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Abstract

This paper has two objectives: (1) Analyse the transformation and fundamental problems of the loans practice in the Mexican Financial System, concentrating on problems faced by Mexican Start-ups. (2) Analyse the role of Business Incubators Centres with the Financial System in Mexico. The analysis is supported by corporate finance theories, mostly the theory of information asymmetries and financial intermediation to propose relevant solutions in order to decrease problems between financial institutions and entrepreneurs.

The main question to answer first at a theoretical level is: Do the Business Incubators Centres represent a key institution for Mexican Start-ups to obtain a credit from a financial institution and to restore confidence in the Mexican Financial System? The hypotheses from this question are: (1) The Business Incubators Centres represent a key institution for Mexican Start-ups to obtain an external credit. (2) The Business Incubators Centres represent a key institution for Mexican Start-ups for professionalising and restoring confidence in the Mexican Financial System. 

In order to obtain a preliminary diagnostic, the theoretical framework has been revised. Furthermore, it has been used for exploratory research methodology: personal interviews with executives from Mexican financial institutions and practical observation. The combination of both approaches at this level represents a basis to achieve the objectives proposed. This framework constitutes a theoretical part of the development of the Doctoral dissertation, and it is expected to answer this question empirically through a field research to be conducted next year with Mexican Start-ups from the Business Incubator of ITESM, Campus Monterrey (Mexico). 

The key results thus far show for both hypotheses that there are still gaps in the literature of Business Incubators in Mexico to demonstrate both hypotheses stated. The issue of these institutions and their role has been explored for other countries but not focused on the financial issue. Currently, the role of the Mexican Business Incubators is becoming a key part in the process of professionalising and financing the Start-ups. The limitation of these interim results is the lack of an empirical and statistical analysis, which will be completed next year according to the research plan proposed. 

The research process will be conducive to the objective of preparing and professionalising the Start-ups to institutional access to the Mexican Financial System to develop the Mexican economy in the short, medium and long term. 
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Track V  -  Small business finance and financial management

1 Introduction

The Mexican Financial System offers diverse alternatives of financing for the SME sector. There are currently many Mexican companies with high growth potential, but most of them are not prepared to meet the financial rating parameters required by the financial institutions. According to the publication Corporate Mexico (2006), six of every ten Mexican micro, small and medium-sized companies (SME’s) are rejected for not fulfilling the requirements of a bank credit. This situation has impeded the growth of the Mexican financial system in many important fields, due to the lack of formal financial management of these companies. Such companies have mainly focused on the payment of taxes, of which a high proportion avoids this obligation. 

On the one hand, in the opinion of Rogozinski (WSJ, 1994), one of the major challenges Mexico must face concerns the promotion, modernisation and financing of small and medium-sized companies. As in most of the economies of the world, the modernisation and consolidation of the SME Sector in Mexico is important. Not only because of their contribution to the gross domestic product, but because of their critical role in expanding Mexico’s entrepreneurial base and in development of a majority middle class. Besides, according to Time Magazine (Stier, 2006) Mexico needs tax enforcement, regulatory reform, a deregulated oil industry and agricultural reform if it is to maximise the potential that NAFTA offers. Today Mexico’s predicament is that its economy needs to generate a million jobs per year for the next two decades -in order to handle its demographic growth-, but currently produces a half of that. This challenge could be met through the efficient development of the SME sector.

On the other hand, it is relevant to analyse the several major crises faced for the Mexican Banking System, specially the one of 1994-1995. Mayer and Woodside (2001) analyse these major banking crises, as well as the crises of confidence derived from them. These events had special economic origins, but they also contained a clear political dimension. This event caused the domestic banking system to fall in an advanced state of insolvency and threatened its survival. These crises had a strong influence on the financing of the Mexican SME Sector. Therefore, it is particularly important to take into consideration this issue in our study regarding the role of Business Incubators in the financial intermediation for Mexican Start-ups.

In this field, the Business Incubators are becoming an important part of the support given by the Ministry of Economy since they manage the flow of the resources to the SME’s. Besides, the offer of capital for business entrepreneurs in Mexico is scarce, since it is mostly oriented to companies already established and in the process of growth. The access to financial resources is difficult for the Mexican entrepreneur because of three main problems (according to the Ministry of Economy, 2004): 1) Lack of historical background; 2) Lack of entrepreneurial culture; 3) Lack of a business plan. There are still many short-falls in the literature regarding solutions to such urgent problems in Mexico. The situation described above is one of the motivations of this study and explains in some part the importance of the topic in this field.
A Business Incubator is an economic development tool created to accelerate the growth and success of entrepreneurial companies through an array of support resources and services for new businesses.
The relationship of the theories analysed with the role of Business Incubators for financing Start-ups in Mexico, rely on the issue of the monitoring role recently assumed for these institutions in the context of a developing economy. This monitoring role represents a key aspect to decrease the information asymmetries between entrepreneurs and investors or financial intermediaries. The motivation of the present study to focus on Business Incubators to help during the process of financial intermediation is also explained through the following points: the access to venture capitalists on developing economies is considered irrelevant as in a developed economy. Fabre and Smith (2003) confirm in their study: the kinds of institutions that are primary suppliers of risk capital have a very limited presence in Mexico. Additionally, they clarified: venture capital structures that have worked in the U.S. may not be as effective in Mexico and may unnecessarily limit the range of investments that can be financed with venture capital. Due to this main reason, we concentrate on the function of Business Incubators as a link for professionalising and financing Start-ups in Mexico, instead of taking the figure of a venture capitalist.

At present, the role of the Mexican Business Incubators is becoming a key part in the process of professionalising and financing the innovations of Start-ups. This process is possible in two ways. Through professionalising the innovative process with a complete business plan in every aspect of the company. And these institutions are developing an important role as a key link between government and financial institutions.

