regulatory limit applies
especially to riskier MSMEs which, with the best of intentions, should be able to finance
them at premium rates.

Fair Lending Rules: The anti-discrimination laws are known as the Fair Lending
Rules that prevent instances of discrimination in lending on racial, ethnic, gender, or age
basis. The study showing that the lenders decline some of the applications that may make
them appear to involve discrimination, despite taking the right risk factors into
consideration statistically. This defense mechanism is a result of the fears held by lenders
on the possible scrutiny by the regulation and the legal responsibility.

Consumer Protection Regulations: Disclosure laws, truth in lending rules and
laws governing unfair or deceptive practices have a great impact in the lending process.
According to credit managers, the applications that do not comply with consumer
protection standards or ones that would need the potentially harmful disclosure terms are
usually rejected as lenders prepare to reduce the risks of regulatory compliance.

Underwriting Standards: Underwriting standards refer to regulatory expectations
about responsible lending practices which has certain underwriting requirements that
have a direct influence on approval decisions. The study stipulates that apps that do not
meet these requirements are automatically rejected irrespective of the preferences that the
borrower has or the readiness to take the risk.

The results imply that regulatory compliance is a unique assessment dimension
which functions partially outside of conventional assessment of creditworthiness.
Regulatory compliance issues may also reject even financially robust MSMEs as lenders
are placing more emphasis on regulatory risk management during their loan approval

processes.
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The research proposes that to overcome the challenges of regulations compliance,

MSMEs should:

Gain thorough knowledge of regulatory demands on industry level.

Keep a full and up to date record of the KYC and AML compliance.
Periodically check credit reports to counter any possible breach of
compliance.

Make sure that there is transparency in any financial transactions and
deals.

Thinking regulatory compliance, how to structure financing requests.
Locate the financial institutions as early as possible to highlight the
possible regulatory issues.

Engage regulatory compliance experts where needed especially when

dealing with complicated financing vehicles.

4.3 Information Asymmetry Issues

The study found the asymmetry of information between borrowers and lenders or

Information asymmetry to be one of the core issues in MSME lending that often plays a

role in the rejection of loan.
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Figure 4.3a: Information asymmetry issues affecting SME loan approval in the Indian
context, Source: (Original Work)

The results trace that a lack of information (or inaccuracy) greatly inhibits the
accurate risk assessment efforts of lenders, and when uncertainty develops due to
information gaps, decisions on rejection are often conservative. A number of specific
information asymmetry issues were noted:

Limitations of risk assessment: The lenders use the information furnished through
application forms to decide on the loan so insufficient or misleading information will
adversely affect risk assessment. The study found out that information deficits often
result in stronger evaluation strategies and higher rejection chances as the lenders
mitigate uncertainty by being cautious.

Challenges in Creditworthiness Evaluation: Thorough assessment of income,
employment records and credit records is done using a full and accurate information. The
results show that falsified or unreported information incompletely affects ratings on
creditworthiness, and this usually leads to increased perceived risk and subsequent

rejection.
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Complications in the check up Process: In the check up, information that is either
missed or is not straightforward leads to processing problems that extend the processing
time and result in doubts regarding the applicants credibility. Although they are not direct
reasons given by credit managers, verification issues are known to issue rejection
recommendations most of the time when follow-up questions cannot fill the information
gaps to the satisfaction level.

Legal and Regulatory Implications: Regulatory rules that should be observed
when considering loan applications direct lenders to follow certain regulations during the
processing of any loan application. The study found that inadequate or incorrect
information can pose regulatory compliance issues, and lenders will decline applications
instead of take a risk of possibly committing regulatory violations.

It was indicated that information asymmetry can be viewed as both a technical
and trust problem in the lending relationships. Besides the peculiarities of missing
information, information gaps indicate possible transparency problems which ultimately
result in lack of confidence in the borrower-lender relationship by lenders.

The research proposes that to mitigate the problem of information asymmetry,
MSME:s should:

e Give reliable and full-fledged information in every area of the
applications.

e Project information needs and get documentation ready.

e Keep records of the company organized and accessible to make requests
of information easier.

¢ Quickly and comprehensively respond to other information requests.

e Relevant information is always told proactively as opposed to withholding

difficult information.
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e Establish rapport with lenders so as to generate information trust through
time.
e Also consider relationship banking strategies minimizing information

asymmetry by continuous interaction.

4.4 Role of Financial Projections
The study results, specifically the comments made by the credit heads and sales
heads of the private sector and nationalized bank in the second round of the interview

illustrate the importance of financial projections in the process of lending to MSMEs.
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Figure 4.4a: Role of Financial Projects in SME loan approval in Indian context, Source:
(Original Work)

The study establishes that MSMEs are generally asked to provide thorough

financial projections during loan application such as the expected cash flows, operational

118



performances projections and financial projections within a span of one to three years. A
range of specific projection functions is found to be important in loan approval:

Loan Serviceability Analysis: Banks use the financial projections to assess the
repayment ability of borrowers. The study suggests that future cash flows given are the
key predictors of the effectiveness of an MSME to pay debts without becoming unstable
in its operations. The credit managers highlighted that well-documented and conservative
forecasts of cash flows pass credit ratings way ahead since they show realistic repayment
planning.

Market Potential Assessment: MSME projections will present details regarding
strategy of business growth and assessment of market opportunity. The results
demonstrate that the competitive analysis and market trend forecasting graphs are applied
in the determination of the viability of the businesses to implement growth strategies.
Projections that show a comprehensive market insight and achievable growth rates are
associated with a lot of approval.

Risk Assessment with Projections: Projections help in systematizing risk
evaluation of the possible lending relationships. The study has shown that well-
documented and conservative projections give a good indication of prudent financial
management and perceived risk reduction, whereas aggressive or less-supported
projections tend to get automatic rejection because of credibility issues.

Decision-Making Tool: The projections are practitioners in decision making by
loan officers. Results are indicating that all-inclusive projections make the lenders
understand the financial stability and solvency into the future with direct effects on
approval with loan terms.

Regulatory Compliance and Due Diligence: Lots of lenders demand strong

financial forecasts, as the regulations can be followed in the context of the due diligence
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procedures and financial predictions. As demonstrated by the research, MSMEs are

supposed to be able to make substantive forecasts to meet these needs, and the quality of

projections directly affects compliance evaluation.

Findings suggest that efficient projections need to:

Forecasts based on support revenue with historical performance data and
market research.

Express articulate key variables assumptions using sensitivity analysis.
Determine risks and come up with risk mitigation measures.

Conform to larger business planning and strategic purposes.

Show realistic feature of industry, understanding/perceiving of
competitive positioning.

Give several scenarios of different assumptions to show the flexibility of

the planning.

4.5 Importance of CMA Data

The results demonstrate the exceptional necessity of Credit Monitoring

Arrangement (CMA) data in loan approval. CMA reports were also stressed to be

important in the determination of the loan sums as well as the working capital limit, as

highlighted by major credit managers.
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Figure 4.5a: Implications of CMA data in SME loan approval in the Indian context,
Source (Original Work)

Regulatory Needs

As demonstrated, there are a few special CMA functions that are important in
loan approval determination:

Critical Financial Analysis: The CMA reports are covering full representations of
financial positions of MSME in terms of asset, liabilities, income, expenditure, and cash
flows. The study suggests that such holistic method allows the lenders to evaluate the
financial well being and stability based on the systematic review of liquidity, solvency
and profitability ratios based on CMA data.

Cash Flow Assessment: CMA data is crucial in cash flow analysis, as lenders use
CMA reports to assess the cash generating capacity or MSMEs against their loan
repayment. The results indicate that favorable cash flow forecasts indicate efficiency in
its operation and long-term solvency, which enhances the likelihood of approval to a
great extent.

Risk Evaluation: Risk analysis by the lenders is greatly dependent on the CMA

data. It is shown that the credit risk decisions involve the liquidity ratio analyses, debt
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levels, profitability trends, and quality of assets determined using CMA. Risk
assessments based on overall risk because of CMA data gives lenders more profound
information about the potential borrower which can be used to approve their borrower in
a better way.

Loan Structuring: CMA data facilitates building of loans that are based on the
needs of the MSME:s. The results show lenders make use of CMA information to decide
on the amount of loans that should be given, terms, interest rate, and collateral. This
customized solution enhances the probability of approval since it tries to align the
financing structures to the MSME repayment capacities.

Compliance with Regulations: In numerous jurisdictions, CMA data is to be
provided along with loan applications. The study is that regulatory compliance will
increase transparency in the markets and ease approval procedures through introducing
unified evaluation systems.

Due Diligence and Risk Management: CMA data is an inseparable part of the
process of lender due diligence. These findings suggest that a close analysis of CMA
reports enables lenders to confirm the accuracy of financial data and reliability of
projections and has a direct impact on confirmation of approval decisions.

Business Viability Analysis: In addition to monetary factors, CMA information
helps in sharing business sustainability and business growth opportunity. The study
unveils that the CMA reports provide insights into market positioning, competitive
environment, industry trends, and growth strategies that the lenders consider in
undertaking a long-term feasibility test.

Relationship Building: The submission of the CMA data helps lenders and
MSMEs communicate and build relationships. The results indicate that properly

structured financial information contributes to becoming more professional with credit
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proposal and displays transparency along with raising the lenders confidence in the credit

management ability of MSMEs.

The research proposes that the MSMESs need to:

Collaborate well with financial advisors in order to come up with detailed
CMA reports.

Make CMA data reflect financial health and strategies properly.

Be consistent with CMA information and other components of
applications.

Develop comprehensive scorecards on top of CMA forecasts and
assumptions.

Prepare CMA reports which involve anticipating the lender issues.

Revise CMA records on a regular basis to align with prevailing business

environments.

4.6 Financial Forecast Elements

The analysis demonstrates that financial forecasts are fundamental elements that

are contained in the MSME loan application that give the lender organized estimates of

the projected financial flow and repayment capacity.
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Figure 4.6a: Financial forecast elements affecting SME loan approval in the Indian
context, Source: (Original Work)
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The usefulness and extensiveness of these forecasts have a direct effect on the
approval decisions in various evaluation aspects. These key financial forecast functions
were identified:

Repayment Capacity Assessment: Financial projections give designated analysis
of the capability of borrowers to repay loan commitments. According to the research, the
lenders would use these forecasts to know how the MSMEs would make revenue and
incur expenses within a stipulated duration. Cash flow projection, the statement of
income and balances allow assessment of lending capacity with respect to loan servicing
on a systematic basis of evaluation in diverse situations.

Risk Assessment: Financial forecasts assist the lenders in quantifying the lending
risks on the basis of structured analysis frameworks. The results indicate that forecasts

enable lenders to detect the presence of risks and uncertainties that would affect the
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capacity to make repayments. Well considered assumptions, sensitivity tests, and risk
driver identification are the reasons behind informed risks mitigation and loan structuring
decisions.

Business Viability Analysis: Financial projections indicate business viability and
growth potential in terms of the business projections. The study reveals that lenders
determine the forecast realism in terms of industry trends and market conditions. Positive,
realistic projections are part of the set of projects that can be implemented to promote the
increase in the rates of approval because they show the possible plans of growth and
profitability.

Loan Structuring Direction: Loan terms and conditions are directly related to
financial expectations. It demonstrates that forecasts assist loan providers in deciding
how much money to loan to borrowers, the times of repayment, and interest rates
depending on the potential financial paths of the borrowers. Careful and dependable
projections also allow tailored loan solutions in line with the cash flow trends and the
ability to give back the loan.

Strategic Planning Demonstration: The strategic planning tools used by MSMEs
are the financial forecasts that show the level of sophistication of management. The study
indicates that full forecasting is a process which entails evaluation of some of the
business areas such as sales forecast, operating expenses, capital requirements and
finance needs. The ability to develop well-developed forecasts is an indicator of sound
financial planning and thinking capabilities.

Financial Expertise Evidence: Well prepared financial forecasts depict the
financial management abilities of the borrowers. The results imply that correct and

comprehensive projections are regarded by the lenders as signs of financial savvy and
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discipline in planning. This image increases credibility and trustworthiness and boosts the
probability of approval.

