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Abstract

Type of Paper: Discussion

Objectives: Advanced societies are going through an economic transition, often described as a shift from Fordism to post-Fordism, which involves new forms of regulation and governance, the emergence of new forms of organisations, new types of relationships between economic actors, new forms of work. This paper considers the effects of these trends on small business owners. Previous research has focused on the extent to which the increased forms of flexible working are associated with greater economic insecurity for individual workers. This paper shifts the focus to the entrepreneurial community, to explore the implications of economic changes in the organisation of production for the degree of social risk experienced by small business owners. What proportion, and what types, of small business owners are ‘at risk’ in the sense of operating at the margins of economic viability?

Prior work: The German social theorist Ulrich Beck has argued that a central characteristic of this new era is that risk now permeates through social life, particularly in terms of increased insecurity of employment. Firms use their employees in more flexible way to more closely match their labour needs with demand cycles and more generally to reduce their costs. This has resulted in the growth of the project-based working, increasing use of part-time, temporary and contract labour, and greater utilization of outsourcing to freelance workers and independent businesses. The consequences are both ambivalent and contradictory. On the one hand they provide freedom from old regimes and structures of work, flexibility (e.g. in terms of hours worked) and choice (e.g. to ‘be one’s own boss’), but only for some. On the other hand they have transferred risk from employer to worker, creating greater uncertainty for individuals.

Approach: The data are drawn from the fourth biennial survey of the membership of the Federation of Small Business, the largest voluntary membership business association in the UK.

Results: 11% of business owners regard themselves to be extremely vulnerable to the failure of their business, with a further 34% also being at risk. This is linked to the fact that 13.5% of business owners have invested more than three-quarters of their household wealth in their business. Those owners most at risk those who have most recently started (1-3 years) and those with a turnover of £100,000-£249,000. Initial examination has failed to identify any gender, ownership or regional effects.

Keywords: flexible work, risk, marginality

Introduction

Various theorists have argued that advanced societies are experiencing a structural break with the past – a discontinuity - which is producing a new kind of capitalism, a new kind of labour, a new kind of social order and a new kind of society (Beck, 2003). The German social theorist Ulrich Beck has argued that one of the central characteristics of this new era is that risk now permeates through social life, particularly in terms of increased insecurity of employment (although he also identifies various other risks that run through social life) (Beck, 1992). Work has become de-standardised. Firms have sought to become more flexible in how they use their employees so as to more closely match their labour needs with demand cycles and more generally to reduce their costs. This has involved a shift from a system of full-time employment to non-standard labour, including greater use of part-time, temporary and contract labour, greater utilization of sub-contracting to independent businesses and the growth of project work involving freelance labour (Ekinsmyth, 2002). This has created flexibility for employers but has created a “risk fraught system of employment” for the employee in which employment risk and uncertainties have permeated more deeply into the workforce than under the previous regime. Jobs are based on less secure, individualised employment contracts and organisations have become more fragmented, creating new sets of uncertainties for workers which in turn has fashioned a ‘new form of individualism’ in which workers are forced to fall back on their own resources to navigate their own individual paths through life, with all its hazards and inherent insecurities (Beck, 1992; Allen and Henry, 1997; Ekinsmyth, 1999; 2002). 

From a small business perspective, these trends are a major factor in the growth of the small business sector in advanced economies, especially micro firms and solo entrepreneurs. Individuals have been freed, or involuntarily pushed, into forging their own careers, by selling themselves in the marketplace. But on the other hand, these trends have also created opportunities for alert individuals, for example, to supply services and products which large organisations used to provide in-house but now out-source.

The consequences of this growth of ‘de-standardised labour’ are both ambivalent and contradictory. On the one hand they have transferred risk from employer to worker, creating greater insecurity for individuals. Accompanying this greater uncertainty is a new form of individualism which has forced workers to accept a higher level of personal responsibility for their individual destinies (e.g. upgrading skills, pension provision), required them to be pro-active in seeking opportunities (whether career or business) and forces them to place increased reliance on privately arranged experts for health, pension, legal and accountancy needs. On the other hand, these changes provide certain degrees of freedom from old regimes and structures of work, flexibility (e.g. in terms of hours worked) and choice (e.g. to ‘be one’s own boss’), but at the risk of increased self-exploitation. However, the employment risks under this new regime, as well as the benefits are differentiated by such factors as social class and gender, creating new opportunities for those with tradable skills and knowledge. For some people, the benefits therefore outweigh the risks (Reimer, 1998; Ekinsmyth, 1999; 2002).

Our interest in this paper is to explore the position of the small business owner in risk society. Previous research on the growth of non-standard employment has largely focused on the extent to which the increased forms of flexible working which have arisen from changes in the organisation of production are associated with greater economic insecurity for individual workers. However, the entrepreneurial community – specifically small business owners and the self-employed have largely been ignored in discussions about employment risk and insecurity. Picking up on the theme that risks are differentiated across society (Reimer, 1998; Ekinsmyth, 1999) there is a strong case for arguing that individuals who have responded to changes in the organisation of production and the associated change in the nature of employment by starting their own business are exposing themselves to much greater potential risk than those who remain in employment. Four kinds of risk can be identified (Liles, 1974; Kuratko and Hodgetts, 2001):

· Financial risk: the entrepreneur is likely to have little or no salary while the business is getting established, so there is an income that is forgone; is likely to have to invest their own money in the business which will be lost in the event that the business fails, and even though the business may be set up as a limited liability company may well have to give personal guarantees to their bank and landlord that exceeds their personal net work. Thus, the entrepreneur is exposed to personal bankruptcy.

