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Abstract 

This is an investigation into the impact of financial literacy on new venture survival. A model is proposed in which 
increased adoption of financial tools (e.g. financial statements and financial ratios) leads to increased frequency of 
financial statement generation which in turn increases the likelihood of loan repayment and decreases the 
probability of venture failure. A structural model was then tested using data from 509 young entrepreneurs in 
Canada who had received start up loans through their participation in a program by the Canadian Youth Business 
Foundation. This research found that increases in financial literacy led to more frequent production of financial 
statements. This research found that entrepreneurs who produced financial statements more frequently had a 
higher probability of loan repayment and a lower probability to close their venture involuntarily.  
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1. Introduction 

New venture creation is vital to a healthy economy. Entrepreneurship is a force for driving job creation, 
innovation, economic growth, and fueling healthy and sustainable communities (STARTUP, Canada). New 
venture founders contribute to economic growth through a diverse range of behaviours, including innovation, 
resource combination, and increased competitive pressures (Wong, Ho, & Autio, 2005). Entrepreneurship is vital 
on many levels, as evidenced by public policy schemes that encourage new venture creation and development (De 
Carolis, Litzky, & Eddleston, 2009). Further, when it comes to youth, entrepreneurship represents an increasingly 
important source of employment (Owualah, 1999; Williams, 2004). For young people, starting a new venture can 
be very difficult. The financial, social, and knowledge capital stocks of young entrepreneurs are often deficient, 
and these founders often lack the creditability necessary to obtain these resources externally (Khaire, 2010; Zott & 
Huy, 2007). Scholars have long noted that young firms have higher failure rates than established firms (Baum, 
Calabrese, & Silverman, 2000, p. 267). Notwithstanding the importance of new ventures, the 5-year survival rate 
of new ventures is less than 50% on average (Fritsch & Weyh, 2006), and ten years after starting up only 10% of 
the ventures remain in the market (Timmons & Spinelli, 2004). In Canada specifically, a new firm has a 77% 
chance of surviving its first year and about only a 36% chance of surviving the first five years (Baldwin 
&Statistics Canada Analytical Studies Branch, 2000).  

There are a lot of theories as to why so many new ventures fail. One such theory revolves around financial literacy. 
Inadequate business acumen, including poor financial literacy undermines entrepreneurial activity (Bosma & 
Harding, 2006). Financial management is listed as one of the critical managerial competencies in new venture 
creation and development (Timmons & Spinelli, 2007:269). Most scholars agree that entrepreneurs, regardless of 
their age, are routinely involved in decision-making activities concerning resource acquisition, allocation and 
utilisation. Such activities almost always have financial consequences and thus, in order to be effective, 
entrepreneurs must be financially literate (Oseifuah, 2010). Individuals and micro-entrepreneurs often lack 
sufficient financial literacy to make the complex financial decisions they face (Drexler, Fischer, & Schoar, 2010). 
This is unfortunate, since according to Oseifuah (2010) ‘Financial literacy among youth entrepreneurs . . . 
contributes meaningfully to their entrepreneurship skills.’ Entrepreneurs wanting to start new ventures need to feel 
confident with their personal finances, as well as the finances of the new venture (Kotzè & Smit, 2008). If 
individuals are illiterate concerning their personal finances, their financial management of new ventures will also 
be lacking and will lead to reduced new venture creation and possible failures of SMEs (Kotzè & Smit, 2008). 
What these perspectives all seem to agree on is that nascent entrepreneurs suffer from a lack of financial literacy 
and such deficiency undermines the probability of their new venture success.  
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In recent years, financial literacy has gained the attention of a wide range of major banking companies, 
government agencies, grassroots consumer and community interest groups, and other organizations (Braunstein & 
Welch, 2002).  