2 Theoretical Framework
The Role of Business Incubators

The Business Incubators are a place “where newly created firms are concentrated in a limited space. Its aim is to improve the chance of growth and rate of survival of these firms by providing them with a modular building with common facilities (fax, computing facilities, etc.) as well as with managerial support and back-up services. The main emphasis is on local development and job creation.” (European Commission, 1990)

Different authors have defined the concept of Business Incubator: According to Aerts, Matthyssens and Vandenbempt (2007), Business Incubators constitute an environment, specially designed to hatch enterprises. They provide their tenant companies with several facilities, from office space and capital to management support and knowledge. These institutions guide starting enterprises through their growth process and therefore, they constitute a strong instrument to promote innovation and entrepreneurship. Lalkaka (2003) defines a Business Incubator as an instrument to promote innovation and counter the high start-up failure rate. Rice (2002) defines a Business Incubator as a “producer” of business assistance programs, in collaboration with the community in which it operates. The European Comission (2002) describes that an incubator operates in a high tech sector and offers a high level of management support. According to these authors, it can be said that an important function developed from the Business Incubators is the role of professionalised Start-ups since the first stages of formation. Nevertheless, the formalisation of the financial information through the help of these institutions still remains as an important open question. Therefore, the exploration of this issue is one of the main contributions of this paper and the dissertation in process. 

According to Lalkaka and Abetti (1999), a business development centre provides advice, training, information and related services. This Management support is one of the primary requirements of the companies. They suggested this support should be linked to financing and technical resources to help the entrepreneurs implement their plans.

A study conducted by the University of Michigan, Ohio University, the National Business Incubator Association and Southern Technology Council (Molnar et al. 1997) summarised the economic and social results of Business Incubators in the following aspects: (1) Job Creation; (2) Cost Effectiveness; (3) Return on Investment; (4) Growth; (5) Survival.

Regarding the aspect of survival, the evidence shows: while the survival rate of new companies after 4 years was only 37% to 70% (Timmons 1988), 87% of firms graduated from incubators were still in operation in 1996. Udell (1990) explored the question: Are Business Incubators increasing the Survival Rate of new enterprises? The conclusions show:
· The allegation of small business failures are management related. Therefore, it is doubtful that simply providing space and support services will have much of an impact on small business survival and success rates.

· There appears to be a growing consensus among professionals with long-term experience in this area that financial or in-kind incentives are insufficient and that management and technical assistant are necessary to increase the survival and success rates. This supposition is supported also by the literature of business failure.

· In a study of technology-based enterprises, all of the reasons cited for failure were management and technology-related. However, it could be concluded that in-kind and support services would have been of major value. Bruno et a. (5) state that “…although accounting problems are a contributing factor, we noted greater and a more sophisticated set of financial problems”.

From the Business Incubators investigations in Germany, the following success factors for Business Incubators (taking into account the incubated firms’ point of view) can be derived (Pleschak, 1995; Behrendt, 1996 Sternberg et al., 1996; Gross & Pleschak, 1999): 

(1) The technical infrastructure and the associated services, which are offered to the incubated enterprises. For this, all services which fulfil the "basic needs" of an enterprise are considered; in a certain way they are standardized, e.g. office services, telephone services, receipt or conference rooms and consulting areas.

(2) Under the success factor management & consulting, all the services that can only be rendered individually to each enterprise can be included. In this case, the establishment, financing and marketing consulting are of particular importance. 

(3) The support with the development of new financial sources for the incubated enterprises. The access to credits from local banks or promotional funds of the local or central government as well as the development of venture capital is of particular importance. 

 (4) The integration of regional participants for the promotion of a network, which permits the establishment of contacts and co-operation preparation with regionally significant partners, such as local institutions, universities, industrial chambers, private enterprises, etc. Specially the preparation of common activities and/or projects between universities and incubated enterprise is very important, which will finally lead to the transfer of technology and knowledge.

(5) The economic potential of a region plays a crucial role for the strategic adjustment of Business Incubators. Generally, it shows that Business Incubators concentrated in a certain industry can offer the enterprises specialised services for the special needs of that industry. Besides, specialised Business Incubators offer better possibilities for the co-operation among the enterprises. 

Studies in other countries show that the sixth most important success factor of the sustainable financing must be considered (Scaramuzzi, 2002). 

(6) Contrary to the case in Germany, most Business Incubators in developing countries cannot hope for a durable subsidisation through national resources. The development of long-term strategies for sustainable financing is therefore of high importance to the Incubators’ survival.

Diagram 1: Success factors for Business Incubators
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Source: Modified from Klumpp et. al., 2001

Corporate Finance Theories and Business Incubators

Through the analysis of a research paper from Denis (2004) regarding an important overview of the rapidly growing entrepreneurial finance literature, the relation of the topic for this study is based on corporate finance theories. Within the four areas of inquiry of entrepreneurial finance literature mentioned by Denis, this paper focuses the attention particularly on financial contracting issues and Business Incubators. After family and friends, entrepreneurial firms tend to rely mostly on outside equity financing (venture capital funds, angel investors, and corporate investors) due to their lack of profitability in these first stages and lack of tangible assets. Therefore, we find relevant methods to solve this persistent gap between these types of SME´s and the Financial System. Denis (2004) mentioned there is a large body of literature devoted to the study of the importance of the source of debt financing. The conclusions of this kind of literature assure that banks are “special” in a way that they provide services such as monitoring that usually are not provided by other debt claimants. Non-bank private debt serves an important role in accommodating the financing needs of firms with low credit quality. In addition, according to the findings in the literature related to financial contracting issues, entrepreneurial financing situations are characterised by two fundamental problems: firstly, there are large information asymmetries between entrepreneurs and investors. Secondly, there is a potentially moral hazard problem. 

Regarding the corporate finance theories related to this paper, there is a close relationship with theories of informational asymmetries. According to R. Glenn Hubbard (1990), these types of models reflect clearly the informational asymmetries between “borrowers” and “lenders”, which complicate the development of financial contracts, and make the financing and investment decisions interdependent in specific ways. The key information of the research developed on capital markets frictions for asymmetric information is its emphasis on the use of particular forms of contracting mechanisms and monitoring arrangements. These mechanisms are designed in order to minimise the higher cost of finance in a context of asymmetric information. 

In our opinion, Business Incubators could play an important role to diminish the information asymmetries between the Mexican Financial System and the Start-ups.