Regulatory Compliance: Financial forecasts are usually adequate in terms of
regulatory orders to fund application. The study shows the regulatory compliance is a
show of how committed an organization is to transparency and observation of financial
regulations, which may simplify approving procedures.

Facilitating Communication: Reporting on financial matters is done in a
responsible manner and in this way, there is better information sharing between the
borrowers and the lenders. The results indicate that in-depth predictions can be used to
have significant discussions on the financial performance, growth strategies, and risk
management. Open communication by giving proper projections instills trust and allows
good terms of the loans.

The study found out that five major elements ought to be factored distinctly in
loan application financial forecasts by MSMEs:

Sales Forecast: Competitive sales forecasts or detailed prediction of future sales
with regard to the market research findings and previous data illustrating realistic
development prospects and market insights.

Expense Forecast: This is a detailed estimate of operating costs, salaries, rent and
utility bills among other costs that demonstrates expense management discipline and
operational performance.

Cash Flow Statement: Prediction of cash inflows and outgoing to evaluate
solvency and working capital position within a short term to illustrate how well
liquidities are managed.

Income Statement: Future revenues, expenditures and profits to assess the trend of

profitability and performance, and demonstrates the potential of sustainable earnings.
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Balance Sheet: The assets and liabilities plus equity to determine financial

position and leverage ratios to show financial stability over a long period of time.

Also, the study underlined sensitivity analysis and underlying assumptions that
would prove the ability to risk manage and strategic plan in various situations.
In order to come up with efficient financial forecasts, the study recommends
MSMEs to:
e Piyal Foundations on practical premises that are backed by research and
traditional time performance.
e Add elaborate description of methodology and main assumptions.
e Create a variety of situations that indicate various market situations and
business performance.
e Make internal consistency on all forecast components.
e Make predictions in line with overall business strategies and aim.
e Revise predictions on a regular basis in line with the dynamic business
environment.

e However, professional help with the development of complex forecasts.

4.7 Other Significant Factors Affecting Loan Approval
The research results, especially interviews with 14 credit managers, 11 sales
managers and branch managers of different banks established that there are many other

factors involved in the decision of loaning MSMEs.
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Figure 4.7a: Other factors affecting SME loan approvals in Indian Context, Source:
(Original Work)

These elements constitute a wide range of risk dimensions that lenders consider
when screening applications that create a complex approval system that transcends the
usual financial indicators. The interviews with the bank officials have led to the
recognition of the following important factors:

Bad Credit History: The lack of credit history such as missed payments, default,
bankruptcies, and large credit card balances affect credit scores and approvals in a very
negative way. According to the research, credit scores are the basic risk indicators that
the lenders involve to calculate the lending risk, and negative history generates
significant obstacles to approvals.

Income Insufficiency: Lenders need to be assured of the ability of borrowers to
repay on the basis of an income which is stable. The estimates indicate that lack of
adequate or unsuitable income is often the stimulus to rejection since lenders aim to

reduce the risk of default by requiring income sufficiency.

128



Large Debt-to-Income Ratio: When significant portions of income are given to
paying accumulated debt, a small amount of disposable income is left to pay further debt.
The study affirms that lenders place so much emphasis on DTI measures in relation to
gauging the ability of borrowers to handle more debts in a timely manner.

Collateral Inadequacy: Secured loans are normally required to have collateral in
place to ensure that the lenders are not at risk. The results have shown that inadequate
collateral relative to the loan balances often leads to rejection especially where large
sums of money are sought to finance their activities.

Application Information Deficiencies: Cellular or erroneous application
information does not allow comprehensive creditworthiness analysis. The study shows
the information quality to have a direct influence on the probability of approval, where
the poor quality of information often leads to rejection based on limitations to their
assessment.

Employment History Concerns: by considering employment history lenders will
understand the amount of financial stability. According to the findings, the perceived
ability to repayment is adversely affected by unstable employment patterns or
unemployment, and this is likely to push this factor towards rejection.

Multi-Loan Applications: Applying to more than one lender at very short periods
of time is an indicator of financial distress. According to the research, this trend often
provokes rejection since the clustering of applications has become signs of desperation by
lenders.

Purpose of loan Evaluation: Loan providers have a tendency of favoring particular
loan purposes that correspond with their risk preferences. The results indicate that

purpose and use application perceived to be of high-risk level or is contrary to lending
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policies are more likely to be rejected irrespective of the strength of other application
objectives.

Regulatory Whims: Lenders: Lenders also have stringent regulation processes that
affect the decision of granting a loan. The study has indicated that the applications which
attract regulatory implications are denied by the lenders in a bid to reduce the compliance
risks and regulatory exposure.

Age and Residency Instructions: There are those lenders whose minimum age and
residence requirements are imposed on borrowers. The results acquired show that in such
cases, where the applications do not qualify these basic eligibility factors, rejection of the
applications is automatic in spite of financial strength.

Collection Accounts: New accounts in collections are an indicator of financial
streses and difficulties in collection. The study shows that the rejection often occurs as a
result of the collection activity based on the manifested payment delinquency and the
issues related to the financial management.

Late Loan Defaults: It is extremely difficult to get approval after default on
business or personal loans in the past. The results indicate that previous default history
makes borrowers be considered a riskier group, and this risk is much greater to be
rejected.

Weak Credit History: Weak credit history does not allow a thorough evaluation of
risk. According to the research, less history creates difficulties in evaluation which lead
to uncertainty and end up with conservative decision to reject.

Payment History Abnormalities: A history of inconsistent or abnormal payment
practice is an issue that implies lack of discipline in debt servicing. These results indicate
that irregularities in payments also often lead to rejection because of the proven inability

to manage financial aspects.
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Financial Mismanagement Indicators: Overdrafts, cheques being bounced are
some financial issues that indicate that there could be problems with financial
management. The study argues that such indicators often become factors that affect
rejection because the lenders consider them as the lack of financial discipline.

Suspicion of Fraudulent Activity: Applications that are suspicious of a fraud or
identity theft are rejected immediately. The results show that fraud suspicions are deal
killers because of the legal and regulatory consequences.

Major Life Changes: Significant life transitions that have taken place in the recent
past such as retirement, downsizing etc. elevate the approval dilemmas. The study shows
that the significant changes are likely to set forth the conservative forms of evaluation
because of the possible financial disturbance.

Correctness of the Loan Amount: Requests that are above the reasonable levels
considering the income or other aspects are rejected. The results indicate that a
disproportionate request is often followed by rejection in which lenders doubt their
financial judgment and the ability to pay back.

Misalignment of Expectations Borrowers and lenders having incompatible
expectations do not offer an easy entry point. According to the study, misaligned
expectations often lead to rejection in case borrowers demand terms that are not within
the lender risk parameters.

Hard Inquiry Accumulation: There can be numerous credit inquiries that are made
within a short period of time, which may ruin credit scores. The result of this research
indicates that too many enquiries usually lead to rejection, as lenders will perceive
clusters of inquiries as signs of financial distress.

Large Credit Usage: Large usage of the usable credit is an indication of possible

implication of financial pressure. The study implies that high usage often affects
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rejection-decisions because the lenders consider high utilization a resultant
overdependence on credit and possible non-recovery of repayment.

The proliferation of credit accounts: The opening of numerous credit accounts in a
relatively short period of time gives a reason to believe that there will be issues with debt
management. The research results show that quick accruals of accounts tend to create
rejection as a result of perceived financial discipline issues.

Poor Length of Credit History: Lenders want borrowers with a proven track
record in terms of their management of credit. This study indicates that the short history
time is often translated into the conservative methods of evaluation because of the
limitations of predictive data.

Homogeneity of the Type of credit: Lenders appreciate the different experience in
credit between different credit types. The results indicate that in certain situations, limited
credit diversity can have an effect on rejection choices due to the requirement by lenders
to have indicators of fabricated credit management skills.

Geographic Limitations: certain lenders restrict their operations to certain regions
depending on the business model or risk-preferences. The study has shown that any
application by non-operating regions is rejected despite the financial capacity of the
company because of business model limitations.

Error in Applications: Processing barrier is present as mistakes during used
applications such as wrong information or lack in documentation are committed. The
results indicate that mistakes in applications are often a cause of rejection in terms of the
quality of information and complexities of handling.

Timing Factors: Approval Probability changes with economic conditions and the

change of lender policy. The study indicates that the probability of rejection is high
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during the economic recessions or tightening monetary measures regardless of the quality
of the application.

Lender Relationship Factors: Customer relationships are considered existing
sometimes and help in determining whether to approve the loan or not. The results
suggest that the relationship history is occasionally limited, which has effects on the
approval outcomes, since lenders give priority to relationship customers in a competitive
lending market.

Issue of Loan-to-Value Ratio: In secured loans, high Loan to Value ratios have
the effect of enhancing the exposure of lenders. The study shows that high ratios often
raise rejection based on collateral adequacy issues and possible limitations to recovery.

The results show that loan issuance is a multidimensional appraisal measure that
includes many other non-financial aspects as well as the essential financial indicators.
This is a compound challenge which requires thorough preparation dealing with various

risk aspects at a time to gain the highest approval rate.

4.8 Case Studies

4.8.1 Validation Case Study 1: B K Multipack
The first validation case will provide a comprehensive analysis of the B K
Multipack project financing proposal, representing the way the multiple aspects of
approval are reflected in the real lending situations. The production of non-woven bags as
the environmentally friendly alternative to the use of plastic bags was a project financing
proposal with unique features that can be identified as the critical aspects of the approval.
Project Objective: B K Multipack suggested creating a non-woven bag

manufacturing facility and marketing the products as an environmental friendly
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packaging system to companies aiming at keeping their environmental unfootprint low.
The company would sell all types of bags such as a shopping bag, tote bag, promotional
bag and custom-designed bags with customizing facilities like size, color, printing and
handle preferences.

Financial Projection Analysis: The financial statements showed the steady
projected revenue expansion within 3 years of the forecast that is motivated by a rising
demand of sustainable packaging items. Nonetheless, the trends of profitability margins
indicated a decreasing trend because of the increasing costs of operations, financing costs
and competitors. The projection pattern depicts the significance of financial study overall
rather than top-line growth indicators.

Smart Financial Variations: The following major financial variations were
determined:

Revenue Growth: The forecasts reflected the steady revenue growth owing to
increase in the customer volume and product differentiation. The company had a strong
market growth strategy that was aimed at domestic and international market and this one
explains the role of planning market development in the consideration of its approval.

Profitability Problems: In spite of the increase in revenues, the forecast showed
that the company had a profitability issue due to the increase in the prices of raw
materials and high competition. A decreasing net profit margin trend has indicated the
necessity to develop cost optimization and pricing strategies to sustain a financial level.