· Career risk: the entrepreneur may have quit a secure organisational job with a high salary and attractive benefit package to start their business and may not be able to find a job of equivalent standing if the business fails.

· Family and social risk: the entrepreneur needs to invest time and energy to starting their business. Those who are married and have children may therefore be exposing their family to an incomplete family experience and possibly permanent emotional scars. Friendship ties may also be put at risk because of the limited time that is given over to socialising. 

· Psychic risk: Business failure and the associated financial losses may have a permanent psychological impact on an entrepreneur preventing them from bouncing back, at least immediately.

This paper therefore seeks to extend the focus on economic risk to include the small business owners. It addresses five questions. First, what proportion of small business owners are highly exposed to personal financial risk? Second, how is this risk distributed across different types of small business owners and, third, different types of small business populations: what types of business owners are at most risk and what types of businesses are most at risk – for example, life style vs. high growth business owners, new vs. mature business owners, solo entrepreneurs vs. entrepreneurs who are employers? Fourth, is there a geographical dimension to this type of risk? Are small business owners at greater risk in particular regions and localities, for example, on account of their economic structure or degree of remoteness? Finally, can the characteristics of those most at risk be accurately and systematically predicted?

Risk and Business Failure
Risk is fundamental to entrepreneurship. Indeed, one influential view of the entrepreneur (e.g. Knight, Casson) is “someone who is prepared to undertake risk in an uncertain world” in return for the prospect of reward (Deakins and Freel, 2006: 6). However, ‘risk’ needs to be unpacked. One type of risk is the gamble (e.g. betting) where the outcome is binary – either a win or a loss. A second type is insurable risk – a situation of chance in which the outcome has a statistical probability attached to it (e.g. car accident or theft, death). Finally there is risk which arises from uncertainty which, in turn, stems from a deficiency in knowledge, and which can be managed or educed with the investment of time and money. Entrepreneurship is not about gambling, taking reckless, uncontrollable risks. Neither is it simply making actuarial calculations of the likelihood of specific outcomes. Rather, an entrepreneur is someone who is able to manage uncertainty-related risk in a way which gets the odds in their favour.

The risks of entrepreneurship have been over-stated. First, identifying closures is fraught with measurement difficulties. For example, a change of ownership of an existing business is often classified as an exit and entry. An exercise in ‘Yellow Pages journalism’ found much lower exit rates than reported in the literature (Shapero and Giglierano, 1982). Second, the distinction between business closures and business failures has often not been made. However, only a small proportion of firms which cease to trade represent financial failures. In the USA, failures account for less than 10% of all closures. To put it another way, eight times as many firms stop operations voluntarily than fail (Phillips, 1993). Voluntary closures occur for a variety of reasons. The business may be sold and its activities are absorbed into the acquirer’s operations, so its separate legal identity is lost. The retirement of the owner is another reason for voluntary closure. The owner may take up a better opportunity as an employee. Finally, some businesses are closed to prevent failure (voluntary liquidation).

Businesses which fail leave customers unpaid. These failures are likely to lead to the personal bankruptcy of the owner, especially if they were self-employed or in a partnership, if creditors pursue their debts through the courts by claiming his/her personal assets. In the case of Limited Companies, the inability to pay creditors can lead to insolvency, then liquidation, with a liquidator appointed to dispose of the assets with their value going to the creditors. As noted earlier, this is likely to lead to personal financial loss on the part of the entrepreneur, and even personal bankruptcy, if they have invested a significant proportion of their own wealth in the business or have given personal guarantees to their bank or landlord. Banks may use their insider knowledge of a business that is in difficulties to ‘jump the gun’ and foreclose on it, forcing it into liquidation in the knowledge that there was enough money available to ensure the repayment of its preferential debt. However, this is likely to be at the expense of other creditors (Burns, 2007). 

The literature on business failure is remarkably limited, at least in comparison with the attention that has been given to business start-up. There is considerable evidence, most of it fairly consistent, on the types of businesses most at risk to failure. This highlights age of business (older businesses being less at risk to failure), size of business (larger businesses being less at risk to failure) and past growth (businesses that have been growing less at risk to failure) (Storey, 1994). Some studies also identify sectoral effects (higher failure in retailing) and ownership effects (higher failure amongst sole proprietors and partnerships) (Carter et al, 2006). It is argued that technology-firms are less likely to fail because even failing firms are likely to have assets (e.g. IP) that are attractive to a trade buyer (Bruno, McQuarrie and Torgrimson, 1992). There is also a debate about whether franchisees are at a lower risk of failure (Stanworth and Purdy, 2006). 