The dimensions of information asymmetries studied by these authors rely mainly on the following issues: one party has information that the other party lacks and cannot easily acquire (Smith, 2004). It refers also to quality of information on the following dimensions: 

· Lack of quality on financial information (due to the lack of a formal financial management). Miller and Bahnson (2002)

· Weaknesses in internal control over financial reporting. Doyle and McVay (2006)

· Large differences between financial and fiscal accounting of the firms (related with transparency of information). Interview with executive of NAFIN (Mexican development bank focused on SME´s).

· Difficulty for outside investors to ascertain the quality and potential value of technological innovations. Denis (2004)

· Difficulty of access to the companies information (publicly traded vs. not public traded companies). Denis (2004)
· Private information obtained by lenders leads to borrower capture to the extent that such information cannot be communicated credibly to outsiders. Dell´Ariccia and Marquez (2004)

On the other hand, the dimensions of the potential moral hazard problem are related to cash flow rights, voting control and decision rights. All these problematic issues mention on the financial contracting issues, complicate the development of financial contracts and make financing and investment decisions interdependent in specific ways.

The theory of financial intermediation explains the basic relationship between entrepreneurs of Start-ups and financial intermediaries (Diamond, 1984 and Stiglitz, 1985): the entrepreneur of a Start-up understands clearly the quality of the innovation, since the financial intermediaries assume the monitoring role of intermediaries. This monitoring could be explained by the intermediaries´ access to the detailed knowledge of the companies. Besides, Fama and Jensen (1983) and Williamson (1983) provided additional evidence of venture capital monitoring. 

Gorman and Sahlman (1989) concentrated on the relationship between entrepreneurs of Start-ups and venture capitalists as financial intermediaries. They concluded that the venture capitalists assume an important role as active monitors, providing a special added value to the Start-ups companies through the monitoring. Gompers (1995) argues concerning the importance of the interaction between the structure of financing arrangements and the monitoring activities. He suggested that monitoring reduces potential agency problems. 

In addition, Kaplan and Strömberg (2001) provided the most direct evidence of venture capital (VC) monitoring, concluding that important factors of the VC´s monitoring play a key role for professionalising the Start-ups in several dimensions: developing of a business plan, assistance acquisitions, help facilitating strategic partnerships, design of employee compensation plans. This role mentioned by Kaplan and Strömberg for venture capitalists, coincide with some of the principal functions defined for Business Incubators Centres. In 2002, Hellman and Puri provided evidence of the positive consequences of monitoring in Start-ups: building the internal organisation of the company, more likely to professionalise along several dimensions such as human resources policies, recruitment of professional marketing and sales staff and adoption of stock option plans.

The theory of agency problems explains the relationship between a principal, e.g., a shareholder (or bondholder, bank or venture entrepreneur) and an agent of the principal (manager). This theory plays an important role in understand the interrelationship between SME´s and Financial Systems. Hubbard (1990) mentioned that modern theoretical work on principal-agent problems has stressed the financial contracts to align the incentives of “insiders” and “outsiders” in business transactions (Jensen and Meckling, 1976). According to Brealey, Myers and Allen (2006), agency costs can be reduced in two ways: by monitoring the managers´ effort and actions and by giving them the right incentives to maximize value. Typical agency costs can be prevented through monitoring, such as evidences of corruption. It can be confirmed that the use of the resources invested are used in the way expected. On the other hand, because monitoring is imperfect due to the necessity of time and money and consequently the diminishment of returns, then compensation plans must be designed to give managers the right incentive.

Empirical evidence and proposed solutions

In relation to the empirical evidence and proposed solutions to the framework mentioned above, there are studies in the literature showing relevant findings to be used as a basis for the paper. Denis (2004) summarises the most relevant findings encountered in the literature related: Entrepreneurial financing situations face particularly two fundamental problems. Firstly, there is a lot of body of literature in the information asymmetries between entrepreneurs and investors. Secondly, there is a potentially serious moral hazard problem.

Hence, as described in Hart (2001), the corporate finance literature has focused on visualising financing in the face of asymmetric information and moral hazard problems. The literature regarding this specific topic proposes two primary solutions: Firstly, incentive contracts can be designed primarily with the purpose to optimise the sensitivity of the entrepreneurs´ wealth to some observable signal(s) of the entrepreneurs´ effort (e.g. output or profits). Secondly, control rights can be specified that determine who chooses the actions that are taken within the company.

Thus far, a large body of literature has emerged in the field of contractual solutions and information asymmetry common problems in financing agreements between investors (primarily venture capitalists) and entrepreneurs. This literature demonstrates how entrepreneurial financing contracts present the two fundamental problems of information asymmetry and moral hazard by allocating cash flow rights, voting control and decision rights. Besides, within this context of analysis between venture capitalists and entrepreneurs, it is relevant to mention the conclusions of Kaplan and Strömberg (2000). They found that companies that obtain venture capital are significantly more likely to professionalise along several dimensions of the human resources framework, like human resources policies, recruitment of professional marketing and sales staff, and stock option plans. All these activities provide added value to the Start-up companies. 

Furthermore, another important issue showed in the literature is that venture capitalists can potentially help entrepreneurs raise additional funds, by certifying the quality of a start-up. This issue of certification from the start-up has been studied within the relationship between the venture capitalist and entrepreneur, but not in the relation between a financial institution and entrepreneur that was part of the incubation process within a Business Incubator Centre.

Lalkaka and Abetti (1999) developed Key Success Factors for Incubators in Restructuring Countries. They suggest the developing of a link between the Business Incubator and the Start-ups to obtain finance, since they assure: the start of initial operations requires access to equity, credit and royalty facilities by tenants. The business incubation industry is two decades older in the United States and Europe, but under a decade in restructuring countries. This knowledge platform already generated learns from mistakes of SME support systems in the past, and re-defines its role in the future. 

Concerning the proposed solutions of the authors that supports their findings on the theory of financial intermediation, some of the arguments of Allen and Santomero (1998) state that participation costs are crucial to understand the current activities of intermediaries and in particular their focus on risk management. Another study conducted by Bohácek (2006) argued that the absence of financial intermediation represents a constraint on agents´ allocations and is inefficient: the welfare loss amounts to more than 11%, a magnitude not usually found in other models studied, for example, in topics related to inefficiencies of government policies.