Capital Expenditure Requirements- Large quantum of capital expenditure was
required in the production capacity expansion and introduction of technology in the
proposal. The financing request was based on both the acquisition of machinery and
working capital, which proves the significance of extensive financing planning that,

refers to the acquisition of both fixed and operating needs.
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B K MULTIPACK

PROJECT AT A GLANCE [ In Lacs]
COST OF PROJECT EXISTING |[PROPOSED| TOTAL MEANS OF FINANCE EXISTING PROPOSED TOTAL
FACTORY LAND 2 - = PARTNER/PROPRIETOR'S CAPITAL - -~ =
OFFICE ) - 2 - FIXED CAPITAL - 5.00 5.00
ELECTRIFICATION 3 4.30 4. 30 | - CURRENT CAPITAL = 7.00 7.00
FURNITURE & EQUIPMENTS z 1.20 1.20 | TERM LOANS = 15.50 16.50
PLANT & MACHINERIES - 22.00 22.00 | CASH CREDIT 15.00 15.00
COMPUTER - 1.00 100
WORKING CAPITAL = 15.00 15.00
TOTAL 3 43.50 43.50 | TOTAL = 43.50 43.50

Table 4.8.1a: B K Multipack Project at Glance, Source: (Original Work)

Project Budget Analysis: The case study had detailed project budget analysis, that
included.
e Cost of equipment and machinery.
¢ Installation cost including electrical costs.
e Computer systems and technology infrastructure combined.
e Working capital requirements.
The funding mechanism involved the use of term loans, cash credit facilities, and
proprietor capital contributions, which are some examples that have shown the relevance

of mixed-funding mechanisms based on both debt and equity elements.
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B K MULTIFACK

FORM -1l : OPERATING STATEMEMT [T In Lacs]
Case 1 Case 2

PARTICULARS PROJECTION PROJECTION

FINANCIAL YEAR 24-25 25-26 26-27 24-25 25-26 26-27

NO. OF YEAR 1 2 3 1 2 =

Installed Capacity Tonne 600.00 600.00 600.00 600.00 600.00 600.00
Rate per Tonne 1.10 1.13 1.16 1.10 1.13 1.16

Installed Capacity Amount 660.00 676.50 693.41 660.00 676.50 693.41

Capacity Utilization %o 45.00% 55.00% F0.00% £5.00% 55.00% &0.00%

1. Gross income

(i} Domestic sales 297.00 372.08 416.05 297.00 372.08 416.05
(i) Export sales - - - — = -
{iii} Other recurring income - - - - - -

Total Gross Income 297.00 372.08 416.05 297.00 372.08 416.05
2. less : Excise Duty - - - - - -
3. Net income (item 1 - item 2) 287.00 372.08 416.05 297.00 372.08 416.05
4.% age rise (+) or fall {-} in net sales as compared to
previous year (annualised) 2.00% 25.28% I11.82% a.00% 25.28% 11.82%

5. Cost of sales
i} Raw materials consumption

Opening Stock - 10.54 13.21 = 46.12 79.62
Add : Purchase 263.58 322.21 360.29 292.12 351.96 371.56
Less : Closing Stock 10.34 13.31 14.94 46.12 79.62 90.23

Met consumption 253.04 319.44 358.65 245.00 318.47 260.94
ii} Other spares - - - - - -
4.16 4.65 3.32 4.16 4.6%

iii} Power and Electricity 332
iv) Factorywages 18.60 19.34 20.12 18.560 19.34 2012
w) Other direct expenses 9.18 9.25 9.34 9.78 10.00 10.18
vi) Depreciation 4.25 3.54 2.97 4.25 3.54 2.97
wii) SUB-TOTAL (i to i} 288.39 355.73 3935.74 281.95 355.51 398.87
wiii) Add:Opening stocks-in-process - - - - - -
Sub-total 288.39 30573 395.74 281.95 355.51 398.87
i) Deduct:Closing stocks-in-process = = = = = =
%) Cost of Production 288.39 =l ] 395.74 281.95 355.51 398.87
xi) Add : Opening stock of Fini.goods - - - - - -
Sub-total 288.39 355.73 395.74 281.95 355.51 398.87
xii} Deduct closing stock of fini.goods - - - - - -
xiii} SUB-TOTAL (Total cost of sales) 288.39 355:. 73 395.74 281.95 355.51 398.87
Gross Profit B8.61 16.24 20.31 15.05 16.56 17.18
6. Admin & selling expenses 5.580 65.97 7.14 5.80 65.97 7.14
7. SUB-TOTAL (5+6) 295.19 362.70 402.88 288.75 362.48 406.01
8. Operating profit before interest (3-7) 1.81 9.37 13.16 8.25 9.58 10.04
9. Interest
(i} On Cash Credit/Over Draft 1.80 1.80 1.80 180 1.80 1.80
(i) On Term Loans 1.58 1.32 1.02 1.58 1.32 1.02
(i) On Unsecured Loans - - - - - -
SUB TOTAL (interest) 3.38 3.12 2.82 3.38 3.12 2.82
10.0perating profit after interest(8-9) (1.57) 6.25 10.34 4.87 6.47 7.22
11. (i) Add other non-operating income - Misc Income - - - - - -
Sub-total (income) = - = = = =
{ii} Deduct other non-operating expense
{a) Pre. Expenses (w.off) = - - = 2 2
(b) Others 3 : = . = -
Sub-totallexpenses) 3 = = = = =
{iiiy Met of other non-operating income/expenses - - - - - -
12. Profit before taxfloss {10+11(iii}} {1.57) 6.25 10.34 4.87 6.47 T2
13. Provision for taxes - - - - - -
14. Net profitfloss {12-13) {1.57) 6.25 10.34 4.87 5.47 Fs
15. (a) Dividend & Dividend Tax - - - - - -
{b) Rate - - - - - -
16. Retained profit (14-15) - 6.25 10.24 4.87 6.47 7.22
17. Retained profit/Net profit (% age) 0% 100% 100% 100% 100% 100%

Table 4.8.1b: B K Multipack Operating Statement Comparison (Projected), Source:
(Original Work)

Analysis comprised the comparative operating statements on a variety of
scenarios, and it showed that there are some important insights:
Capacity Utilization Progression: In both of the scenarios, the capacities were

growing at an annual rate of capacity utilization and the revenue level was the same,
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which proved the significance of operational efficiency additions in the financial
projections.

Raw Material Procurement Changes: Drastic changes in the costs of acquiring
raw materials in all the scenarios emerged irrespective of the same level of revenue
estimation. These differences (326.358 million vs. ¥29.212 million) make the difference
between procurement efficiency and the results of the profits.

Differences in Inventory Management: The differences that existed in the closing
stock between the two scenarios (X1.054 million and %4.612 million) gave a difference of
X3.558 million and showed how inventory management strategies had a strong effect on
financial results and the working capital needs.

Implications of profitability: The two scenarios showed significant variations in
profits over the three-year upkeep of both cumulative three years profits were X1.502
million in the first scenario and X1.856 million in the second scenario. This difference
identifies the direct relationship existing between operational decisions on inventory and

procurement by the bottom-line outcome and the capacity to make loan servicing.
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B K MULTIPACK

BALANCE SHEET [ In Lacs]
Case 1 Case 2
PARTICULARS PRCIECTION PROJECTIOM
FINANCIAL YEAR 24-25 25-26 26-27 24-25 25-26 26-27
NO. OF YEAR 1 2 3 1 2 3
12 LIABILITIES :z:::
Capital :
Opening Balance 12.00 10.43 14.67 12.00 16.87 38.33
Add : Profit Transferred {1.57) 6.25 10.34 4.87 6.47 7.22
Add : Addition - - - 15.00 -
Less : Drawings — 2.00 4.00 - = 1.00
Closing Balance 10.43 14.67 21.01 16.87 33.33 44.55

Reserves & Surplus :
Opening Balance - - - - - -
Add : Profit - 6.25 10.34 4.87 6.47 7.22
Less : Transferred to Capital - 6.25 10.34 4.87 65.47 7.22
Closing Balance - - - - -
Unsecured Loans/Deposit -

8.44 14.52 11.63 8.44

TermlLoans 14.52 11.63
Bank Borrowings for Working Capital 15.00 15.00 15.00 15.00 15.00 15.00
Current Liabilities : 31.88 38.02 45.58 62.33 76.08 93.16
Sundry Creditors pibe ] 27.79 34.73 52.68 65.85 82.31
Other Current Liabilities 9.65 10.23 10.84 9.65 10.23 10.84
Total Lizbilities 71.82 79.32 90.04 g 108.71 141.04 161.15
i ASSETS =iz

Gross Block 28.50 24.25 20.71 28.50 24.25 20.71
Less : Depreciation 4.25 3.54 2.97 4.25 3.54 2.97
Met Block 24.25 20.71 17.74 24.25 20.71 17.74

Investments : = - = = =
Current Assets : 47.57 58.61 72.31 84.46 120.33 143.42
Inventories 10.534 13.31 14.94 46.12 759.62 90.23
Receivables 30.94 38.76 43.34 30.94 38.76 43,34
Cash & Bank Balances 1,15 1.27 1.64 1.15 1357 1.64
Cther Current Assets 4.94 5.28 12,38 6.23 0.69 8.20

Misc. Expense {(not written off} ] = = = = =
Total Assets 71.82 79.32 90.04 E 108.71 141.04 161.15

Table 4.8.1c: B K Multipack Balance Sheet Comparison, Source: (Original Work)

The analysis of the comparative balance sheet showed that there are a number of
variations:

Capital Structure Differences: The scenarios were dominated by varying capital
contribution run with scenario 2 incorporating an extra capital contribution of a %15
million more capital during the second year; which depicts varying modes of financial
stabilization.

Drawing Patterns: The scenarios interpreted various forms of proprietor drawing

as scenario one had 0.2 million and 0.4 million proprietor drawing in the second and

138



third year respectively, whereas scenario two had a more conservative drawing 0.1
million in the third year only. This difference indicates the role of the owner
compensation strategies on financial stability.

Current Liability Changes: There were remarkable changes in current liabilities
observed in each of the scenarios, with the former having much greater values (39.316
million and 4.558 million in years 3). This difference shows that various operating
strategies generate a unique liability arrangement.

Inventory Level Inequality: The situations displayed dramatic inventory levels
differences as the latter situation held a significant number of inventory levels (39.023
million versus X1.494 million in the third year). This change explains the direct influence
of inventory management policies on working capital requirements as well as financing
requirements.

Maximum Permissible Bank Finance (MPBF): This is an important financial
structure designed by Tandon Committee in 1974 to standardize the working capital
financing in Indian banking systems. In this theoretical analysis, it will be observed that
the application of two apparently different calculation methodologies under MPBF on B
K Multipack in two financial situations gives some insight on their conclusions with

reference to working capital management and financing approach.
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B K MULTIPACK

FORM -V : COMPUTATION OF MPBF FOR WORKING CAPITAL - FIRST METHOD [ In Lacs]
Case'l Case 2
PARTICULARS PROJECTION PROJECTION
FINANCIAL YEAR 24-25 25-26 26-27 24-25 25-26 26-27
NO. OF YEAR 1 2 3 1 2 3
1. Total Current Assets 47.57 58.61 72.31 84.46 120.33 143.42
2. Other Current Laibilities {excl Bank Borrowings) 34.77 41.20 34.02 65.22 79.27 96.68
3. Working Capital Gap 12.81 17.41 18.28 19.25 41.06 46.74
4. Minimum Stipulated MNet Working Capital i.e. 25% o 3.20 4.35 4.57 4.81 10.27 11.6%
5. Actual / Projected Met Working Capital (2.19) 2.41 3.28 4.25 26.07 31.74
6. Iltem 3 Minus ltem 4 9.60 13.06 13.71 14.43 30.80 35.06
7.ltem 3 Minus ltem 5 15.00 15.00 15.01 15.00 15.00 15.00
8. Maximum Permissible Bank Finance (lower of ltem 8 9.50 13.06 13.71 14.43 15.00 15.00
9. Excess Borrowings Representing Shortfall in NWC ( 5.39 1.54 1.29 0.56

Table 4.8.1d: B K Multipack Working Capital Calculation Method 1, Source: (Original
Work)

FORM - % : COMPUTATION OF MPBF FOR WORKING CAPITAL - SECOND METHOD [ In Lacs]
Case 1 Case 2
PARTICULARS PROJECTION PROJECTION
FINANCIAL YEAR 24-25 25-26 26-27 24-25 25-26 26-27
NO. OF YEAR 1 2 3 1 2 3
1. Total Current Assets 47.57 58.61 72.31 84.46 120.33 143.42
2. Other Current Laibilities {exc| Bank Borrowings) 34,77 41.20 54.02 65.22 79.27 96.68
3. Working Capital Gap 12.81 17.41 18.28 19.25 41.06 45.74
4. Minimum Stipulated Met Working Capital i.e. 25 % o 11.89 14.65 18.08 2L.1% 30.08 35.85
5. Actual / Projected Net Working Capital (2.19) 241 3.28 4.25 26.07 31.74
6. Item 3 Minus ltem 4 0.91 2.76 0.21 (1.87) 10.98 10.89
7. Item 3 Minus ltem 5 15.00 15.00 15.01 15.00 15.00 15.00
8. Maximum Permissible Bank Finance (lower of ltem & 0.81 2.76 0.21 {1.87) 10.98 10.89
9. Excess Borrowings Representing Shortfall in NWC { 14.09 12.25 14.80 156.87 4.01 4.11

Table 4.8.1e: B K Multipack Working Capital Calculation Method 2, Source: (Original
Work)

The CMA report acquires an even greater level of weight when a small or a
medium-sized enterprise (SME) requires a cash credit (CC) facility that is a short-term
loan with the aim of meeting the needs of working capital. One of the most significant
requirements that banks should meet is the calculation of the MPBF that is part of the
CMA. Determination of the MPBF is done by considering various aspects including the

current assets, the current liabilities and the working capital gap of the small businesses.
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A method like this would be the Tandon Committee Method that is commonly
used to estimate MPBF. Such an approach involves having a set level of net working
capital (NWC). The committee proposed two approaches;

This is the former method where the borrower must maintain a minimum net
worth of twenty five percent of the current assets and the bank will fund up to seventy
five percent of the current assets but not all current assets less current liabilities.