The literature on SME loan default is sparse when compared to the literature on corporate default (McCann & 
McIndoe-Calder, 2012). There are many contributing factors why a founder might default on their startup seed 
loan. These may include but are not limited to: lack of business success; perception of unrealistic terms; poor 
financial acumen; weak management, etc. Bichanga & Aseyo (2013, p. 323) found that borrower training is 
important in that it empowers borrowers with knowledge on utilization of loan funds, which in turn would 
translate to lower default rates. According to Shepherd, Douglas, & Shanley (2000), the risks of new venture 
failure are resultant from numerous sources, including but not limited to: the costs of learning new tasks 
(Stinchcombe, 1965; Singh, Tucker & House, 1986); new product characteristics (Aldrich & Auster, 1986); the 
strength of conflicts regarding new organizational roles (Stinchcombe, 1965; Singh et al. 1986); the presence or 
absence of informal organizational structures (Stinchcombe, 1965); the stability of key stakeholder links 
(Stinchcombe, 1965; Singh et al., 1986); and the degree of organizational stability/inertia (Hannan & Freeman, 
1984).  

The lack of knowledge of financial management contributes to the low prevalence of new venture creation, and 
ultimately the high failure rate of Small and Medium-sized Enterprises (SMEs), as most entrepreneurs are 
intimidated by financial management (Timmons & Spinelli, 2007, p. 388). Most scholars agree that entrepreneurs, 
regardless of their age, are routinely involved in decision-making activities concerning resource acquisition, 
allocation and utilisation. Such activities almost always have financial consequences and thus, in order to be 
effective, entrepreneurs must be financially literate (Oseifuah, 2010). Recent papers argue that “managerial 
capital” or business skills (including financial literacy) are an important driver of firm growth and a key 
determinant of productivity (e.g., Bloom, Mahajan, McKenzie & Roberts, 2010; Bruhn, Karlan & Schoar, 2010). 
Financial literacy among youth entrepreneurs contributes meaningfully to their entrepreneurship skills (Oseifuah, 
2010). 

Definitions suggest that financial literacy includes increases in financial knowledge or skills and changes in 
financial behaviour (Hilgert, Hogarth, & Beverly, 2003; Mandell, 2004). Noctor, Stoney, & Stradling (1992) 
defined financial literacy as: "the ability to make informed judgements and decisions regarding the use and 
management of money". Anthes (2004, p. 49) concludes that financial literacy is: 

The ability to read, analyse, manage and communicate about personal financial conditions that affect material 
well-being…..the ability to discern financial choices, discuss money and financial issues without (or despite) 
discomfort, plan for the future. 

An increase in financial literacy, resulting from financial education, should lead to more informed and effective 
financial decisions (Altman, 2012). According to (Kotzè & Smit, 2008) the consequences of financial illiteracy 
include: spending more than their income; the lack of, or insufficient, record keeping; not planning and 
implementing a regular investment programme; and making incorrect financial decisions. Conversely, 
entrepreneurs with higher ex ante financial literacy further exhibited some improvements in business performance 
and sales. (Bruhn & Zia, 2011). According to Oseifuah (2010), the following are some of the key elements of 
financial literacy skills and knowledge often cited in the literature: 

● Mathematical literacy and standard literacy such as basic numeracy and comprehension skills. 

● Financial understanding about the nature and forms of money, how it is used, and the consequences of 
consumer decisions. 

● Financial competence, such as the understanding of the main features of basic financial services, attitudes to 
spending money and saving, understanding financial records and appreciating the importance of reading and 
maintaining them, an awareness of the risks associated with financial products, and an appreciation of the 
relationship between risk and return. 

● Financial responsibility - the ability to make appropriate personal life choices about financial issues, 
understanding consumer rights and responsibilities, the ability, and confidence to seek assistance when things go 
wrong. 

In the Oseifuah (2010) study, the theoretical framework for measuring financial literacy was adapted from a 
model originally developed by the Media Research Consultants Pte Ltd (2005). The Research Consultants Pte Ltd 
model is based on the definition of financial literacy: ‘the ability of an individual to make informed judgements 
and take effective decisions in managing their finances’. The framework has two dimensions of financial literacy: 
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actions and knowledge. Knowledge focuses on a person's understanding of common financial terms and 
products/services. Action involves the use of the financial knowledge in the following areas: budgeting, 
investment, financial planning, keeping of accurate financial records and the type of bank accounts kept, among 
others.  