Summary of Theoretical Framework

According to the theories discussed related to this topic, the proposed theoretical framework for the present paper began with the analysis and main reasons for the crisis of confidence produced particularly after the 1994-1995 crisis, between the Mexican SME Sector and the Mexican Financial Sector. In order to explain the problem described, in this research, it is proposed to consider mainly the theory of information asymmetries, the theory of financial intermediation and the theory of agency problems. These theories describe the relationship and problems faced by the entrepreneur of a Start-up and the investors (or lenders). Firstly, we will be analysing the specific problems of information asymmetries discussed in the literature and in the field between the Start-ups and the financial institutions. After this crucial analysis (theoretical and empirical), it will be important to find out the most relevant information asymmetries to be decreased in Mexico, concentrating on the Mexican Start-ups and the Mexican Financial Institutions. As mentioned before, most of these theories have been focusing on the role of venture capitalists as a strategic monitoring role for Start-ups. We propose to describe and analyse mostly the role from the perspective of the Business Incubators in Mexico, specially as a financial link (with financial institutions) and the monitoring role assumed within this process.

The summary of the theoretical framework for this paper is shown below:
Diagram 2: Summary of Theoretical Framework 
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3 Methodology

The research methods proposed for the dissertation are divided into three main sections: 

(1) The first section consists of the revision of a theoretical framework, focusing on the relationship with corporate finance theories, mainly the theories of information asymmetries and financial intermediation. 

(2) The second section will be based on empirical research conducted within the second important industrial business city centre in Mexico: Monterrey, Nuevo Leon, Mexico. The empirical research will be conducted on 150-180 Mexican Start-ups (sample number to be revised), as well as in 14 Financial Institutions (especially institutions focused on SME´s; sample number to be revised).

a. The period of the present empirical research is planned to be conducted from December 20th, 2007 until March 20th, 2008 (3 Months). Hence, there will be the construction of a representative sample with a structure of Start-ups that are now in the process of incubation and post-incubation within the Business Incubator Centre from ITESM, Campus Monterrey. 
b. Regarding the Financial Institutions, an important part of the Banks´ interviews were already conducted in Monterrey, Nuevo Leon, Mexico (last December 2006 and January 2007) with executives from development and commercial banks, all of them clearly focused on SME´s as clients; besides, other interviews will be conducted with these Banks, but concentrating on issues regarding Start-ups. The objective of the preliminary interviews was to establish a diagnosis of the Mexican Banking situation regarding Small –and Medium Sized- Companies in Mexico within the context of the recent application of the Basel II Capital Accord. Another objective was to define the main problems within the credit process that the banks face frequently regarding the Small –and Medium Sized- Companies. Through the formal empirical research structure described, the information collected will be processed later multivariate and econometrical statistical analysis.

(3) The third part of the present dissertation will present the analysis of the data collected. A Model to decrease the main information asymmetries detected between the Mexican Start-ups and the sources of financing in Mexico will be proposed. The Model will help to obtain a Rating as well as to access credit with preferential costs for these companies. Besides, this financial rating will later assist companies to become listed in the Mexican Stock Exchange. 

4 Results and Discussion

The Mexican Financial System and the SME Sector

It is relevant to describe and analyse the several major crises faced by the Mexican Banking System, specially the one of 1994-1995. Mayer and Woodside (2001) analyse these major banking crises, as well as the crises of confidence derived by them. The justification of the background regarding the Financial System relies on the following issue: As in other countries, banks do not like lending to new and emerging businesses because of the level of risk and the high transaction cost. Additionally, in Mexico the problem of this particular crisis affected the credits for the SME Sector in such a way, that it is important to describe and explain in detail these facts. Before this crisis, the SME Sector in Mexico was clearly more financially supported than today.

The Mexican Banking System has experienced various crises in the last three decades. As mentioned before, these events had mostly economic origins, but they also contained a clear political dimension. This event caused the domestic banking system to fall in an advanced state of insolvency and threatened its survival. In order to save the banks from bankruptcy, intervention by the Federal Government was necessary to support the majority of domestic banks in the years following 1995. Consequently since 1995, the Mexican banking community and financial system have been undergoing a process of in-depth restructuring made necessary by these latest crises (ABM, 1996, pp. 29-34; Rubio, 1999, pp. 36-48).

Based on a series of interviews, Mayer and Woodside (2001) found that Mexico’s financial system was experiencing during their research, two crises. Firstly, banks lack confidence in the business practices of small and medium size enterprises. In addition, the bankers have a perception of a culture of non-repayment from the side of the Mexican SME Sector. Secondly, SME´s do not have confidence in the conditions of the financial contracts offered by banks. Consequently the common practices between SME’s rely on informal loans from family and friends. The following figures from the Bank of Mexico show the actual main sources of financing used from the Mexican small enterprises, as well as the purposes and reasons whether or not to use a bank credit for these types of companies.

Table 1: Sources of Financing for Small Mexican Enterprises

(Figures in percentage %)

	Sources of Financing
	Jul-Sep 2006
	Oct-Dec 2006
	Jan-Mar 2007

	Suppliers
	65.5
	65.9
	68.3

	Commercial banks
	18.8
	16.4
	15.2

	Foreign banks
	0.4
	2.2
	1.3

	Other subsidiaries of the corporate group
	10.9
	11.6
	12.2

	Development banks
	0.9
	0.9
	1.7

	Main branch of the company
	3.1
	3.0
	1.3

	Other liabilities
	0.4
	0.0
	0.0

	Source: Bank of Mexico: results of the quarterly Mexican Credit Market Survey /March, 2007. Note: National coverage sample of at least 500 Small Mexican companies. Small companies = defined between 1-100 millions of MXP on Sales


The table above shows that the Small Mexican enterprises on the three last quarterly periods have clearly relied more on their suppliers as a source of financing, with about 67 percent on average. The commercial banks have the second position as a source of financing for the Small Mexican businesses, but it still remains a large gap between the financing with suppliers in comparison to commercial banks. As it is shown, the commercial banks represent on average for these three periods 17 percent for the Small Mexican companies. Besides, important sources of financing for the small companies are other subsidiaries (in the case of companies that have related subsidiaries as a part of a corporate group).