There are other studies which have focussed on the reasons why businesses fail. There are of two types. Quantitative studies, based on published company accounts, have sought to identify failures based on financial ratios and thereby develop predictive models (Storey, Keasey, Watson and Wynarczyk, 1987). Various qualitative studies have sought to attribute the causes of business failure (e.g. Berryman, 1983; Carter et al, 2006). Some of these studies have focused on the views of particular actors, such as the owner (Hall, 1992) and the official receiver (Hall and Young, 1991), while others have sought to compare how the entrepreneur and venture capitalists attribute the causes of failure (Zacharakis et al, 1999). The issue here is that it is too easy to attribute the causes of business failure to ‘poor management’ (Berryman, 1983). “The causes of failure may always be said to be poor management. No matter what disaster befalls a firm in the marketplace, sufficient management foresight could by definition have avoided it” (Fredland and Morris, 1976: 8). Burns (2007) suggests that there are four main ingredients of business failure:

· Entrepreneurial character: negative characteristics of the entrepreneur (e.g. delusional optimism and self-confidence)

· Business decisions: this includes decisions made with a lack of information or unwillingness to understand the information available, limited management team, lack of delegation and ‘betting the ranch’ decisions.

· Company weaknesses: which may reflect bad management decisions in the past, such as poor financial control and over-dependence on a small number of customers. 

· The external environment: macro economic changes (e.g. demand, interest rates) and ‘Acts of God’ (e.g. illness, strikes, fire).

These factors interact. Some may be latent in a small business but only become significant when there is a trigger event, often linked to an outside factor, and which may lead to further bad decisions being made.

Finally, a handful of studies have explored the impact of failure on the entrepreneur. How does failure affect them and their ability to resume life? (Brockhaus, 1985). Shepherd and Wiklund (2005) suggest that failed entrepreneurs go through a grieving process. What happens to them afterwards? (Ronstadt, 1985; Stokes and Blackburn, 2000). 

Our paper takes a distinctive approach to risk and business failure. First, it seeks to link business failure or, strictly speaking, the prospect of business failure with the impact on the entrepreneur, specifically on the entrepreneur’s personal finances and lifestyle. Second, it is primarily concerned with a subset of business failures, namely those which would have a profound negative financial impact on the entrepreneur and their household. For comparative purposes we also focus on the polar opposite case – business failures which would have no impact on the entrepreneur’s personal financial position. 

Methodology 


Data for this study were drawn from a large-scale biennial survey of small business attitudes and opinions undertaken on behalf of the Federation of Small Businesses (FSB), a voluntary membership association of independent business owners in the UK. The sampling frame consisted of the FSB membership list. Questionnaires designed to elicit small business attitudes and opinions to a wide range of contemporary issues, were distributed to 169,418 FSB members in September 2005 (Carter, Mason and Tagg, 2006). By the November 2005 cut-off date, 18,939 responses were received, a usable response rate of 11.17%. Cost restrictions prevented follow-up mailings to boost response rates, and data protection restrictions on the mailing list prevented the research team from identifying and contacting non-respondents in order to investigate response bias. Without the option of conventional non-response bias tests, a comparison of early and late responses was used to test response bias. No significant differences were found between early and late responses across any of the variables typically used to describe the owners and the firms (age of owner, business entry mode, age of business, sales volume and VAT registration). An analysis of respondents with regard to their sectoral and regional distribution suggested a sample with close similarities to that of the total population of UK VAT registered SMEs (Office for National Statistics, 2005; Small Business Service, 2005)  

The dependent variable was a self-assessed measure of the consequence of business insolvency using a nominal scale. There were four alternative response categories relating to the consequences of insolvency offered within the questionnaire: 1. “My standard of living would be unaffected”; 2. “I would have to scale down my lifestyle”; 3. “My basic survival and home would be under threat”; and 4. “I would lose everything, become bankrupt”. Responses to this question were received from 18,332 respondents; 607 (3.2%) respondents failed to complete this question and excluded from the analysis.

The research questions required both univariate and multivariate analysis. As an exploratory study, the initial analysis comprised cross-tabulations of the dependent variable against a selection of measures in order to provide a broad indication of patterns.  Following this, multinomial logistic regression was undertaken to explore the possibility of predicting respondents’ levels of financial risk as a consequence of business insolvency. 

Results

1. Exposure to financial risk as a consequence of business insolvency

The first research question concerned identifying the proportion of small business owners who believe that they are highly exposed to financial risk if their business was to become insolvent. This question is most simply answered by an analysis of the responses to the dependent variable. Only a minority (10.4%) of business owners reported that their standard of living would be unaffected by insolvency and a further 42.9% of respondents, the largest proportion, reported that, following insolvency, they would have to scale down their lifestyle. The remaining respondents reported more severe consequences of insolvency. A third (33%) reported that their basic survival and home would be under threat and a further 10.5% reported that they would lose everything and become bankrupt (Table 1).    

These results demonstrate that the consequences of business insolvency vary quite markedly. At the extremes, roughly 10% of business owners would be unaffected and 10% risk losing everything. However, for the majority of business owners, the consequences of insolvency lie somewhere between a more restrained lifestyle and more severe effects.