The second method in this, the borrower must maintain a minimum net worth of
twenty-five per cent of the total current assets, and the maximum potential borrowing
facility (MPBF) is calculated by deduction of the current assets against the current
liabilities and the net worth deduction.

With the precise calculation and presentation of these financial indicators in the
CMA report, the banks can assess the risk involved in lending. This is to make sure that
the small and medium-sized enterprise (SME) can effectively use and pay back the funds
that they have borrowed. An adequate CMA and project report is thus vital towards any
small and medium-sized enterprise (SME) in need of funds to fund its operations
particularly on its working capital requirement through facilities such as cash credit. This
specific financial information does not only create a support to the loan application but it
also demonstrates the small and medium-sized business (SME) to continue with financial
discipline and transparency and this aspect helps to create trust and credibility with the
lending institution.

The latter method had fixed a maximum permissible limit on the financing of the
bank to 1.443 million on cash credit in the two cases above but had no offers. Overall,
banks permit both ways to be used in a minimum amount. It is then set to the 1.5 million
threshold and 1.098 million maximum during the second year and it is better than the first

scenario.
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Case 1 Case 2

PARTICULARS PROJECTION PROJECTION
FINANCIAL YEAR 24-25 25-26 26-27 24-25 25-260 26-27
NO. OF YEAR 1 2 3 1 2 3
COVERAGE RATIOS
ISCR 2,69 540 14.06 6.75 B8.57 11.00
DSCR* 1.15 2.64 341 3.00 2.69 2.67
DEBT - EQUITY RATIOS
RATIO (DEPOSIT AS DEBT) 1.38 0.78 040 0866 0.30 0.19
RATIC (DEPOSIT AS EQUITY) 1.325 0.78 040 0.86 0.30 0.18%
TOL/NW RATIO
RATIO [DEPOSIT AS DEBT) 5.89 441 3.28 545 268 2.62
RATIO (DEPOSIT AS EQUITY) 5.89 441 3.28 545 2.68 262
GP RATIO (GP  NET SALES} 2.90% 4.35% 4 88% 5.07% 445% 4.13%
NP RATIO (PAT / NET SALES) -0.53% 1.68% 245% 1.64% 174% 1.74%
CURRENT RATIO 0.96 1.04 1.13 1.05 1.28 1.28

Table 4.8.1f: B K Multipack Ration Analysis, Source: (Original Work)

In case of the Credit Monitoring Arrangement (CMA) of the Small and Medium
Enterprises (SMEs) seeking financing, financial ratios are exceptionally vital factor.
These ratios, to banks, can make informed decisions on loan issuance since the ratios
offer a concise and quantifiable measure of financial well being, operations and stability
of the small and medium-sized enterprise (SME).

Liquidity ratios that may be used to analyze the capacity of a small or a medium
sized enterprise (SME) in the fulfillment of its short term liabilities include the current
ratio and the quick ratio. In case a small or a medium-sized firm (SME) has good current
ratio meaning that it is almost always between 1.5 and 2 then it means that the SME is
able to pay its current liabilities by using its current assets. This gives the banks the
confidence that the business can meet its short term financial liability.

Solvency Ratios: The debt-equity ratio and the interest coverage ratio are
specifically used to address the long-term solvency and financial leverage of the small
and medium-sized enterprise (SME). When the debt- equity ratio is low, then it implies
that the amount of debt is smaller as compared to the amount of equity therefore

minimizing risk to the banks. The interest coverage ratio can give a pointer of financial
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health by showing how a small or medium-sized enterprise (SME) may pay interest on
the debt outstanding with ease and mitigate the threat of default.

Profitability ratios can be used to measure the ability of small medium-sized
enterprise (SME) to be able to make profits based on sales, assets, as well as equity. The
net profit margin, return on assets (ROA) and the return on equity (ROE) are some of
these ratios. A high ratio of profitability suggests good business management and
potential of long-term growth, which subsequently has a positive influence on the loan
decision by the bank.

Efficiency ratios, including the inventory turnover ratio and the accounts
receivable turnover ratio are the rates that are used to examine how effectively a small or
medium-sized enterprise (SME) utilizes its assets and liabilities. Effective management
of receivables and inventories leads to better cash flow and operational efficiency which
is critical towards meeting the working capital requirements.

The investigation of the case study shows that the different approval variables are
practiced in real lending situations, and that there is an inter-relationship among the
financial forecasts, plans, and the arrangement of finance. The results suggest that full
evaluation has to be studied through the analysis of various dimensions such as the
growth of the revenue, tendencies in profits, capital structure, working efficiency, and

tendencies in the quality of decisions made by management.

4.8.2 Validation Case Study 2: Jay Datar Technocast

The first validation case will provide a comprehensive analysis of Jay Datar
Technocast, which is popularly known to make its products of high precision components
is on the verge of an important strategic move. It is establishing a special department

focused on the cast iron (CI) and iron casting manufactured products. This is not just only
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an increment in the production capacity, but another aspect a prudent diversification plan
to consolidate the company in the market in the changing environment of the quality
casting demands. The program indicates that the organization believes in innovation,
quality improvement, and responsiveness in the market; the values that in the past have

characterized the operational philosophy of Jay Datar Technocast.

JAY DATAR TECHNO CAST
Annexure 1 Project at a Glance [ In Lacs]

COST OF PROJECT EXISTING | PROPOSED | TOTAL MEANS OF FINANCE EXISTING | PROPOSED | TOTAL
FACTORY LAND - 1.80 1.80 | PARTNERS' CAPITAL c 22.20 22.20
FACTORY BUILDING ; 15.00 1500 | UNSECURED LOANS 2 §.00 5.00
PLANT & MACHINERIES : 19.55 1955 | TERM LOAN - 14 85 1465
ELECTRIFICATION : 5.00 5.00 | Cash Credit x 7.50 7.50
MARGIN FOR WC . 10.00 10.00

TOTAL - 52.35 52.35 | TOTAL - 52,35 52.35

Table 4.8.2a: Jay Datar Technocast Project at a Glance, Source: (Original Work)

The table above presents a detailed project budget that, it is named Jay Datar
Technocast. Three vital aspects of the overview are the project budget, source of funding
and major financial ratios of the project.

This has been done under a stringent financial analysis of two different
operational scenarios (Scenario 1 and Scenario 2) in the financial years 2022-23 to the
2024-25. This comparative discussion offers some useful information on the probable

financial trends of operations in the various operation strategies.
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JAY DATAR TECHNO CAST

CMA Form No_ Il :: Operating Statement [? In Lacs]
Case 1 Case 2
PARTICULARS PROJECTION PROJECTION
FINANCIAL YEAR 22-23 23-24 24-25 22-23 23-24 24-25
1. Gross sales
(i} Domestic sales 11505 138.06 149 57 12558 14541 159 83
(i) Export sales - - - - - -
(iii} Other Revenue Income - - - - - -
Total 115.05 138.08 1458.57 12558 14841 159.83
2. less . GST 18% 1755 21.08 22.82 1916 22.64 24.38
3. Net salesiitem 1 - item 2} S7.50 117.00 12675 106 43 12578 13545
4 % age rise (+) or fall -} in net sales as compared to
previous year (annualised) 0.00% 20.00% 8.33% 0.00% 18.168% 7.69%
5. Cost of sales
il Raw materials consumption
Opening Stock - 440 5.35 - 4.80 5.74
Add : Purchase 57.21 65 14 6562 6245 69 88 7003
Less : Closing Stock 440 535 546 4.80 5.74 583
Net consumption 5281 6419 65.51 57.65 68.93 69.94
i} Other spares - - - - - -
iii} Pewer and Electricity 16.09 21.31 1891 17.58 22.75 21.35
iv) Factory wages 840 840 882 840 540 g.82
v} Other direct expenses 7.31 B.78 9.51 7.98 543 10.16
vi}) Depreciation 5.33 461 3.98 5.33 461 3.98
vii) SUB-TOTAL (i to vil 89895 107.28 107.73 56.82 11413 114.25
wviiih Add:Opening stecks-in-process - - - - - -
Sub-total 859.95 107.28 107.73 96.92 114.13 114.25
ix} Deduct:Clesing stocks-in-process - - - - - -
x} Cest of Preduction 89.95 107.28 107.73 96.82 114.13 114.25
xi) Add : Opening stock of Fini.goods = 6.52 16.31 - 746 17.37
Sub-total 89.95 114.19 124.05 56.82 121.58 131.62
xii) Deduct closing stock of fini.goods 6.92 16.31 19.59 746 17.37 20.78
¥ii} SUB-TOTAL (Total cost of sales) 83.03 97.88 104 46 8947 104.21 110.84
Gross Profit 1447 19.12 22.29 16.86 21.56 2461
6. Admin & selling expenses (Incl of Int & Remu to Partners) 8.90 11.68 12.65 8.90 11.52 12.40
7. SUB-TOTAL (5+6) 51.93 1058.56 11711 58.37 115.73 123.24
8. Operating profit before interest (3-7) 557 744 964 B.06 10.04 1221
S. Interest
(i} On Cash Credit 066 0.79 079 0.66 079 0.79
(i} On Term Loans 1.58 136 1.08 158 1.36 108
(i} On Unsecured Loans 0.96 0.96 0.96 0.96 0.96 0.96
SUB TOTAL (interest) 3.20 3.11 282 3.20 3.11 2.82
10 Operating profit after interest(8-9) 2.37 433 682 486 693 939
11. (i) Add other nen-operating income - Misc Income - - - - - -
Sub-total {income) N = = E =
(i} Deduct ether non-eperating expense
(&) Pre_ Expenses (w.off) - = = = = -
(b} Others - - - - - -
Sub-totallexpenses} - - - - - -
(iii) Met of other non-cperating income/expenses - - - - - -
12. Profit before tax/loss {10+11(iii)} 2.37 4.33 6.82 4.86 5.93 9.39
13. Provision for taxes 0.73 1.3 211 1.50 2.14 2.50
14. Net profitfloss (12-13) 1.p4 299 471 3.36 4.73 645
15. Dividend 2 = = = = =
16 Retained profit (14-15) 154 2.88 471 3.36 479 6489
17. Retained profit/Net profit (% age) 100% 100% 100% 100% 100% 100%

Table 4.8.2b: Jay Datar Technocast Operating Statement Comparison, Source: (Original

Work)

In Scenario 1, the gross domestic sales show a steady increase in gross domestic

sales by 11.505 million to 14.957 million in FY 2022-23 to 2024-25, respectively, thus

indicating the presence of a linear growth trend. GST deductions adjusted, net sales
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would rise by 12.675 million over 9.750 million in the same year with the annual increase
in net sales growing by 20 and 8.33 percent in the following year.

Scenario 2 is observed to have more aggressive revenue performance as gross
domestic sales will start at ¥1.2558 million in FY 2022-23, and will increase to 1.5983
million by FY 2024-25. Net sales also have increased positively, as it has grown between
1.0643 million to 1.3545 million with an annual growth of 18.18% and 7.69%
respectively.

The income estimates do not only portray financial goals but the expected
interrelation with clients and target markets considering the fact that the sales
performance is determined through the capacity of the company to discern and respond to
the changing demands of clients.

Cost of sales analysis included consumption of raw materials, use of energy, and
labour cost and other direct costs.

Raw Material Consumption: In Scenario 1, Scenario 1 starts with a raw material
cost of 5.281 million in FY 2022- 23 which will rise to 6.551 million in FY 2024-25.
Scenario 2 will open higher at 5.765 million and at 6.994 million at the FY 2024-25 since
the material will be used more frequently with an increase in production levels.