Table 2: Reasons for Small Mexican Companies

to use a bank credit (Figures in percentage %)
	Small companies that used a bank credit
	Jul-Sep 2006
	Oct-Dec 2006
	Jan-Mar 2007

	Working capital
	72.0
	64.3
	59.5

	Refinancing of debt
	10.0
	11.9
	16.7

	International Commerce Operations
	0.0
	4.8
	4.8

	Investments
	14.0
	14.3
	14.3

	Other reasons
	4.0
	4.7
	4.7

	Source: Bank of Mexico: results of the quarterly Mexican Credit Market Survey /March, 2007. Note: National coverage sample of at least 500 Small Mexican companies. Small companies = defined between 1-100 millions of MXP on Sales


As shown above, the main destiny of the use of a bank credit for the small companies was basically working capital, with 60 percent on the last quarterly period. These figures represent a large percentage in comparison to the other purposes considered, including refinancing of debt, international commerce operations, investments and other reasons. The use of the bank credit for the small enterprises with the purpose of new investments represents a low percentage, and that could be an indicator that the companies are not asking for a bank credit to expand through new investments, but mainly to sustain daily operations.

The reasons mentioned in the table below describe that high interest rates are the main important reasons because the small companies do not use a bank credit. The high interest rates on the Mexican credit market are the main reason for not using the credits from the financial system on the last quarterly periods. Other important reasons are the negative response from the Banking System as well as the rejection of a credit application. 

Table 3: Reasons from Small Mexican Companies

for not using a bank credit (Figures in percentage %)
	Small companies that do not used a bank credit
	Jul-Sep 2006
	Oct-Dec 2006
	Jan-Mar 2007

	Reasons:
	
	
	

	High interest rates
	27.2
	30.6
	29.0

	Problems of demand 
	6.5
	4.8
	4.3

	Negative response from the Banking System
	13.6
	13.7
	11.6

	Uncertain economic situation
	12.4
	11.3
	9.4

	Problems of refinancing debt
	4.7
	4.0
	3.6

	Rejection of a credit application
	16.0
	15.3
	15.9

	Written-off accounts (payments overdue)
	1.2
	1.6
	2.9

	Problems to compete in the market
	4.7
	5.6
	3.6

	Others
	13.7
	13.1
	19.7

	Source: Bank of Mexico: results of the quarterly Mexican Credit Market Survey /March, 2007. Note: National coverage sample of at least 500 Small Mexican companies. Small companies = defined between 1-100 millions of MXP on Sales


The reason for the rejection of the credit application for these kinds of companies is not explained by this survey by the Bank of Mexico. The study of Mayer and Woodside (2001) mentioned in this introduction, represents a crucial study and point of origin for this research. With the help of this study and the theories described, we will be able to analyse and describe more deeply and clearly the information asymmetries existing between the SME Sector -concentrating here on the Start-up sector- and the Mexican Financial System in recent years.

In order to get a better understanding of the different crises faced by the Mexican Banking Community, the most relevant aspects will be described and analysed in this section, as well as the causes and consequences of the issues faced from the point of view of the Banking System in Mexico.

The Mexican Banking System has faced diverse major crises in the past three decades. These crises have caused major transformations in the Mexican Banking Community: 1. The 1982 bank nationalisation. 2. The 1991-1992 bank privatisation. 3. The 1994-1995 crises, sometimes referred as the tequilazo. 

Before the first crisis (1982 bank nationalisation), credits to the SME sector as well as for rural development were commonly handled by state-owned development banks, in particular ´Nacional Financiera´ (NAFIN), until the nationalisation of private, financial institutions in 1982 (Puga, 1993, pp. 34-46). Hence, before 1982 private banks did not focus their practices on this market segment. During this time, the Mexican Banking System used to support the larger business as a priority.

The second crisis (1991-1992 bank’ privatisation) affected all the existing 18 financial institutions. Within this period, the situation described above changed dramatically for the Banking System and led to the private banks lending more to small and medium sized businesses. In fact, according to the Mexican bankers interviewed in Mayer´s study, one of the conditions posed by the Mexican Government for the selling of the banks was that the newly privatised institutions must be replaced in the short and medium term by the state development banks as a source of credit for smaller and rural enterprises. Nevertheless, after 1991 the proportion of loans granted to the SME sector still remained low compared to credit offered to other market sectors, such as individuals and big business. The ten Mayer´s interviewees believed this situation was due to the low standards of record keeping and accounting of SME’s: the systems were inadequate, lacking in rigor, organisation, method and technical knowledge. Most of these SME’s are family-based and have an informal structure and management. 

The third and most recent economic crisis was in 1994-1995. This event caused the domestic Banking System to fall in an advanced state of insolvency and threatened its survival. Since the banks’ privatisation (second crisis explained before) took place during a period of relative economic boom in Mexico, the banking community soon experienced a consistent growth in its activities (Kessler, 1998, p. 47). Most new bankers (with lack of financial knowledge and expertise: particularly lacking in an adequate understanding of methods and techniques of risk evaluation in the attribution of credit) were eager to loan, in the hope to make rapid profits that would compensate the high costs of the bank purchase (with the banks’ privatisation, the banks were sold on more than the 2.2 times book value originally projected by US and European specialists, and this situation created more pressure on the new owners to maximize their returns at the end of the process).  As a consequence, credit was relatively easy to obtain between 1991 and 1994. Therefore, many of these loans did not accomplish a repayment, and the repayment efforts were insufficient or even nonexistent. With this situation, non-payment of loans increased from 1.8% in 1988 to 7.6% in 1994, to 15% in 1995 (ABM, 1996, pp. 706-715). This context facilitated later the Mexican financial crisis of 1994-1995, with the sharp December 1994 devaluation of the Mexican peso and the prime lending interest rates varied from about 17% in 1994 to 61% for 1995 (IFS, 2000a, p. 47). This situation also caused many companies and individuals become incapable of paying back their mortgages, car loans, or credit card loans. 