Table 1: Consequence of Business Insolvency

	What would be the consequence of the business becoming insolvent?
	No.
	%

	My standard of living will remain unaffected
	1961
	10.4

	I would have to scale down my lifestyle
	8131
	42.9

	My basic survival and home would be under threat
	6253
	33.0

	I would lose everything, become bankrupt
	1987
	10.5

	Total
	18332
	100


2. Financial risk and owner characteristics

Given such variability in the perceived effects of business insolvency across this large sample of small business owners, it is worth considering whether business owners who perceive themselves to be at extreme financial risk following insolvency share any discernible characteristics. Univariate analysis revealed fourteen owner characteristics significantly associated with perceptions of financial risk as a consequence of insolvency (Table 2). 

The first three variables relate to the prior entrepreneurial experience of the owner manager. Respondents most likely to perceive financial risk are those whose business is relatively newly established (<5 years). Reflecting the variability of personal resource usage at start-up, owners of very new businesses (1-3 years) are significantly more likely to report extreme responses: either that their standard of living would be unaffected or that they would ‘lose everything, become bankrupt’. Owners of mature businesses (>11 years) are significantly less likely to report extreme financial risk as a consequence of insolvency. Perhaps as could be expected, respondents who own only one business are significantly more likely than owners of multiple businesses to perceive financial exposure. While portfolio entrepreneurship appears to shield business owners from the most extreme effects of insolvency, serial entrepreneurship appears to have a contrary effect. Respondents who had previously owned more than one business before starting their current enterprise are significantly more likely to report financial exposure, perhaps as a consequence of transferring of potential liabilities and stale resources from the earlier venture (Starr and Bygrave, 1992; Alsos and Carter, 2006).

Table 2: Owner Characteristics Associated with Financial Risk

	Owner Characteristics
	X2
	df 
	Sig.

	Currently own >1 business
	9.063
	3
	.028*

	Previously owned >1 business
	14.279
	3
	.003*

	Years owned this business
	252.763
	24
	.000*

	Status prior to start-up
	183.411
	28
	.000*

	Multiple income sources
	62.076
	3
	.000*

	Proportion household wealth in business
	3967.190
	12
	.000*

	Education level
	201.517
	20
	.000*

	Time between education and start-up
	44.234
	20
	.001*

	Number of jobs before start-up
	90.772
	20
	.000*

	Comparative financial status 
	535.881
	16
	.000*

	Comparative quality of life
	613.693
	16
	.000*

	Hours worked by owner
	1660.411
	16
	.000*

	Sex of owner
	168.919
	16
	.000*

	Age of owner
	519.549
	20
	.000*


* X2significant at the 0.05 level

Differences in the perceived consequences of business insolvency were found between those entrepreneurs for whom the business constituted their sole income, who are most likely to report extreme financial exposure, and those with multiple income sources who are more likely to report that their standard of living would be unaffected. Similarly, extreme financial risk is significantly higher among respondents who have invested a very high proportion (>76%) of total household wealth in the business. Indeed, half of all respondents reporting extreme financial risk had invested over three-quarters of total household wealth in the business. The contrast between these respondents and those who had invested a lesser proportion of household wealth (<25%) was marked. Of the respondents who invested only a small proportion of household wealth in the business, more than 80% reported that their standard of living would be unaffected as a consequence of business insolvency.

It may be speculated that exposure to financial risk is related to levels of human capital among owner-managers, for example, their educational achievements and prior labour market experience (Becker, 1964). As Table 2 demonstrates, educational level was found to be significantly associated with exposure to financial risk. Respondents with tertiary education (bachelors degree and above) are least likely to report high exposure to financial risk, while those with primary or secondary education (up to age16) are more likely to report exposure to financial risk.

Respondents’ perceptions of their comparative quality of life and financial status as a business owner are significantly associated with their exposure to financial risk as a consequence of insolvency. Those agreeing that their financial status as a business owner is ‘a lot better’ than as an employee, are more likely to report being ‘unaffected’ by business insolvency. In contrast, those who believe their financial status to be ‘a lot worse’ as a business owner are twice as likely to be highly exposed to financial risk. Similar results were seen with regard to respondents’ comparative quality of life as a business owner. Those who believe their quality of life to be ‘a lot better’ as a business owner are least exposed to financial risk, while those for whom quality of life had deteriorated by becoming a business owner (‘a lot worse’) are significantly more likely to be highly exposed in the event of insolvency.

Finally, three further owner characteristics (age, sex, hours worked) are significantly associated with financial risk. The age groups most likely to report extreme financial exposure are the median age ranges (35-44 years and 45-54 years), while those in the older age groups (55-64 years and over 65 years) are more likely to be unaffected by the consequences of business insolvency. Businesses equally co-owned by men and women, usually matrimonial partnerships, are significantly more likely to be financially exposed, while businesses wholly owned by women are more likely to be unaffected by business insolvency. As expected, businesses operated on a part-time basis, or which occupied less than 30 hours per week of owners’ time, are more likely to report being unaffected, while those that occupied more than 60 hours of owners’ time per week are the most likely to report financial exposure to business insolvency.