Energy Usage: In scenario 1, the power charges start at 1.609 million and increase
to 1.991 million. In Scenario 2, there are more plans to keep a high energy demand,
which begins to cost X1.756 million up to 2.135 million with the higher production
activity.

Other Direct Expenses: These involve labor costs and other production cost which
are slightly more in Scenario 2 at every point in time indicating the heightened intensity

of operation.
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The cost structure analysis acknowledges that behind any numerical data are the
human choices concerning the resources, supplier relationship, and modes of operation-
having realized that financial results are the products of interrelationships of the human
systems.

Gross Profit Performance: Scenario 1 registers gross profits of 1.447 million in
2022-23 and this will increase to 2.229 million in 2024-25. Scenario 2 shows better
performance as it started the year with gross profits of 1.696 million and ended with gross
profits of 2.461 million in terms of increased volume sales and cost control.

Administrative and Selling Expenses: In Scenario 1, the administration and
selling expenses move upwards throughout the projection period, by 0.0890 million at
both ends of the payscale any 1.265 million. Scenario 2 will exhibit a little less
administrative and selling costs during the later years whilst increasing sales volumes to
indicate a possibility of economies of scale or more effective management of operations.

Operating and Net Profit The growth in operating profit before interest in
Scenario 1 is increased by 0.557 million to 0.964 million. - Scenario 2 is much better as
the operating profit grows by 0.806 million to 1.221 million. The net profit after tax in
the Scenario 1 is increased by 0.164 million to 0.471 million. Scenario 2 has significantly
greater net profits, which will start with 0.336 million and end with 0.649 million during
FY 2024-25.

The profitability analysis recognizes that financial results are not an expression of
just a collection of numbers results but as a summation of a thousand human judgments,
efforts, and developments within the organization- to understand that such values are the
result of a collective accomplishment.

In both situations, there is a 100 percent policy in regard to retention of profits to

be reinvested in business growth. Nonetheless, Scenario 2 yields a more consistent
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increase in retained earnings, which will offer more funds on further development as well
as indicate improved overall financial performance.

The reinvestment policy is an indication of the sustainable growth and value
creation behavior of the company, where organizational growth is not based on short term
distributions but the creation of a stronger and more resilient enterprise, which all
stakeholders benefit as the machinery will create a more robust operation.

The comparison and analysis of projected balance sheets in both the scenarios
give useful information on asset allocation, liability structure, and financial ambience in

the projection period as a whole.

JAY DATAR TECHNO CAST

Annexure 2 - Balance Sheet [? In Lacs]
Case 1 Case 2
PROJECTION PROJECTION
FINANCIAL YEAR 22-23 23-24 24-25 22-23 23-24 24-25
.- LIABILITIES --o:

Partners' Capital { Equity Share Capital
Opening Balance A 31.14 37.13 ¥ 2906 35.34
Add - Profit Transferred 164 299 471 3.36 478 6.48
Add - Addition (Including Interest & Remuneration) 3000 3.00 3.00 26.20 2.00 2.00
Less - Drawings 0.50 5 3 0.50 0.50 0.53
Closing Balance 31 14 37.13 44 B4 2506 35 34 43 30

Reserves & Surplus
Opening Balance - & - = E s
Add - Prefit 164 2.95 471 3.36 479 649

Less - Transferred to Capital 1.64 2.85 471 3.36 479 645
Closing Balance - - - - - -
Unsecured Loans/Deposit 15.00 20.00 20.00 §.00 15.00 15.00
Term Loans 1351 11.03 8.27 1351 11.03 527
Bank Borrowings for Working Capital ***(Assumed - Fully Used} 7.50 7.50 7.50 7.50 7.50 7.50
Current Liabilities 11.49 12.17 12.72 21.56 22.82 23.82
Sundry Creditors 1.19 1.36 1.37 2.60 291 2.92
Other Current Liabilities 10 30 10 62 1136 1896 1991 2090

Total Liabilities 78 64 8783 §53:33 7963 51.70 57 89
0 ABSETS @

Gross Block 42.35 37.02 3241 4235 37.02 3241
Less : Depreciation 5.33 461 3.98 533 461 3.98
Met Block 37.02 3241 2843 37.02 3241 2843

Investments = 5 = = = =
Current Assets 41.62 5542 B4 .50 4261 58.29 69.47
Inventories 11.32 21.66 25.05 12.26 23.11 26.61
Receivables 2397 2876 3116 20593 24 74 26 b4
Cash & Bank Balances 445 258 323 250 263 278
Other Current Assets 187 242 547 692 582 13486
Total Assets 78.64 87.83 53.33 79.63 91.70 97.88

Table 4.8.2¢c Jay Datar Technocast Balance Sheet Comparison, Source: (Original Work)

The Capital/Equity Share Capital of the partners: Scenario 1 shows that the capital
accumulation in the case is stable (covering up to 3 years) amounting to 0, 0.314 million

and 0.713 million and finally 0.484 million. This increase is aided by profit distributions
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to capital, which will start with 0.164 million and go up to 0.471 million in the third year,
and add 3.000 million capital additions and minor withdrawals.

Scenario 2 has a similar trend but with lower final balances of 2.906 million,
3.534 million and 4.330 million as this will be a more conservative approach to capital
formation.

Reserves and Surplus Management: In both cases, the entire profits transfer to the
capital which makes zero closing balances in the reserves and surplus section. This
strategy places emphasis on reinvestment, emphasis on growth and excludes distribution.
Nevertheless, when there are no reserves, there can be liquidity risk, especially during
poor economic periods and this may indicate that there should be strategic planning made
in future towards reserve making.

Debt and Liability Management: Unsecured loans in Scenario 1 grows
consistently between 1.500 million to 2.000 million showing trust in the debt service
capacity and growth goals.

Scenario 2 will start with a lower level of unsecured loans of 0.800 million and
then rise to the second year level of 1.500 of Scenario 1 as increasing dependence on
outside financing could affect future expansion flexibility.

In both cases, term loans demonstrate a steady decrease over the years (X1.351
million, %1.103 million, 20.827 million), which gives testimony to a well-managed debt
and focuses on a repayment ability, which increases financial stability in the long term.

Working Capital Financing: Bank borrowing to fund the working capital will be
the same in both scenarios and it is 0.750 million of the same as an indicator of a stable
borrowing pattern and financial way of operating the business to meet its present

requirement.
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Current Liabilities: Scenario 1 reflects that the current liabilities have been fairly
stable: 1.149 mill million of current liabilities have been elevated to 1.272 mill million. In
Scenario 2, current liabilities have an value that is much higher as it commences at 2.156
million, growing to 2.382 million indicating more serious commitments in operation
which might either be an increased investment in operating costs or expansion.

Total Liabilities: Scenario 2 has a continuously higher total liabilities as compared
to Scenario 1 and their values are 7.963 million vs. 7.864 million in FY 2022-23, 9.170
million vs. 9.333 million in FY 2023-24, and 9.789 million vs. 9.333 million in FY 2024-
25. Such a difference indicates that Scenario 2 has a potentially increased risk profile in
comparison with its financial leverage.

The liability structure analysis acknowledges that collateral to such financial
arrangements is the deal structure with investors, lenders and suppliers- admitting these
financial structures are not simply numbers but webs of trust, interrelationships of mutual
obligation.

Current Assets: In Scenario 1, the current assets show marked improvement of
4.162 million up to 6.490 million indicating that inventories and receivables were well
managed. Receivables improve 2.397 million to 3.116 million and inventory improves
1.132 million to 2.505 million, which means the existence of an increasing base of
operations. The increase in current assets is less in scenario 2 and it has grown by 0.5
million 6.947 million. Interestingly, Scenario 2 forecasts greater stock amounts and tops
the stock at 32.661 million as opposed to Scenario 1 of 2.505 million which indicates a
more aggressive stocking strategy which could be triggered by projected demand

upsurge.
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Scenario 2 shows an increase in the receivables more cautiously to 2.664 million
than in Scenario 1 which is 3.116 million suggesting that there is perhaps better
management of the credit or reduced collection periods.

Other current assets have the largest variance with Scenario 2 estimating 1.346
million in FY 2024-25 which is about 2.5 times less than Scenario 1 which may suggest
higher prepayments or advances in a growth-based scenario.

Comprehensive Asset Growth and Implications: The total assets have been
recorded to show more growth in Scenario 2 as assets going up by X¥7.963 million to
%9.789 million as compared to Scenario 1 where the assets increased by X7.864 million to
%9.333 million.

Such a rapid rise indicates the stronger strategy that was adopted in Scenario 2 of
utilizing operational assets as a potential way of expanding businesses. The increase of
inventory level and other current assets can however denote the possible risks, which
include overstocking or capital constraint in lesser liquid assets. In Scenario 1, a more
conservative method is exhibited with comparatively high receivables and moderate
inventory growths, and this could be an indicator of dependence on long credit terms.

The analysis of the asset management recognizes the fact that these resources are
not just terms of money, but of physical and fore-relationship infrastructure that allows
the company to add value to customers and stakeholders.

Considering that these are the differences in the methodologies when applied to
the financial forecasts of Jay Datar Techno cast, these differences present in a number of
important ways. The second technique always demands greater minimum capital
investments during all years and in both cases. As an example, in Scenario 1 of FY 22-

23, the contribution is a minimum of 0.816 million by the first method and 1.040 million
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by the second one. The same trend has continued into the projection period, and the
difference is increasing with the increase in the asset base of the company.

This contradiction represents the theoretical distinction between the two
approaches at the core: the former method correlates the requirements of capital to the net
funding gap, whereas the latter does it to the gross asset base. Practical implication The
second method obstructs the growth of a company more severely as the company
increases its current assets, which means that eventually financial risk may be limited by

a self-financing requirement imposed by the second method.

JAY DATAR TECHNO CAST

CMa Form No. V -2 Computation of MPBF - FIRST METHOD [T In Lacs]
Case 1 Case 2

PARTICULARS PROJECTION PROJECTION

FINANCIAL YEAR 22-23 23-24 24-25 22-23 23-24 24-25

1. Total Current Assets 41.62 5542 64.90 4261 59.29 69.47

2. Other Current Laibilities (excl Bank Borrowings) 897 14 93 1948 17.04 25.58 26.90

3. Werking Capital Gap 32.65 4049 4542 2557 33.71 4256

4. Minimum Stipulated Net Working Capital i.e. 25 % of WCG 8.16 10.12 ¥1:35 6:39 543 10.64

5. Actual / Projected Net Working Capital 25.15 32.99 37.92 15.07 26.21 35.06

6. Item 3 Minus Item & 2445 30.37 34.06 19.18 25.28 31.82

7. Item 3 Minus Item 5 7.50 7.50 749 7.50 7.51 7.50

B

Maximum Permissible Bank Finance (lower of ltem & or 7} 7.50 7.50 745 7.50 751 7.50
Excess Borrowings Representing Shortfall in NWC (7 -8 ) 5 = = 5

o

CMA Form No. V -2 Computation of MPBF - SECOND METHOD [? In Lacs]
Case 1 Case 2

PARTICULARS PROJECTION PROJECTION

FINANCIAL YEAR 22-23 23-24 24-25 2223 23-24 24-25

1. Total Current Assets 41.62 5542 64.50 4261 59.29 6947
2. Other Current Laibilities (exc| Bank Borrowings} 8.97 14 93 1948 17.04 2558 26.90
3. Working Capital Gap 32.65 4049 4542 2557 3371 42.56
4. Minimum Stipulated Net Working Capital i.e. 25 % of TCA 1040 13.86 16.22 10.65 14.82 17.37
5. Actual / Projected Net Working Capital 25.15 3299 37.92 15.07 26.21 35.06
6. Item 3 Minus Item & 22.35 26.63 29.19 14.82 16.88 25.20
7. tem 3 Minus ltem 5 7.50 7.50 749 7.50 751 7.50
8. Maximum Permissible Bank Finance (lower of ltem & or 7} 7.50 7.50 749 7.50 7.51 7.50

o

Excess Borrowings Representing Shortfall in NWC (7 -8 )

Table 4.8.2d Jay Datar Technocast Working Capital Calculation Method 1& 2, Source:
(Original Work)

This theoretical difference is further demonstrated by the effect on available
capital following meeting minimum requirements (Item 6). With Jay Datar Techno Cast,
scenario 1 would have an amount of 2.449 million available in FY 22-23, as compared to

2.225 million in Scenario 1 under the Second Method. This difference is an opportunity
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cost of the conservative option to take, which may leave the company unable to take
growth opportunities or to be able to flex its operations.