In order to save the banks from bankruptcy, intervention by the federal government was necessary to support the majority of domestic banks in the years following 1995. Consequently since 1995, the Mexican Banking Community and financial system have been undergoing a process of in-depth restructuring made necessary by these latest crises (ABM, 1996, pp. 29-34; Rubio, 1999, pp. 36-48). As a direct consequence, the Mexican Banks have no incentives to lend today and they lend to SME´s almost only through the Ministry of the Economy Programs), particularly because of the following situation generated after the 1994-1995 crisis:

· In order to solve this situation in the Mexican Banking Community, the Mexican government created the Fobaproa. This trust was created originally in 1990 to prevent and minimise the financial problems faced by the commercial banking institutions. This trust was expanded in 1996 to include also bank rescue: the Fobaproa eventually purchased some –or all- of the loan portfolio of troubled banks. Through this situation, there was an opportunity for some fraud and conflicts of interest in the rescue of the financial community: it appears that some banks were able to provide their shareholders with cheap financing for other firms they held. The Fobaproa was a public institution, and this created the serious political problem of whether the debt from this compensation package was to become part of the country´s public debt, to be paid off by Mexican taxpayers.

· A 1999 report by Moody´s, an American credit rating agency, stated that only one Mexican bank –Banorte- had sufficient capital to survive. Then, an attempt by the Mexican government to establish a viable, privately owned and domestically controlled Banking System had apparently ended up in bankruptcy.

· In June 1999, the Fobaproa was replaced by a new structure: the Ipab. This replacement involved the institutionalisation of the role of the Fobaproa. The mechanism worked in the following way: Fobaproa liabilities would, over a period of time, be transformed into securities of the Ipab, which would be covered by a full government guarantee. Since the creation of these institutions (Fobaproa and Ipab), the Mexican Banks are still receiving insured interests through the promissory notes generated from the government to the Mexican banks. The insured interests that the banks receive have created a lack of motivation on the part of the banks to lend (since they already have assured earnings and they do not want to take many risks through SME´s projects). 

These authors (Mayer and Woodside) mentioned that despite these recent transformations and crises and the strategic role played by the banking sector in Mexico, very little scholarly research has examined the effects on the Mexican banks’ functioning after the 1994-1995 economic crisis. In addition, little literature has examined the subsequent adjustment measures taken by the state in order to re-structure the Mexican financial system. Hence, this research also attempts to fill, in part, this short-fall in the current literature.

As mentioned before, based on a series of interviews, these authors found that Mexico’s financial system was experiencing during their research two crises. These crises affected both side analysed: Banks and SME´s. Consequently the common practices between SME’s rely on informal loans from family and friends. In Mayer’s (2001) opinion, consequently loan activities are down significantly. This situation should promptly be changed, since the economic growth and development in Mexico depends upon a profound change in structures, practices and attitudes surrounding loan activities. It is important to clarify that the lack of confidence extends beyond the crisis of confidence between Banks and SME´s in Mexico, but also extends to the whole Mexican Justice System (this important subject is subject to other extensive research). Mexican Law is mostly disrespected, due to weak legal structures. Therefore, this generates a deeper problem of lack of confidence between the different parties involved within the systems.

Issues and credit problems faced for the SME Sector

From the bankers´ point of view, in practice, the basic variables taken into consideration during the credit process to get a financial rating (through parametric models) from the banks are:

· Financial Statements (at least from the last 60 days).

· The bankers give a high score to the repayment background of the client.

· Constant supervision (through quarterly supervisory visits) of the SME´s in order to prove they are using the credit for the stipulated objective in the contract.

· Quarterly updating of 4 relevant rating aspects: (1) Industry risk; (2) Financial risk; (3) Payment background (through ´Buro de Crédito´ files (Moral and economic solvency); (4) Payment background with different suppliers. It is relevant to mention that the payment background plays one of the key roles in the credit process.

· Formal legal organisation.

According to interviews already conducted with 5 Banks oriented to SME´s in Monterrey, N.L., Mexico (during the period December, 2006 and January, 2007), we found some of the specific problems and experiences faced by the Mexican bankers interviewed regarding the credit process for SME´s in Mexico. Here we mention and discuss the more relevant points mentioned as problems for the SME´s to obtain a bank credit:

· The SME´s do not diversify the clients. Frequently they depend particularly on only one client. This situation generates many problems in the companies during the credit process, since they depend solely on this client to pay back their financial commitments.

· The companies do not want to completely and correctly fill out the credit request form.

· Limited credit background and history of the company. Frequent limitation of the SME´s during the credit process, is related to the credit background and credit history of the company.

· Deficiency of the financial information. The bankers mentioned that the SME´s give a priority to hire a Salesman and not an Accountant. This generates consequently a structural problem within the company, since they do not achieve a good level of internal financial organisation.

· Financial Statements over/under valuated. This problem is quite frequent and represents one of the most important problems presented in the case of the SME´s, according to the bankers interviewed. The banks market-oriented to these kind of companies (SME´s) offer advice to the companies as an important part of the banks service. They try to work close with the companies.

· The extended culture of no-repayment in Mexico. This problem increases the lack of confidence between banks and SME´s.

· Tax inconsistencies. The Financial Statements for reporting taxes do not coincide with the Internal Financial Statements, there are significant differences. This causes a rejection of at least 40% of the credit request from the side of the development banks (particularly mentioned by NAFINSA).

· Negative historical background in Buro de Credito. Sometimes the company has a problem with a payment with a specific supplier. Concerning this issue, there are frequent errors on the part of this background credit institution (Buro de Crédito). This institution does not work with sufficient efficiency.

· Lack of some relevant information available to the company. For example, proof of address.

· Legal inconsistencies. Especially due to a lack of efficiency organisation within the companies.

· Non accomplishment of payment capacity criteria defined by the bank.

· Profound problem of informal economy and low use of banking services in the SME´s. The entrepreneurs know the business, but there is a strong problem of the lack of financial culture. Consequently, they do not have decision making based on financial information (or sometimes they have this information, but it is not adequate and well founded).

· There is no reliability of the information given on the part of the company to the banks.

· The companies do not want to pay taxes and at the same time they want to be taken into consideration for a credit. Another large and frequent problem related to this issue is the “doubled” accounting (on one side, to pay taxes exclusively and from the other side, for internal purposes). Consequently, it is difficult for the companies to accomplish the payment capacity required.