3. Financial risk and firm-level characteristics

Table 3 reports fifteen separate firm level characteristics that are significantly associated with exposure to financial risk following business insolvency. Respondents owning VAT registered businesses are significantly more likely to report extreme financial exposure, as are those operating partnerships and sole traderships. Industry sectors that demonstrate the greatest financial exposure as a consequence of insolvency are the hotels & catering and the wholesale & retail sectors. In contrast, owners of business services ventures are significantly less likely to report that they would ‘lose everything’ through insolvency. Demonstrating their capacity to shield themselves from financial risk by their relatively low cost base, home-based businesses are more likely to report being ‘unaffected’ by insolvency. A strong relationship between entry mode and financial risk was also revealed. The insolvency of businesses started from scratch is less likely to result in financial risk to the owners, while the insolvency of businesses bought as a going concern is significantly more likely to result in owner bankruptcy.

Table 3: Firm Characteristics Associated with Financial Risk

	Firm Characteristics
	X2
	df
	Sig.

	VAT Registered
	169.980
	8
	.000*

	Legal form of business
	297.266
	16
	.000*

	Industry sector
	381.853
	18
	.000*

	Home-based business
	95.087
	4
	.000*

	Start-up entry mode
	254.647
	20
	.000*

	Family-owned
	112.193
	20
	.000*

	Family-managed
	56.713
	20
	.000*

	Growth objective
	228.876
	24
	.000*

	Applied >1 bank loan in last 2 years
	626.332
	8
	.000*

	Bank loan rejection in last 2 years
	113.032
	4
	.000*

	Fear of rejection deterred loan application
	784.624
	4
	.000*

	Sales turnover
	562.868
	18
	.000*

	Full-time employees
	341.888
	24
	.000*

	Total FTE employment
	372.846
	24
	.000*

	Anticipated employment change
	127.429
	16
	.000*


* X2significant at the 0.05 level

Sharing the ownership or management of the firm with a family member has a complex effect on the likely consequences of insolvency. Businesses co-owned with a spouse are less likely to be ‘unaffected’, while businesses co-owned with adult children are more likely to be ‘unaffected’ by insolvency. Businesses in which the management is shared with a family member produced similarly complex results. Those co-managed with a spouse are less likely to be ‘unaffected’ and more likely to report that their ‘basic survival and home would be under threat’. Businesses co-managed with the owner’s children or with the owner’s siblings are more likely to be ‘unaffected’ by business insolvency.

The consequences of insolvency are also associated with the business’s growth objective. Businesses with an objective of rapid growth are significantly more likely to be highly exposed to financial risk, while businesses pursuing an objective of moderate growth are less likely to be ‘unaffected’ by insolvency and more likely to report that the owner’s ‘basic survival and home under threat’. Businesses with a static growth objective (‘stay the same size’) are significantly less likely to report that business insolvency would lead to bankruptcy.

Businesses that had applied for a bank loan within the previous two years are significantly more likely to be highly exposed to financial risk. Financial risk is greater for those that had applied for more than one bank loan in this period. In contrast, businesses that had not applied for bank debt were significantly more likely to report that their standard of living would be ‘unaffected’ by business insolvency. Businesses successful in their bank loan application are more likely to report that bankruptcy would lead to them ‘scaling down their lifestyle’, while those that had failed to secure bank debt, or had been deterred from applying because of fear of rejection, are more likely to report that insolvency would lead them to ‘lose everything’. 

Size of firm, measured by sales turnover, is significantly associated with financial exposure. The smallest businesses (<£50,000) are least likely to be affected by business insolvency, while median-size businesses (£100,001-£250,000) are the most likely to report extreme financial risk. Interestingly, businesses with the highest sales turnover (over £1 million) appear relatively cushioned from the financial risks associated with bankruptcy. Employment size, an alternative measure of business size, is also significantly associated with financial risk. The employment size of businesses whose owners face most extreme financial risk following insolvency are those in the 5-9 full-time equivalent (FTE) employment size band. Owners of businesses with >1 FTE employee are more likely to report that their ‘standard of living would be unaffected’ by insolvency. Anticipated employment change is also significantly associated with financial exposure. Those anticipating definite increases in employment numbers within the next year are more likely to report extreme financial exposure to insolvency. Similarly, business owners anticipating definite or possible decreases in employment numbers are also more likely to report being highly exposed. 

4. The geography of financial risk

Whether a geographical dimension to financial risk exists was gauged by an analysis of the responses to the dependent variable by UK region, converted into location quotient (Table 4). Some geographical differences are evident, particularly at the extremes. Those facing the greatest financial exposure to insolvency are more likely to be in the peripheral regions, including Wales, Scotland, Northern Ireland and the south west. In comparison, respondents in London and, to a lesser extent, east England and the west midlands are least likely to be financially exposed to insolvency. Nevertheless, these results do not conform to a simple core-periphery bifurcation; indeed, the complexity of the results is indicated by exploring the ‘unaffected’ extreme. Those facing the least financial exposure, who report being ‘unaffected’ by insolvency, are more likely to be in the north east, Wales and the west midlands. In comparison, respondents in Northern Ireland, London and the south east are least likely to report being ‘unaffected’.