Interestingly, in spite of these methodological differences, the maximum
permissible bank finance (Item 8) is almost the same in both methods and cases, and is
approximately 0.750 million. Such convergence implies that other less than ultimate
constraints, including bank policies, industry norms, or regulatory requirements, can
emerge as the ultimate determination of the ultimate financing limit, irrespective of the
type of calculation method that is used.

The decision by Jay Datar Technocast to determine a new CI and iron casting
facility is a long-term-based strategy aimed at achieving the capitalization of the market
state and expansion in the long-term. By investing in modern technology and
infrastructure, the company has been able to place it at the position to handle the
increased demand towards quality castings and also increase market share.

The financial analysis of both operating scenarios is valuable information about
possible directions, and Scenario 2 was found to be doing better in the financial metrics,
even though its risk patterns are slightly worse. This discussion indicates that a more
vigorous marketing strategy in combination with an efficient management of operations
have a potential to guarantee much better financial results.

Jay Datar Technocast should continue with its operations excellence, customer
satisfaction, and financial discipline to attain the ambitious growth goals when the new
unit starts operations. When this project is implemented successfully, the company will
be able to possess the market better and provide the basis of further developments and
expansions.

Human aspect of this strategic program is not only based on financial expectations

and business measurements, but also on the unity of work and specialized knowledge as
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well as the sense of mission and devotion of the management and staff members of an
organization. The capability of this strategic investment will eventually be achieved
through these human systems relationship with customers, suppliers and employees;

organizational learning and innovation; and commitment to excellence.

4.9 Chapter Conclusion

The overall discussion of the factors affecting the approval of loans in MSMEs
within the Indian banking sector shows a complicated, poly dimensional assessment grid
that looks beyond the normal financial indicators. The information provided in this
chapter can help gain a very important idea about the decisive factors of granting loans,
which is rather helpful when MSMEs need to increase their chances of financing.

The study explicitly defines that loan rejection can hardly be explained by one
factor but a combination of several factors based on different risk dimensions.
Documentation quality is a first level of filtering in the filtering process and applications
that cannot advance to further detailed financial analysis often do so due to poor or
incorrect documentation. In addition to documentation, the financial indicators such as
debt to income ratio, CIBIL scores and financial ratios among others give quantitative
risk measurements that play a large role in the approval decision.

The regulatory compliance has also become a growing relevance in the loan
approvals component where the KYC, AML and other consumer protection regulations
have generated non-negotiable conditions to the consideration of financing. The problem
of information asymmetry among borrowers and lenders remains one of the major
challenges with lack of adequate information leading to conservative decisions of
rejection in the case where lack of accurate risk assessment is caused by lack of sufficient

information.
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The evidence demonstrates the utmost significance of future-oriented aspects of
loan applications, and financial forecasts and CMA information are essential elements of
risk assessment. This is corroborated in the interviews of credit managers where
projection accuracy is found to be the most important factor of rejection as pointed out by
credit managers. Such focus on future-oriented evaluation is the development of lending
practices, where more importance is paid to future sustainability, in addition to the past
performance.

The case study analysis of B K Multipack project and Jay Datar Technocast
project shows how these different aspects lead to the practical lending situation and can
be seen as to how these different aspects are interconnected with the financial projections,
operation strategies, and financial structure. The comparative analysis of the various
scenarios points to the fact operational decisions on inventory management, procurement
efficiency and capital structure have direct influence on the financial performance as well
as loan servicing.

The findings pose important implications to the MSMEs that would want to get
financed in the Indian banking sector. Effective loan submissions involve multi-risk
dimension preparations, especially focus on documentation quality, management of
financial ratios, development of credit history, compliance with regulations and
transparency of information and accuracy of the projections. With such provisions
grasped and in advance taken care of, MSMEs stand to gain a lot in their chance of loan
disbursement and they may indeed advance their chances of acquiring formal credit that
may help them grow and be in business.

Findings introduced in this chapter give the basis of the further discussion of the
strategies MSMESs can employ to be able to negotiate the intricate lending environment.

This study will provide the practical implication of these findings in the next chapter
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which will provide concrete recommendations on how MSMEs can ensure that they
maximize their loan application and the probability of loan approval in the competitive

Indian banking industry.
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CHAPTER V: DISCUSSION

The results of this study presented in Chapter 4 demonstrate that there is a
multicomponent interaction of factors that the theoretical frameworks offered in Chapter
2 have been expanded and elaborated on, as well as depicting some peculiarities of the

Indian context. This chapter discusses, identifies, and synthesizes these findings.

5.1 Information Asymmetry: From Theory to Practice

These empirical results of the study give finer details on how the concept of
information asymmetry plays out in the Indian SME financing environment that are
beyond the theoretical models of Akerlof (1970), Spence (1973), and Stiglitz (1977).
Although information asymmetry theory is based on the assumption that lenders struggle
to determine the quality of a borrower, given that one cannot tell who will repay and who
will not repay, the present study shows that there exist certain mechanisms on how
information asymmetry applies in reality.

One of the central conclusions is that information asymmetry is not an
unresponsive situation in the Indian situation, but rather a dynamic challenge that the
SMEs have to work strategically through certain strategies of information quality
optimization. The study found out that lack of documentation, misstatements of financial
reports, and bad financial predictions are very real manifestations of information
asymmetry that directly are the cause of loan rejections. Besides the theoretical
knowledge worked out in the study, it shows that information asymmetry does not occur
on all aspects of the operation of the SME but is especially strong in certain aspects of
financial reporting and projection.

Particularly, the study provides an under researched aspect of information

asymmetry: the quality of Credit Monitoring Arrangement (CMA) data. Although
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literature has mostly been interested in the use of financial statements, credit history to
determine the creditworthiness, this study identifies that CMA data is an important means
of transmitting information in the Indian context. The fact that CMA reports have large
impacts on the amount of term loans and the working capital limits being determined is
context-dependent evidence of information asymmetry that has not been well-represented
in the theoretical literature.

Moreover, the study shows that information asymmetry in the Indian setting is not
one-way but bilateral, as is suggested by specific theoretical approaches. The information
asymmetry of the lender may be further exacerbated by the lack of knowledge about the
evaluation criteria and decision-making of a lender by small business owners, which
creates an information gap on the lender's side of the information asymmetry. Such two-
way asymmetry forms a more complicated dynamic, which classical theory of
information asymmetry would assert, and necessitates interventions to fill information
asymmetries on both ends of the lending relationship.

The case studies reported in Chapter 4 offer actual evidence of the fact that
considering certain information asymmetry concerns with the help of the implementation
of the discrete intervention may result in rejection outcomes being turned into approvals.
Such practical demonstration generalizes the information asymmetry theory with the
demonstration of the fact that asymmetry is not an unchangeable condition but can be
minimized strategically with the provision of certain information quality improvements,

especially in the CMA data presentation and financial projections.

5.2 Relationship Banking: Beyond Duration to Quality
The empirical results build on the relationship banking theory by showing that

relationship quality, instead of relationship duration is the determinant of interest of
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financing results in the Indian context. Although Boot (2000) and Berger and Udell
(1995) argue in their theoretical assumptions that building long-term relationship is
important to obtain private information and to lend, the current study shows that the type
and quality of the interactions in even comparatively short relationships may play a big
role in deciding whether or not a loan is offered.

One of the new discoveries is that there are particular relationship management
strategies that can be used to efficiently decrease information asymmetry within the
context of Indian banking. The study has exhibited how proactive communication,
openness on issues facing the business, and professional disclosure of financial data are
relationship-enhancement mechanisms, which create lender trust without considering
duration of relationships. This fact indicates that specific relationships behaviors can be
used by SMEs to strategic accelerate benefits of relationships instead of just waiting time
to create relationship capital.

Another significant extension to the relationship banking theory, which has been
discovered in the research, is the effect played by relationship banking in countering
regulatory compliance barriers. Although theoretical models are often concerned with the
ability of relationships to minimize information asymmetry and ease credit evaluation,
the current study proves that the presence of good banking relationships within the Indian
setting will also enable in overcoming complicated regulatory obligations like the KYC
and the AML compliance. This aspect of facilitated regulation of bank relationships is a
little-investigated aspect on the theoretical literature.

Moreover, the results indicate that relationship banking takes place in India in a
multi channel and not a single channel as depicted in theoretical models. The study
explains that relationships play a role in determining the performance of loans in at least

three different ways which include information improvement (information asymmetry
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minimized), trust creation (moral hazard minimized), and easing of the processes
(transaction costs minimized). and regulatory controls. The conceptualization of this
relationship banking as multi-channel enables a better perception of the concept
compared to theoretical assumptions on the matter.

Chapter 4 case studies offer evidence on how the quality of the relationship
affected the reapplication results in that better communication and openness to financial
projections were found to act as relationship-building mechanisms, which led to a higher
trust in the lender. The findings of this work indicate that benefits of relationship banking
can be strategically achieved instead of passively growing over time, which is an

extension to old theory on relationship banking.

5.3 Credit Rationing: Regulatory and Institutional Dimensions

The empirical evidence builds upon the credit rationing theory to uncover how the
regulatory landscape and institutional actions in India come up with distinct credit
rationing processes within the broader publics than the unfavourable selection and moral
hazards processes defined by Stiglitz and Weiss (1981). Although the traditional credit
rationing theory addresses how the information asymmetry results in equilibrium credit
rationing in the information rate mechanisms, this study shows that in the Indian
situation, the regulatory compliance requirements yield a different version of credit
rationing, which does not consider the interest rates.

One interesting conclusion is that regulatory measures like KYC, AML laws, and
fair lending regulations, among others, serve as filtering mechanisms in the loan issuance
process that are non-negotiable and act to impose a kind of regulatory credit rationing
even on lenders of sound financial standing (i.e., financially strong SMEs). This control

aspect of credit rationing has not been sufficiently reflected in the conventional
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theoretical approaches, which place more emphasis on economic than regulatory aspects
of credit allocation mechanisms.

The study also points to an institutional aspect of credit rationing in the Indian
case where a uniform system of evaluation and risk analysis practices setting up of
barriers on particular categories of SMEs despite their different risk profiles. The
discovery that credit managers usually have very little discretion that they can use to
override standardized rejection criteria even when they themselves are evaluating an
application as viable shows that the practices of institutions construct a kind of credit
rationing, which is beyond the economic rationing mechanisms studied in the theoretical
literature.

Also, the study finds a new dimension of credit rationing in India: information
quality rationing. The results show that lenders ration credit, not solely on the contents of
financial information, but also the quality, presentation and form of the information.
Those SMEs unable to generate financial information in the standardized forms necessary
to lenders have to be rejected in their attempts to lend to them despite possible underlying
creditworthiness based on their ability to generate financial information in the required
form.

The case studies in Chapter 4 give tangible items on how dealing with particular
rationing triggers by specific interventions can give away credit limits. This practical
demonstration builds upon credit rationing theory by revealing that rationing does not
solely occur at equilibrium at the market level but also can be dealt with at the firm level
in a conscious manner by particular interventions aimed at responding to the specific

rationalisation mechanisms at the Indian situation.
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5.4 Resource-Based View: Financial Information as a Strategic Resource

The empirical results further develop the resource-based perspective (RBV) of the
company by indicating that financial information production resources is a key strategic
asset in the Indian SME financing environment which has a direct impact on competitive
advantage due to its ability to access financing. Although the conceptualization of the
RBYV theory by Barney (1991) and Wernerfelt (1984) views a firm as a bundle of
resources and capability, this study offers a certain capability of a strategic resource not
sufficiently identified in the academic literature financial information production.

Among the important results is the fact that the quality of financial records
created by SMEs, their financial projections, and complete CMA data have been one of
the unique capabilities that directly affect financing results. It is a valuable (facilitating
access to financing), rare (most SMEs lack such capability), imperfectly imitable
(professional knowledge and systems are required), and non-substitutable (lenders
demand standardized financial information) capabilities that satisfy all the conditions of a
strategic resource within the RBV theory.