· Small companies usually have a maximal life-span of approximately one year. This is often due to the lack of financial cultural education to manage resources.

· The lending remains based on the collateral and not on the projects of the companies (in some part, because of the lack of confidence in the SME´s).

· The use of the financial resources for working capital is mostly used for other purposes by the companies.

The problems mentioned above represent some of the information asymmetries between the Mexican Financial System and SME´s. Nevertheless, there is still a lack of information in the literature regarding the Mexican Start-ups. In addition, it is still important to analyse the role of the Business Incubators to decrease these problems in order to help the credit process. Through the planned empirical research, we would like to achieve this objective. Business Incubators confront inevitably many challenges and problems in order to satisfy the increasing requirements and demands of the tenant enterprises. Therefore, it is worthwhile to ask: how effective are these institutions - could they be a tool to energise Mexico’s Financial System with the vitally needed managerial guidance, capital, and institutional support?. 
Besides providing tenant enterprises with infrastructure and basic business support services, Business Incubators should pay more attention to professional services for incubated firms. The incubators’ personnel, especially the management team, must have a good command of related know-how and expertise, which is necessary for the support, assistance and incubation of start-ups. If the specific requirement from incubated firms cannot be fulfilled, incubators should be able to introduce them to qualified consulting companies or professionals, with whom incubators could have regular contact and business relationships. TIBI’s director stressed in an interview when mentioning the development perspectives: “…the incubator should operate in some circumstances like an agent institution by introducing and establishing more contact with consulting companies, research institutes, professionals in different particular field…thus enhance the rapid incubation for tenant enterprises…” (Shen, 2004).

Development of Business Incubators in Mexico

The study of Phillips (2002) provides a profile of technology business incubators in the United States and shows clearly that the incubators in the sample offered a wide range of services. The four most common services offered by incubator management to tenants through in-house services were: (1) Access to labs, lab equipment, and sophisticated computer equipment; (2) help in obtaining equity financing; (3) clerical and receptionist services; and (4) office equipment and furniture. The service of helping in obtaining equity financing is quite common in the United States and the Business Incubators in Mexico also offer a service to help in obtaining financing especially through programs of the Ministry of Economy. Nevertheless, the support is not on equity financing, due to the still low presence of these types of markets in Mexico. Nevertheless, this specific issue in Mexico is still un-explored, particularly the effectiveness of the link of Business Incubators with the Financial System for Start-ups, specially after many years of an inefficient financing system in Mexico. As mentioned in the introduction, it is particularly important due to the lack of confidence caused after the 1994-1995 crises.  

The Business Incubators are an important part of the supports given by the Ministry of Economy, since they manage the flow of the resources to the SME’s. Most Business Incubators still depend strongly on national financial sources. The costs of the personnel are often financed by the national institutions, which assign certain collaborators to work at the Business Incubators and their projects. 

Besides, the offer of capital for business entrepreneurs in Mexico is scarce, since it is mostly oriented to companies already established and in process of growth. In the table below is showed the type of Business Incubators supported, and important figures about the created enterprises and new employments generated:

Table 4: Types of Business Incubators supported and relevant figures related (2004)

	Type of Business Incubator
	Projects
	Created Enterprises
	Generation of new employment

	Traditional
	23
	643
	1,613

	Intermediate Technology
	58
	1,491
	3,330

	Technology-based
	7
	47
	568

	Business Incubator to certify
	9
	--
	--

	TOTAL
	97
	2,181
	5,511


Source: García de Alba, Sergio. “El Clima de Financiamiento en México”. Secretaría de Economía. Subsecretaría para la Pequeña y Mediana Empresa. November, 2004.

The incubation process is recent and still evolving. Three-quarters of the incubators are less than six years old, but the increase is rapid. Lalkaka and Abetti (1999) show in their studies that while the growth of incubator numbers in industrial countries is slowing down, expansion in industrialising and re-structuring countries will continue at the rate of 10-15 percent annually. 

The expansion of Business Incubators has been at an even faster rate in the restructuring countries. Such growth will come from countries which are now creating incubators. The authors of this study reported that these countries are in the process of development on existing operations: Brazil, India, Turkey, Malaysia, Mexico and Uzbekistan. The authors mention recent analyses in restructuring countries: the major obstacles from the view-point of new enterprises are at the political, economic, organizational and cultural levels. These aspects include high taxes, rents, wages and interest payments. Therefore, incubators in restructuring countries are conditioned by the available infrastructure and policy framework. 

The services offered by the Business Incubators Centres in Mexico include mainly: development of business plans, business network, entrepreneurial training, link with sources of financing and investment, advice and tutoring in the main business areas (Management, Marketing and Sales, Accounting and Finance, External Commerce, Legal and Technology).

One example is shown below: The Model of Business Incubators from ITESM University (Monterrey, N.L., Mexico):

Diagram 3: Model of Business Incubators (ITESM)


[image: image2]
Source: Arriola, Salvador (2005). ‘Red de Incubadoras del Instituto Tecnológico y de Estudios Superiores de Monterrey’. Segundo Seminario Internacional de Ciencia y Tecnología en América Latina. November, 2005. 

**Important Note: Through all the process, the entrepreneurs have the service of specialised advisement from experts in different areas (Management, Accounting and Finance, Marketing, Legal, etc.).
The ITESM Business Incubator Centre had (in 2005), 101 companies at the Incubation stage, 48 companies at the Post-Incubation stage and 1,161 companies at the Pre-Incubation stage.

Business Incubators and Financial Intermediation for Start-ups
Financing is the most difficult problem for SME´s everywhere. The financial possibilities represent a crucial problem for the upcoming development. Therefore, it is relevant to find the real proportion of the tenant companies that have the opportunities to get access to bank loans, promotion funds or other financing possibilities. Most of the incubated firms have to struggle for financing on their own, what is mostly attributed to the lack of relationships between the Business Incubators and financing institutions.

Theoretically, within the service offered by Business Incubators is included the help in obtaining financing. This service is also offered by Mexican Business Incubators. Nevertheless, the issue if this service is really effective for the Mexican Start-ups, still remains open. Therefore, through the dissertation in process, it is expected to solve the questions related to the role of Business Incubators as a link between the Mexican Start-ups and the Mexican Financial Institutions.

