
The Hidden Flaw of Bank Loans
They aren't the strongest way to stimulate startup growth

states witfr the highest rate of
growth in startup formation
showed substantially higher
levels of ventwe-capital in-
vestment compared with the
slowest-growing states-a me-
dian growth rate of L2.05o/o in
investment versus 3.93%.

Venture capital
does a better iob
of helping out
snall firrns

The Capital Effect
A look at small-business activity in the 15 states with the
hlghest rate of startup formation and the 15 with the lowest.
Percentages represent median growth in each category.

In confrast, t}te fastest- and
slowest-growing startup states
saw a mudr lower growth rate
of bank loans-5.38% and
2.74%, respectively.

Breaking down the results
by company size, we found
that the biggest winners from
venture capital were compa-
nies with five to 19 employees.

We found that a 10% in,
crease in venture capital in a
state was associated with a
2.62o increase in the number of
firms with five to 19 employ-
ees, a 2.9o/o increase in the
number of employees at tlose
firms, and a 3.97o increase in
total payroll.

When it came to bank
loans, firms with 20 to.99 em-
ployees seemed to benefit the
most. While we find some evi-
dence of growth associated
with bank loans, the evidence
for this is not as statistically
robust.

Really small businesses,
tlpse with fewer than five em-
ployees, seemed to be left be-
hind by both types of capital
providers. After controlling for
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BANK LOANS and venture in-
vestment are both crucid
sources of capital for growing
businesses.

But which does a better job
of helping those companies
grow and boosting entrepre-
neurship overall?

To tackle that question, to-
gether with our co-author
Rebel Cole, we analyzed data
on small businesses that were
compiled by t}te U.S. Census
Bureau going back to 1995.
The results were published in
tJte Journal of International
Financial Markets, Institu-
tions, & Money.

The conclusion? In general,
venture capital plays a greater
role in stimulating the forma-

tion and growth of new flrms.

Investments and grourth
Our first step was to lock at

the percentage change in the
number of small companies in
each state in the U.S., as well
as growth in employment and
payroll at those cornpanies.
Ihen we compared tlose num-
bers with the percentage
change in venture investnents
and bank loans to startups in
each state.

The results: Higher levels of
venture-capital investment
meant more new startups and
more growth at existing start-
ups. We used gtatistical meth-
ods to establish that there was
causality involved, not just
correlatiorl and found a very
strong causal link.

Among the findings we un-
covered were that the 15

other factors affecting firm
growth, we fail to see any
strong link between ventwe
investment or bank loans and
growth in tfiese firms.

The personal touch
\AIhy does venture invest-

ment have more impact than
bank loans, when loans are
such a commonly used form of
finance for entrepreneurs? It
comes dorirm to time and at-
tention.

Venture capitalists give en-
trepreneurs tlings that most
lenders don't-advice on
structwing and building the
business, for instance, and a
network of contacts in a range
of fields. Venture investors
also encourage the firms un-
der their guidance to grow,
and encowage moves such as
offering stock-option plans,
which can help attract the top
talent small firms need.

For policy makers, we be-
lieve, the takeaway from all
this is clear. Policies that en-
courage value-added active
venture investors will encour-
age tnore entreprenewial ac-
tivities and enable faster en-
trepreneurial growth.
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Research Chair at York Uni-
versitlt's Schulich School of
Busfness and Dr. Li is an as-
sistant professor at the Uni-
versity of Hong Kong's
School of Economics and Fi-
nance. Rebel Cole, the Kaye
Professor of Finance at Flor-
ida Atlantic Universitlt, con-
tributed to this article. Email
them at reports @wsj.com.
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