The study also indicates that such production of financial information is more
than just a technical process that has a profound organizational and as well as relational
aspect. SMEs need to acquire organizational habits on collecting, processing and
presentation of financial data besides comprehending the relational element of how this
data is perceived and assessed by lenders. This multidimensionality of the financial
information capabilities extends the RBV theory in showing the interaction of the
technical, organizational, and relational capabilities to give rise to a competitive

advantage.
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In addition, the results indicate that financial information capabilities within the
Indian setting are dynamic as opposed to being static and thus necessitate them to
constantly be challenged by adjustments to the evolving regulatory mandates, lending
habits, and market dynamics. This dynamic part follows the extensions to the RBV
theory focusing on dynamic capabilities but it makes a clear empirical demonstration of
the dynamic capabilities working out in the SME financing context.

Chapter 4 case studies present the reality examples of how the improvement of
financial information capabilities with the help of certain interventions could directly
increase the financing outcomes. The data prove that the production of financial
information is a strategic ability that can be trained instead of an intrinsic trait, which
should be considered as a significant implication of the expansion of RBV theory on the

boundaries of SME financing.

5.5 Signaling Theory: Beyond Traditional Signals

The empirical evidence builds on the signaling theory by establishing new
signaling process unique to Indian SME financing setting that are not covered in
traditional signals reported in the theoretical literature. Whereas, signaling theory as
formulated by Spence (1973) and used in the context of corporate finance by Ross (1977)
involves concentrating on the means of how companies can express their quality by
performing identifiable behavior, the study discloses that there are particular signals that
are especially effective in the Indian banking market.

One such important finding is that CMA data quality has been identified as a
potent indicator of SME creditworthiness that adequately goes unnoticed in the
theoretical literature. The study has also shown that the completeness, accuracy and

disclosure of the CMA data is an indicator of management sophistication, financial
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discipline and transparency which has a great impact on the perception of risk by the
lenders. The article is an extension of the signaling theory of interpretation, which
establishes a context-specific signaling mechanism familiar to the Indian banking
context.

The study also indicates that compliance with regulations is also a quality
indicator in the Indian setting where the capacity of SMEs to cope with complicated
regulatory stipulations can be viewed as a form of organizational capacity and entitlement
to lenders. This control aspect of signaling has been given little consideration in the
theoretical literature where much attention has been given to the financial and market-
based signals as opposed to compliance-based signals.

Also, the results indicate the existence of simultaneous multi-channel operation of
signals in the Indian context instead of a single-channel operation in theory models. The
study has determined that signs affect loan results in at least three different ways,
including technical assessment (that presents information on risk assessment), trust
building (that lowers perceived moral hazard), and legitimacy enhancement (that signals
organizational capacity and adherence). Such conceptualization offered by multi-channel
offers a more sophisticated interpretation of signaling as compared to other theoretical
operationalizations.

Chapter 4 case studies offers practical evidence on how refining certain signals to
achieve desired outcomes by means of targeted interventions was directly affected on
financing outcomes. This shows that signaling is not an unplanned reflection of
underlying quality but can be actively coordinated using certain strategies of presentation

of information, which is a significant addition to conventional signaling theory.
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5.6 Institutional Theory: Regulatory and Cultural Dimensions

The empirical evidence builds on institutional theory by exposing the unique
financing dynamics as arisen by formal and informal institutions in the Indian setting
beyond the general institutional structures as pointed out by North (1990) and Scott
(2009). Although the institutional theory is focused on the role of institutions in economic
behavior, this study offers detailed findings on how regulatory framework, cultural norms
and market structures in India determine the pattern of SME financing.

Among the main observations is that regulatory institutions in India provide a
unique financing environment in which there are complex compliance obligations that
define great deal with regard to risk approval of loans. This study mentions certain
regulatory variables, including KYC regulations, AML laws, and fair lending regulations
as institutionalistic restraints that control the lending behaviour in a manner that might
not be the same as in other settings. It builds on the institutional theory by giving specific
practical examples of a role that regulatory institutions play in the outcomes of the
economy in the domain of the SME financing in particular.

Another part of the research provides cultural aspects of institutional forces where
it is found out that informal norms as to financial transparency, documentation practices
and business communication are key factors in influencing lending relationships. The
observation that several SMEs in India do their businesses largely without formal
documentation because their culture is infused with the informal business practices shows
how culture institutions can generate special financing issues which would otherwise be
avoided in those settings where formal documentation is generally more culturally
infused.

Moreover, the results indicate that institutional forces within the Indian context

act on several levels at the same time, i.e. regulatory, organizational and individual and
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form a complicated institutional environment in which SMEs should operate to attract
financing. This conceptualization is useful in elaborating on institutional influences given
that it is a multi-level conceptualization compared to the theoretical frameworks which
normally elaborate on institutional influences.

Chapter 4 case studies present practical evidence regarding the application of the
knowledge of institutional needs and adaptations to needs, with specific intervention,
benefiting the financing outcomes. This indicates that institutional impediments are not
objectively fixed but can be overcome by certain adaptation measures, which is important

to expand the institutional theory on the topic of SME financing.

5.7 Unique Contributions: CMA Data and Regulatory Compliance

In addition to the expansion of the existing theoretical paradigms, this study has
its own contributions as it helps to determine the factors that have been poorly addressed
in theoretical literature and yet they play significant roles in the Indian SME financing
environment. Two aspects can be considered as particularly important the role of CMA
data and the effect of regulatory compliance needs.

The importance of the CMA data determining the loan approval is an important
addition to the knowledge on SME financing in India. Although the financial statements
and projections have been mainly established in the literature, there is little literature on
the use of CMA data on the organization of financial information in lending decisions.
This study proves that CMA data can be used in various ways namely: technical
assessment, signaling, Relationship building, and regulatory compliance are a few of the
multidimensional forms that are fundamentally important to the results of financing.

Likewise, the analysis of the influence of the regulatory compliance requirements

on decisions made in approving the loans contains the information which can be applied
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to the existing theoretical frameworks. The analysis indicates that the compliance with
regulations in the Indian environment is not a two-polar state but a multidimensional and
multifaceted paradigm, which is to be followed concerning the KYC check, AML
compliance, quite lending, and consumer protection regulations. The observation that
regulatory compliance is a separate assessment dimension that is partly independent of
conventional creditworthiness assessment makes a significant input to appreciation of the
special challenges faced by financing of SMEs within the framework of highly regulated
settings.

The case studies in Chapter 4 offer real world examples of how dealing with these
particular factors using specific interventions can influence the results of rejection to
approvals. This practical example can make some useful observations in theoretical
knowledge and practical use as it reveals how SMEs can find their way strategically

through the peculiarities of the Indian financing environment.

Here is the conclusion section for Chapter 5, formatted to match the academic

tone and structure of your dissertation.

5.8 Chapter Conclusion
This chapter has synthesized the empirical findings of the study, situating the
practical realities of Indian MSMEs within established economic and organizational
theories. The discussion demonstrates that the challenges of SME financing in India
cannot be fully explained by traditional, static theoretical models; rather, they demand a
highly nuanced, context-specific interpretation that accounts for the unique regulatory

and institutional landscape of the country.
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By bridging theory and practice, this chapter highlighted several critical
expansions to existing literature:

Dynamic and Bilateral Information Asymmetry: The information gap in the
Indian lending sector is two-sided. It is not merely about lenders lacking insight into
borrowers, but also about SMEs lacking understanding of lender criteria. This gap is most
acutely felt in the presentation of Credit Monitoring Arrangement (CMA) data.

Quality-Driven Relationship Banking: Trust and favorable financing outcomes are
accelerated through the quality of communication, transparency, and compliance
readiness, rather than merely the duration of the banking relationship.

Regulatory Credit Rationing: Stringent compliance frameworks (such as KYC
and AML) and institutional standardized practices act as primary filtering mechanisms.
This creates a distinct landscape of "information quality rationing," where SMEs are
rejected not strictly on underlying financial health, but on their inability to present data in
the required format.

Financial Information as a Strategic Resource: Expanding upon the Resource-
Based View (RBV), the ability to produce standardized, high-quality financial projections
is identified as a critical, trainable strategic capability that directly drives competitive
advantage in securing capital.

Contextual Signaling and Institutional Adaptation: Compliance and robust CMA
data serve as powerful, multi-channel signals of organizational legitimacy. SMEs must
actively bridge the gap between informal cultural business norms and formal institutional
lending demands to succeed.

Finally, the success of the practical case study interventions confirms that the
barriers to SME financing are not insurmountable, static conditions. By recognizing

financial information production as a strategic asset and actively managing both banking
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relationships and compliance signals, SMEs can successfully navigate the complexities of
the Indian financial ecosystem. This chapter not only enriches academic literature by
contextualizing these theories for India but also provides an actionable blueprint to

improve loan approval outcomes for the MSME sector.
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CHAPTER VI: CONCLUSION

This chapter concludes the dissertation by synthesizing the research findings on
the systemic challenges Indian MSMEs face when securing formal credit. It summarizes
the study's empirical evidence, highlighting the critical role of information quality,
regulatory compliance, and relationship banking, and then outlining the theoretical and
practical implications of the research. Finally, the chapter acknowledges the study's
limitations and offers actionable recommendations for SMEs, financial institutions, and

policymakers to help bridge the persistent financing gap.

6.1 Dissertation Summary

This dissertation has investigated the persistent, multifaceted, and systemic
challenges MSMEs face when attempting to secure formal credit from banking
institutions within the Indian financial ecosystem. While MSMEs are universally
acknowledged as the indispensable engines of India's economic growth, entrepreneurship,
and employment generation, their developmental trajectory remains fundamentally
constrained by a profound financing gap. This research was driven by the imperative to
move beyond merely diagnosing this well-documented problem. Instead, it sought to
unpack the intricate, poly-dimensional factors driving loan rejections and to develop
actionable, evidence-based interventions capable of improving loan approval rates
without compromising the prudent risk management standards of financial institutions.

The foundation of this research, established through a rigorous review of existing
literature, conceptualized successful SME financing as the successful alignment of four
critical dimensions: information quality, security arrangements, relationship capital, and
the overarching institutional context. The literature revealed that while traditional

economic theories, such as Information Asymmetry, Relationship Banking, and Credit
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Rationing, provide essential frameworks for understanding these barriers, they often fall
short of capturing the specific, localized realities of highly regulated emerging markets
like India. This study identified a critical need to contextualize these theories, particularly
regarding how stringent regulatory environments and informal cultural business norms
intersect to create unique barriers for small enterprises.

Methodological Rigor and Triangulation: To systematically bridge the gap
between abstract economic theory and the practical realities of lending, this study
employed an interpretivist, grounded theory methodology. This approach was
operationalized through a robust, multi-phase research design. By conducting in-depth
qualitative interviews with 34 participants, encompassing MSME owners alongside a
diverse spectrum of banking professionals (credit managers, sales managers, and branch
managers) from public banks, private banks, and NBFCs, the research successfully
triangulated the perspectives of both borrowers and lenders.

Furthermore, the methodology distinguished itself by moving beyond
observational data through the integration of two targeted case studies (the B K
Multipack and Jay Datar Technocast projects). By tracking applications that were initially
rejected, implementing strategic interventions based on emerging research insights, and
observing the subsequent outcomes, the study proved that the identified financing barriers
are not static, insurmountable conditions, but rather dynamic challenges that can be
mitigated.

The empirical findings revealed that the SME loan approval process in India does
not hinge on a single financial metric but operates as a rigorous, poly-dimensional
assessment grid. The research delineated a clear hierarchy of evaluation criteria:

Primary Filtering Mechanisms: Before an application reaches detailed financial

analysis, it must pass strict preliminary filters. Inadequate documentation and an inability
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to meet stringent, non-negotiable regulatory compliance mandates, specifically Know
Your Customer (KYC) and Anti-Money Laundering (AML) regulations, serve as the
primary causes of immediate rejection.