A more comprehensive insight into the geography of financial risk is gleaned by exploring the middle two responses: those who would either have to ‘scale down’ their lifestyle or would have their basic survival and home ‘under threat’ following insolvency. Respondents in London, east England and the east midlands are more likely to have to ‘scale down their lifestyle’ following insolvency, while those in the north east, the south east and London are more likely to report that their basic survival and home is ‘under threat’. 

Table 4 Regional Distribution of Financial Risk: Location Quotient

	Region
	My standard of living will remain unaffected
	I would have to scale down my lifestyle
	My basic survival and home would be under threat
	I would lose everything, become bankrupt

	North East
	1.136
	0.902
	1.069
	1.044

	North West
	0.986
	1.036
	0.952
	1.012

	Yorkshire Humberside
	1.035
	1.032
	0.967
	0.930

	East Midlands
	0.865
	1.055
	0.992
	0.931

	West Midlands
	1.117
	1.015
	0.977
	0.891

	East England
	1.015
	1.055
	0.959
	0.885

	London
	0.908
	1.064
	1.036
	0.708

	South East
	0.979
	0.977
	1.054
	0.941

	South West
	0.988
	0.974
	1.000
	1.117

	Wales
	1.134
	0.927
	0.992
	1.187

	Scotland
	1.042
	0.949
	1.004
	1.152

	Northern Ireland
	0.811
	1.016
	0.990
	1.149

	Total 
	10.71
	44.33
	34.14
	10.82


Collectively, these results suggest that there is a geographical dimension of financial risk, with respondents in some regions more likely to face extreme financial risk, while those in other regions are more likely to be ‘unaffected’ by insolvency. London presents a particularly distinctive profile. Respondents from London are less likely to be ‘unaffected’ by insolvency; however, the effects of insolvency for London respondents are less extreme, they are less likely to ‘lose everything and become bankrupt’ and more likely to have to ‘scale down their lifestyle’ or have their basic survival and home ‘under threat’. One explanation may be the relative buoyancy of London’s regional economy and labour market, which provides a cushion against the most devastating effects of insolvency, not least by offering alternative employment opportunities. Wales also provides an interesting regional profile. Respondents from this region are more likely than average to report extreme responses, both ‘unaffected’ and ‘losing everything and becoming bankrupt’, suggesting that variations at the level of the firm and the owner manager are more influential than regional variations. Indeed, while there are geographical variations in exposure to financial risk, these are both relatively slight and highly complex.

Table 5 Urban-Rural Distribution of Financial Risk: Location Quotient

	
	My standard of living will remain unaffected
	I would have to scale down my lifestyle
	My basic survival and home would be under threat
	I would lose everything, become bankrupt

	Urban
	0.958
	1.006
	1.006
	0.995

	Suburban
	1.050
	0.998
	0.970
	1.050

	Rural
	1.082
	0.983
	1.003
	0.976

	Total 
	10.75
	44.31
	34.14
	10.79


Given the distinctiveness of London respondents, it is possible that an underlying factor in the geographical variation of financial risk is attributable to proximity to metropolitan centres which offer greater possibilities for alternative income sources and employment that cushion the most deleterious effects of business insolvency. To test this proposition, an analysis of responses by business postcode location was undertaken (Table 5). The results provide partial support for this thesis. Urban respondents are least likely to be ‘unaffected’ by insolvency, but are also less likely to be exposed to extreme financial risk; instead, they are more likely to have to ‘scale down their lifestyle’ or be ‘under threat’. Respondents most likely to face extreme financial risk are located in suburban areas, while rural respondents are most likely to be ‘unaffected’ by insolvency. Nevertheless, as Table 5 demonstrates, urban-rural differences are relatively small and do not provide a strong explanatory insight into the geography of financial risk.   

5. Predicting exposure to financial risk 

While univariate analysis provides a descriptive insight into the range of characteristics associated with exposure to financial risk, the use of the chi-square statistic at a univariate level with a large number of cases is likely to be over sensitive. Understanding the more powerful relationships that underpin exposure to financial risk requires an overall analysis. As the dependent variable was a nominal variable, stepwise multinomial logistic regression was selected as the appropriate analysis procedure, both to predict which cases would be allocated to a particular response category, and to identify the potential predictor variables associated with category membership. The alternative analytical approach, ordinal regression, was rejected as it assumes that relationships would increase across the categories; the categories in Table 1 could be influenced so that the middle categories were more or less likely. Multinomial logistic regression allows the use of a mixture of predictor variables in the same analysis.  

The initial analysis was conducted with a large range of potential predictors, but the results proved unstable. In order to stabilize the results all the non-significant variables were removed from the analysis. This generated a stable solution, with fewer significant predictors. While the univariate cross-tabulations showed relationships with most of the variables with the dependent variable, only a sub-set of variables in the multinomial model remain significant in the presence of other predictors. The likelihood ratio test was used to assess the error explained because of model fitting. The test of X2 3862.7, df = 249, p<.001 shows that the predictors did not explain all the variation in the dependent variable. The classification summary also only showed a slight improvement in prediction because of the model. This shows that in spite of the large number of cases suggesting strong relationships in crosstabs chi-squares, the predictive element of the multinomial analysis was weak. 