Besides financing, networking and cooperation possibilities play an important role in the development and growth of tenant enterprises inside the incubator. This means that incubators should support incubated firms to establish connections and relationships with different kinds of institutions, which would be helpful for its self-development.

Fabre and Smith (2003) suggest important issues about the building of the entrepreneurial culture in Mexico, where Business Incubators Centres play an important role in the field. They went on to say that the most important aims regarding the development of entrepreneurship in Mexico: the reason to impulse entrepreneurship in Mexico should be to enhance the economic growth of the Mexican economy and the standard of living of people in Mexico. The main recommendations given relate to the role of Business Incubators in the financing of Start-ups are presented below. We propose and discuss for every recommendation, our own opinions related to Business Incubators:

1. Government entities in Mexico need to keep supporting the creation of risk capital funds, but can have greater impact on private investment in risk capital by improving and focusing their investment discipline. The creation of risk capital funds is a new issue still discussed in Mexico. We point out the importance of preparing the SME´s to be part of the risk capital funds in the future. For this purpose, the Business Incubators could play a key role in this process, since they prepare the companies at the initial phases.

2. Efforts to promote discipline in Mexico should include developing more effective ways for individual investors in Mexico to participate in risk capital investment. In order to promote the risk capital investment, it is standard for companies to show a formal financial management to get access to risk capital investment. Even though the market of risk capital in Mexico is not yet relevant enough, the Business Incubators could also be a key to access this other type of capital, through the contacts with the relevant risk capital investors, as well as the monitoring role assumed by the Business Incubators institutions.

3. Opportunities to evade taxes and other regulations in Mexico motivate entrepreneurs to adopt non-transparent business practices, making them unattractive to risk-capital investors. The problem of evasion of taxes in Mexico is quite common and through the support of the Business Incubators Centres this problem could be decreased, especially if they prepare the companies to have a formal financial management. In addition, since the Business Incubators are an official link with institutions, they can help in many important fields in the process of professionalisation of SME´s.
4. Entrepreneurs are more likely to attract financing if they are aware of key financing sources at each stage, the needs of those sources for information, and the kinds of opportunities that the various sources can reasonably finance. The role of Business Incubators through their financial consulting services with entrepreneurs could enable this task. 

5. Financial institutions (mainly pension funds, endowments, and life insurance companies), large public corporations, high-net-worth individuals, and government are the primary suppliers of risk capital. The financial institutions and all the possible sources of financing available for Start-ups, evaluate risks faced by the companies. If the companies have formal and well-prepared financial information, they could have better access to the primary suppliers of risk capital. We suggest that the financial consulting services of the Business Incubators in Mexico could play an important role in this process, according to the theories revised. 
In relation to the financing possibilities, it is important to consider if the financing opportunities for Mexican Start-ups due to the relationships between Business Incubators and financial institutions is relevant or not for the Mexican Start-ups. For this purpose, it is basic to evaluate the connection between Incubators and most of the institutions related to them, specially government institutions, universities and enterprises outside the incubator.
5 Conclusions

The present article was guided by one main question and two hypotheses derived from this question: Do the Business Incubators Centres represent a key institution for Mexican Start-ups to obtain a credit from a financial institution and to restore the confidence in the Mexican Financial System?. The hypotheses derived from this question are: (1) The Business Incubators Centres represent a key institution for Mexican Start-ups to obtain an external credit. (2) The Business Incubators Centres represent a key institution for Mexican Start-ups for professionalising and restoring the confidence in the Mexican Financial System. 

The key results thus far show for both hypotheses that there are still short-falls in the literature of Business Incubators in Mexico to demonstrate both hypotheses stated. Lalkaka and Abetti (1999) state that the incubation concept is praised as a useful tool for creating enterprises but considered as an expensive fad that does little for economic development. The issue of Business Incubators and their role has been explored for industrialised countries, as well as for restructuring countries as a whole. Thus, their opinion stated that it is premature to collect, analyse and summarise reliable data on the performance and economic contributions of the incubators in restructuring countries, as was performed only in 1997 for U.S. incubators.

With regards to our first hypothesis, we expected that the literature developed thus far concerning Business Incubators in Mexico, describes and analyses more the role of the Business Incubators Centres as a key institution to help in the credit process for Start-ups in Mexico. This issue is described in presentations from the Ministry of Economy (Mexico), but it is not yet explained through a formal theoretical and empirical research purely focused on the problems on the credit process for this kind of SME´s.

With regards to our second hypothesis, the results of this research tend to validate this assumption: Currently, the role of the Mexican Business Incubators is becoming a key part in the process of professionalising and financing the Start-ups. The authors of the literature revised, support this statement clearly. The issue of restoring the confidence remains still unclear and it is important to follow-up the issue in order to find concrete and practical solutions. The credit levels of 1994-1995 have not been achieved again. In addition, it is still a clear trend from the companies in Mexico to consider their suppliers as the main source of financing. Furthermore, the culture and mentality of non-repayment in Mexico still remains (according to the result of most of the interviews conducted). Derived from this structural problem within the Mexican Financial System, a new mechanism was created recently in Mexico with the purpose that the SME Sector increase access from resources to expand. Nevertheless, the SME Sector is not prepared in many aspects to access this fund. 

According to the picture described above, we support the argument of Mayer and Woodside (2001) that the likelihood of positive growth and development of the Mexican economy as a whole will depends upon a profound change in legal structures, practices and attitudes surrounding loaning activities. There is certainly an urgent need to change such structures in order to improve the confidence in Mexico. Nevertheless, there is also a big area of change among the entrepreneurs themselves, through different aspects already explained and discussed in this paper. Furthermore, we state the relevant argument that there is an urgent priority of a change in the financial culture and mentality of the Mexican companies especially during their set-up phase, in order to get a strong institutional and financial framework that assists easier access to financial resources –from a strong supervised Mexican Banking System- to sustain their expansion. 

As mentioned in our introduction, the research process will be conducive to the objective of preparing and professionalising the Start-ups to institutional access in the Mexican Financial System to develop the Mexican economy in the short, medium and long term.
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