Quantitative Risk Metrics: Once past the initial filters, traditional metrics such as
Debt-to-Income (DTI) ratios and CIBIL scores remain foundational, acting as
quantitative risk measurements that heavily influence the approval trajectory.

The Primacy of Future-Oriented Evaluation: Crucially, the research uncovered
that historical financial performance is often superseded by future-oriented assessments.
The accuracy, completeness, and professional presentation of Credit Monitoring
Arrangement (CMA) data and realistic financial projections were identified by credit
managers as the most critical determinants of loan approval or rejection.

By synthesizing these empirical realities, this dissertation has significantly
expanded established economic and organizational theories, adapting them to the unique
institutional landscape of the Indian SME sector:

Dynamic and Bilateral Information Asymmetry: The study redefined information
asymmetry in this context as a two-sided phenomenon. It is not merely that lenders lack
accurate insight into the financial health of the borrower; SMEs equally suffer from an
information gap regarding the specific evaluation criteria and risk models employed by
lenders. This bilateral asymmetry is most acutely manifested in the preparation and
interpretation of CMA data.

Information Quality Rationing: Building upon Credit Rationing theory, the
research identified a distinct landscape of "information quality rationing." In India's
heavily regulated environment, institutional practices and compliance frameworks act as

primary filters. Consequently, credit is often rationed, and applications rejected, not due
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to the underlying unviability of the business, but due to the SME's inability to present
financial data in the standardized, high-quality formats demanded by the institution.

Financial Information as a Strategic Resource (RBV): The findings provided a
novel extension of the Resource-Based View (RBV) of the firm. The research established
that for Indian MSMEs, the capability to produce sophisticated, accurate, and
standardized financial projections is not merely an administrative task; it is a critical,
trainable strategic resource that directly drives a firm's competitive advantage in securing
capital.

Quality-Driven Relationship Banking and Contextual Signaling: The study shifted
the theoretical focus of relationship banking from the duration of a relationship to its
quality. Proactive communication, financial transparency, and compliance readiness
serve as powerful, multi-channel signals of organizational legitimacy and management
sophistication. By actively managing these signals, SMEs can effectively bridge the gap
between their often-informal operational norms and the formal institutional demands of

the banking sector.

6.2 Theoretical Implications

To begin with, the study indicates that there should be more interlocking
theoretical frameworks that ensure the interrelations among various theoretical
perspectives. Although information asymmetry, relationship banking, credit rationing,
resource-based view, signaling theory, and institutional theory are all informative, as seen
in this study, these perspectives operate together and not alone in terms of their
interactions and activities. Theoretical explanations should be provided in the future to
close these intricate interactions instead of considering each of the theoretical

perspectives as a unique explanatory approach.

173



Second, the results demonstrate that a greater amount of specific theoretical
models should be developed to explain the institutional, regulatory, and cultural specifics
in which financing of SMEs takes place. The study elucidates that the financing in India
is determined by certain contextual variables namely, the regulatory necessities, culture
about documentation, and practices within the banking sector. This implies that general
theoretical models might not be well explained as more context-specific theoretical
models are required to explain the financing of SMEs in different settings.

Third, the study demonstrates that more dynamic theoretical models need to be
created to understand the changes in financing relationships over time based on learning,
adaptation, and strategic intervention. The case studies show that the financing outcomes
are not predetermined with the definite conditions but may be altered with the help of
certain interventions that take into consideration the most important impediments. This
implies that there is need to have theoretical frameworks that embrace the dynamic
elements as opposed to the models of the theories of equilibrium.

Fourth, the implications of the findings are that it is worthwhile to come up with
less homogeneous theoretical models that differentiate the various forms of information
asymmetry, relationship processes, as well as signaling processes instead of viewing
them as homogenous. The study shows that the information asymmetry such as that one
takes various forms at different levels of the operations of the SMEs and could be
resolved not by general interventions but by the application of particular interventions.

Lastly, the study presents the necessity of theoretical frameworks that may better
accommodate regulatory and compliance dimensions as core dimensions of financing
relations as opposed to being external limitations. The results help to prove that

regulatory compliance is not just a situational element but the main determinant of
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financing performance that shares interaction with other theoretical aspects, including

information asymmetry, relationship banking, and signaling.

6.3 Practical Implications

Besides a theoretical contribution, this study has various practical implications for
SMEs that are interested in obtaining finance, financial institutions that assess loan
requests, and policymakers who aim at enhancing access to finance by SMEs.

In the case of SMEs, the study is an accurate guide on which specific approaches
can be taken to improve loan approval opportunities:

Information Quality is to be optimized: come up with effective financial record-
keeping systems, hire competent accountants and standardise the use of reporting
templates that are in line with requirements by lenders.

Implement CMA Data Quality Improvement: Collaborate with the financial
advisors in creating comprehensive CMA reports that clearly indicate financial health and
strategies and having a detailed documentation of financial projections and assumptions.

Build Relationship Banking Plans: Open frequent contacts with the perspective
lenders prior to official applications, uphold transparency of business issues and show
professional ways of managing financial resources.

Regulatory Compliance Proactive: Build in-depth knowledge on industry specific
regulatory compliance, have all KYC and AML compliance documents fully and kept up
to date, and confirm that all financial dealings and business relationships are transparent.

Maximize Financial Ratios: Routine ratio-making When applying financial
management, make regular ratio analysis as one of the routine financial management
practices, understand the expectations of lenders regarding ratios, and devise ways to deal

with problematic ratios prior to loan applications.
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In the case of financial institutions, the study implies the new opportunities in
order to optimize lending methods:

Improve Transparency of Information: The lender should be provided with better
directions regarding documentation requirements, assessment criteria, and decision-
making procedures to minimize information asymmetry on the lender side.

Build Relationship Banking Capabilities: Invest Relationship management system
to capture soft information and integrate this information with hard financial data during
risk assessment.

Efficiencies Regulatory Compliance: Investigate efficiency of regulatory
compliance procedures by removing unwarranted obstacles and ensuring the integrity of
the regulations, and provide clear advice to SMEs in relation to its regulation compliance.

Apply Intervention Strategies: Design the specific intervention programs aimed at
rejected applications that confront the typical reasons of rejection with the intention of
transforming the rejection into approvals via systematic support.

As a policymaker, the study suggests a number of possible policy
directions:Increase Financial Literacy: Establish initiatives that would advance financial
literacy among SME owners on associating financial records, preparation of projections
and banking criteria.

Streamline Regulatory Requirements: Examines and simplifies regulatory
compliance processes where it can be done without jeopardising regulatory goals.

Support Information Infrastructure: Invest in systems that support the production
and process of standardized financial information which helps to alleviate the information

asymmetry within the SME financing ecosystem.
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Establish Guaranteeing Credible Credit Systems: Grow credit guarantee schemes
that will overcome collateral limitations and retain rewards for good financial

performance.

6.4 Limitations and Future Research Directions

Although this study gives a good idea of the nature of SME financing in India, it
would be important to highlight the number of limitations that inhibit the study and hence
give some recommendations on what future studies should entail.

First, the study was heavily concentrated on the banking industry and there was
scanty research made on alternative funding options like microfinance institutions,
fintech providers and capital markets. Future studies need to investigate the applicability
of the factors identified in the current study to various channels of financing and the ways
in which SMEs can best optimize the strategies to use to access various sources of
finances.

Second, the study was carried out at a certain point in economic time and is not
possible to represent the variation in financing dynamics over varying economic cycles.
Further study on the effects of long factor of financing of SMEs in economic cycles and
contractions during expansions and contractions would be interesting to have.

Third, the study began by studying dissimilar financial institutions; it failed to
make a systematic comparison on the difference in evaluation criteria, and decision-
making processes in different type of institutions. Future studies can be made more
explicit by investigating variations between different institutions with regard to their
lending strategies and their effects on the financing strategies of the SMEs.

Fourth, the number of case studies that were used was not large and could not be

representative of all types of SME financing situations. A larger scale of case study
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research that covers larger scopes of SMEs and diverse sector, size and stage of growth
would help increase the knowledge of how financing factors act under various conditions.
Lastly, the study was rather supply-side (lender decision-making) and demand-
side (SME strategies) centered but also gave little attention to the ecosystem factors that
can modify financing relationships. Future studies might follow a broader ecological
approach, investigating the effect of policy structures, funding institutions and market
formations in creating a cumulative outcome on SME financing interactions.
Nevertheless, this study contributes to a strong base of knowledge about the
inquiry of complex variables that determine the loan issuance of SMEs in India and has
useful implications in supporting the inquiry of theory, implications in practical work,

and formulation of policies in this vital field of economic development.

6.5 Concluding Remarks

This study has explored factors that influence the process of loan issuance to
SMEs in India by using a holistic approach methodology, which will incorporate
qualitative interviews with banking experts and SMEs, as well as the case study of
refused loan applications. The results demonstrate an intricate interaction of the factors
that go beyond and add to the theoretical concepts, besides indicating distinct
peculiarities to the Indian setting.

The study has a number of valuable contributions to the dynamics of the SME
financing. First, it shows how the information asymmetry in the Indian situation can be
manifested in particular ways, including the quality of documentation, accuracy of
financial statements, and presentation of CMA data, which moves to the level of
theoretical conceptualization and practical specification. The fact that CMA data quality

is the key factor that predetermines the borrowing is a significant contribution, in
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particular, as it identifies a factor that is not a thorough consideration of theoretical
literature but is a leading factor in the Indian banking industry.

Second, the study expands the relationship banking theory by demonstrating that
relationship quality but not the relationship duration is the determinant factor in defining
the outcome in Indian context with regard to financing. The single outing of a set of
relationship management strategies that have been active in minimizing information
asymmetry gives viable information to the SMEs that aim at increasing their financing
chances by developing effective relationship formation.

Third, the study shows that regulatory structures and institutional behaviour in
India generate distinctive credit rationing which transcends both the adverse selection and
moral hazard mechanisms that form the basis of conventional theory. The observation
that regulatory compliance requirements serve as non-negotiable filters in the loan
process is an indication of a unique type of credit rationing that does not depend on the
interest rates factor, but impacts even financially sound SMEs.

Fourth, the study builds upon the resource-based perspective of the company
since it shows that its financial information production capabilities constitute a strategic
resource of critical value that impacts directly on competitive advantage via financing
access. This is a good capability, rare, impossible to mimic, and non-substitutable, which
fits all the standards of a strategic resource according to the RBV theory.

Fifth, the study determines new significant signaling with Indian SME financing
context with a strong emphasis on the importance of CMA data quality and quality
regulatory compliance that both are potent signals of SME creditworthiness and
organization ability. These are context-specific signaling which builds upon signaling

theory exposing factors which are especially important in the Indian banking condition.
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Lastly the study makes practical findings via case studies that focused
intervention on certain aspects of rejection can change results and that a more effective
manner of how factors of rejection are identified and resolved would yield substantial
gains in the accessibility of finance in India by the SMEs. This is a useful presentation
that can be used as a source of theoretical support as well as a practical input.

The result has significant implications to various stakeholders. In the case of
SMEs, the study gives effective advice on particular measures that will improve the loan
acceptance opportunity by refining the quality of information, improving CMA data
reporting, building relationships banking directions, proactive compliance with
regulations, and maximizing financial ratios. To financial institutions, the research
indicates potential opportunities such as the possibility of improvement in lending to
financial institutions via increased information transparency, the capability of established
relationship banking, more regulatory compliance process and programs of specific
intervention. The study has managed to identify some of the policy directions that
policymakers should consider such as more financial literacy education, simplified
regulatory provisions, better information infrastructures, and credit assuring provisions.

Although this research has limitations associated with scope, timing, and
methodology, it has a good basis on which the complex factors that affect SME loan
approvals in India may be understood. The results can be presented as a contribution to
the theoretical background of the body of literature as well as the practical
implementation in this essential economic development field and valuable information on
improving the access to finance of an SME and facilitate the development of this
important sector of the Indian economy.

At last, one can say, this study has shown that the process of SME loan approval

in India is a delicate combination of factors that goes beyond the conventional theoretical
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models. The research, with its identification of certain mechanisms under which the
aspects of information asymmetry, relationship banking, credit rationing, resource
capabilities, signaling and institutional effect on the situation in India play, offers a more

detailed perspective of SME financing relationships.
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