Despite this, the model allows an insight into the large number of potential predictors associated with response category membership. Table 8 shows the multinomial beta parameters (compared with the Group 2 reference category “I would have to scale down my lifestyle”) that act as significant predictors to category membership. Eighteen predictive variables were found to be significant at the overall level. These include individual and firm characteristics; no geographical variables (e.g. region, urban) were found to be significant at the overall level. Table 8 also includes brief interpretation of the direction of the relationship where this is not otherwise clear.

Individual level variables significant at the overall level include a range of resource mobilization, human capital and perceptual factors. Notably, the model demonstrates the strength of the relationship between the proportion of household wealth invested in the venture and exposure to financial risk following insolvency. Similarly, it appears that high levels of resource allocation in the form of owner-manager time (hours worked by owner), is also significantly related to financial risk. Multiple business ownership is strongly related to financial risk, though the model shows only that this will lead to portfolio entrepreneurs being less likely to ‘scale down’ their lifestyle (the reference group), than other effects. 

Human capital variables, including number of jobs prior to start-up and educational level are also related to financial risk. The greater the number of jobs held prior to start-up, the more likely respondents are to be ‘under threat’ or face bankruptcy following insolvency. The relationship between education level and risk of financial exposure is modest; this analysis shows only that completing secondary education (up to 18) leads an entrepreneur to be less ‘under threat’. Prior experience of business ownership is also modestly significant at the overall level, with entrepreneurs who have previously owned at least one business less likely to have to ‘scale down’ their lifestyle following insolvency. Variables that capture perceived financial status and quality of life as an entrepreneur compared with employment were more strongly related to financial risk. When entrepreneurs perceive themselves to be financially better off as an entrepreneur, they are less likely to be either ‘under threat’ or exposed to bankruptcy. Although quality of life perceptions have a more modest impact, those perceiving themselves to have a better quality of life as a business owner are less likely to be ‘under threat’ following insolvency.

Two personal characteristics are significantly related at the overall level to financial risk. The older the owner, the more likely they are to be ‘unaffected’ by insolvency, and the less likely they are to be exposed to extreme financial risk, either ‘under threat’ or facing bankruptcy following insolvency. Sex of ownership also emerges as significant at the overall level; firms that are wholly male owned are more likely to be ‘under threat’ and, as with equal male-female owned firms - usually matrimonial partnerships, more likely to be exposed to bankruptcy. 

Firm level variables significant at the overall level include a measure of size, legal status, sector, shared ownership and management and recent application for bank debt. The larger the firm’s sales turnover, the less likely respondents are to be ‘unaffected’ by insolvency. Legal status is also significant at the overall level: limited liability company status is related to entrepreneurs having to ‘scale down’ their lifestyle in the event of insolvency. Businesses operating in agriculture and in hotels and restaurants sectors are more likely to be ‘unaffected’ by insolvency, while those in financial services are more likely to be ‘under threat’ and machinery and equipment rental firms less likely to face bankruptcy. 

Table 8 Multinomial Beta Parameters: Versus Group 2 (Scale Down Lifestyle)

	Variable 
	Overall
	Group 1 Unaffected
	Group 3 Under Threat
	Group 4 Bankrupt
	Interpretation

	Years owned this business
	
	-.097
	.051*
	.002
	More years =

+ under threat

	Years as business owner
	
	-.088*
	-.053*
	-.007
	More years = 

– unaffected
– under threat

	Sales turnover
	***
	-.248***
	-.019
	-.076
	Higher = 

– unaffected

	Proportion household wealth in business
	***
	-.393***
	.507***
	1.152***
	Higher =

– unaffected

+ under threat

+ bankrupt

	Number of jobs before start up
	**
	-.018
	.072**
	.101**
	More jobs =

+ under threat

+ bankrupt

	Comparative financial status as owner
	***
	-.043
	-.117***
	-.199***
	Better off  = 

– under threat

– less bankrupt

	Comparative quality of life as owner
	*
	.005
	-.060**
	-.052
	Better off = 

– under threat

	Hours worked by owner
	***
	-.167***
	.192***
	.372***
	More hours =

– unaffected

+ under threat

+ bankrupt

	Age of owner
	***
	.106*
	-.254***
	-.339***
	Older age = 

+ unaffected

– under threat

– bankrupt

	Currently own >1 business
	***
	.254
	.221
	.177
	Own >1 business =       – scale down lifestyle

	Previously owned >1 business
	*
	-.269
	.196
	.160
	Owned >1 bus = 

– scale down lifestyle

	Legal status

(compared to LLP)
	***
	-.155
	-.096
	-.436
	Ltd company =

+ scale down lifestyle

	Sex of owner(s)

(compared to 100% female)
	***
	-.029
	.343***
	.335*
	100% male =

+ under threat

+ bankrupt

	Equal male/female
	
	-.004
	.167
	.445*
	+ bankrupt 

	Share owner /spouse
	***
	.234*
	-.015
	.402***
	+ unaffected

+ bankrupt

	Share management/ spouse
	**
	.129
	-.101
	.107
	– scale down lifestyle

	Share owner / child
	
	-.368*
	-.045
	.094
	– unaffected

	Share owner / sibling
	*
	-.321
	.310
	.300
	+ scale down lifestyle

	Industry sector

(compared /‘other’)
	***
	.574*
	-.256
	-.423
	Agriculture = 

+ unaffected

	Hotels & Catering
	
	.466*
	-.042
	-.117
	+ unaffected

	Financial Services
	
	.141
	.741*
	.782
	+ under threat

	Machinery rental
	
	.466
	-.239
	-.934*
	– bankrupt

	Applied bank loan in past 2 years
	***
	-.163
	-.605***
	-1.095***
	None =

– under threat

– bankrupt

	
	
	-.316
	-.194
	-.487**
	Applied once = 

– bankrupt

	Fear rejection prevented bank loan application
	***
	-.237
	.745***
	1.437***
	+ under threat

+ bankrupt

	Education: up to 18
	*
	-.068
	-.181**
	.033
	– under threat

	Employment pre-start-up (compared / school)
	
	-.199
	-.652*
	-1.035
	Retired = 

– under threat

	Region (compared / Scotland)
	
	-.344*
	-.015
	-.003
	E. Midlands = 

– unaffected

	
	
	-.004
	.244**
	.205
	S.East = + under threat

	Urban – rural
	
	-.081
	-.016
	4.284*
	Urban = + bankrupt


Sharing the ownership of the firm with a spouse is significantly related to extreme responses to insolvency, being more likely to be ‘unaffected’ or that insolvency will lead to bankruptcy. Sharing management, but not ownership, with a spouse is related to less extreme responses to insolvency; these respondents are less likely ‘scale down’ their lifestyle following insolvency. In contrast, sharing ownership with siblings is more likely to lead entrepreneurs to ‘scale down’ their lifestyle. 

Finally, recent application for bank debt is strongly related to financial risk following insolvency. Respondents who have not applied for bank debt in the previous two years are significantly less likely to be ‘under threat’ or face bankruptcy as a consequence of insolvency. Respondents who have made only one recent application for bank debt are also less likely to be exposed to extreme financial risk. In contrast, entrepreneurs who have been constrained in applying for bank debt because of a fear of rejection are significantly more likely to be ‘under threat’ and face bankruptcy as a consequence of insolvency.

Conclusion

These results demonstrate that exposure to risk is differentiated across the small business sector. Only a minority of small business owners face extreme risk (10% state that they would lose everything and become bankrupt), but a substantial minority (a further 33%) face some risk, stating that their basic survival and home would be ‘under threat’. Just over half of respondents reported being relatively unaffected by business insolvency, and of these, 10% report that their standard of living would be unaffected. In this regard, these results appear to support Bhide’s (2001) thesis which suggested that many entrepreneurs either choose to or are forced to bootstrap their business at start-up. One fortunate consequence is that their lack of capital outlay prevents them from being exposed to significant risk. “Founders of the typical bootstrapped start-up do not face much financial risk” (Bhide, 2001: 253).  

Exposure to risk is most associated with investment, growth from a small base (scaling up), ‘seriousness’ (VAT, operating from business premises), and the recent use of bank debt finance. Thus, small business owners at most risk are those seeking to grow their business and exploit opportunities. These are likely to be well-educated entrepreneurs. There are also sector effects, the wholesale and retail, and hotels and catering sectors have the highest failure rates. The greatest risk appears to be associated with growth business, especially those growing from micro to small (5-9 employees).

Building a large business involves considerable personal financial risk. While Bhide (2001) suggested that risk could be minimised at start-up, these results show that exposure to risk can increase over time, even when businesses have started in a low-risk, bootstrapped fashion. The effect of time may be an important element in entrepreneurial risks and may have contradictory effects. On the one hand, small business owners’ skills may increase over time as they gain experience of managing the business. They may, for example, learn about all the things that can go wrong and perhaps have some ‘narrow escapes’ from failure. On the other hand, the value that is created within a business – and often locked into the business - increases over time. Paradoxically, while the value of the business may increase over time, the personal alternative career choices of the owner-manager tend to diminish over time. Thus, the longer the owner stays with the business and the greater the value created within the business, so the owner-managers exposure to risk increases.

Fear of losing this wealth may prompt ‘loss aversion behaviour’ among small business owners. For some, this may prompt them to sell the business, as they become unwilling to take the risks and exposure associated with building a large business. For others, their decision may be to consolidate their business, try to remain about the same size and within their existing supply-chain. Such conservative behaviour may intuitively appeal to successful small business owners attempting to stabilise their business and remain on the ‘same footing’, but may prove risky in the long term as their marketplace and competitors evolve. Given the dangers inherent in trying to stay still, a planned growth trajectory may produce better outcomes and be least risky. 

Finally, it is clear that perceptions of risk and personal exposure influence small business owners’ behaviour. For this reason, inaccurate and misleading statistics about failure, such as the widely held misconception that ‘four out of five businesses fail in the first 3 years’, are damaging in so far as they act as a deterrent to both start-ups and the growth-seeking behaviour of existing businesses. 
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