Unfortunately, the literature on financial literacy indicates that there is no standardised measure of financial 
literacy (Moore, 2003; Cole & Fernando, 2008). The evidence on the effects of business training on 
entrepreneurial outcomes is also scarce; research is needed on the financial education of entrepreneurs and the 
outcomes resulting from this education on new venture finances (Kotzè & Smit, 2008; Karlan & Valdivia, 2010) 
Similarly, Oseifuah (2010) stated that more research is needed to verify in specific and practical terms the level 
and impact of financial literacy on youth entrepreneurs. Based on these research calls, it is the aim of this research 
to contribute to the dialogue on the impact of financial literacy on new venture survivorship.  

Further, while some evidence has been presented correlating lower mortgage defaults to higher levels of financial 
literacy (Lusardi & Mitchell, 2008; Agarwal, Amromin, Ben-David, Chomsisengphet & Evanoff, 2010), similar 
work exploring loan default rates and entrepreneurial financial literacy remains inconclusive. Karlan & Valdivia 
(2010) did not find that increases in financial literacy impacted business outcomes. However, Drexler et al. (2010) 
did find that increases in financial literacy did impact business outcomes. Similarly, Bruhn & Zia (2011) found 
entrepreneurs with higher ex ante financial literacy did show some improvements in business performance and 
sales. This research attempts to address this deficiency by exploring the following hypotheses:  

RQ1: Does an increase in financial literacy of young entrepreneurs increase the probability of loan repayment 
amongst new ventures? 

RQ2: Does an increase in financial literacy will decrease the probability for involuntary new venture closure?  

This research study investigates the quantitative relationship between financial literacy, loan repayment and new 
venture failure. This research proposes the following model, an increase in an entrepreneur’s familiarity with 
financial statements financial and ratios leads to an increase in financial literacy. An increase in financial literacy 
leads to less loan default and less involuntary business closure. Defaulting on a loan is impacts the chance that the 
entrepreneur will have to close the business.  

 

 

Figure 1. Proposed financial literacy model 

 

2. Method  

2.1 Participant (Subject) Characteristics 

This research study investigated the quantitative relationship between financial literacy and two economic results 
(i.e. loan default and involuntary business closure) amongst nascent entrepreneurs. This study surveyed a range of 
young entrepreneurs participating in a formalized institutional microcredit program operated by the Canadian 
Youth Business Foundation (CYBF). CYBF is a Canadian non-profit organization dedicated to “driving Canada’s 
business success by helping youth help themselves” (CYBF, 2006: ii).  

2.2 Sampling Procedures 

The data used in this study represent responses from 509 young entrepreneurs surveyed in the autumn of 2012. 
Data was provided by CYBF, which asked 1400 current CYBF clients about their experience the microcredit 
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program. The survey was conducted in both English and French, at the option of the respondent. The response rate 
of 38.6% is typical for these surveys.  

 

Table 1. Demographic information about sample 

 N Minimum Maximum Mean Std. Deviation 

REVENUE 480 0 $18 001 000 $262 723.89 $1 315 937.495 

AGE 509 18-21 35-39 27 .907 

Level of Education 509 No High School Graduate Degree University Degree .913 

NEWINC 509 0 +$132 406 +$40 000 1.798 

Valid N (listwise) 480     

 
Table 1 provides some summary demographic information about the entrepreneurs and their firms, where: 
REVENUE represents the revenue of the new venture; AGE represents the age of the entrepreneur at the start of 
the program; Level of Education represents the highest level of schooling of the entrepreneur; NEWINC 
represents the change in the entrepreneur’s level of personal income over the program duration. 

2.3 Measures and Covariates 

Our survey data included questions that explored the entrepreneur’s knowledge, use and frequency of financial 
statements (e.g. cash flow statement, balance sheet) and financial ratios (e.g. P/E ratio) as well as collected data on 
loan repayment and new venture status (e.g. closed, ongoing). For the most part these questions focused on 
changes on usage over the period of CYBF program affiliation. The independent variables, which we tested to see 
their impact on loan repayment and business failure were: change in usage of financial statements (DSF); and 
change in usage of financial ratios (DRAT). DSF and DRAT lead to a change in the frequency of financial 
statements generation (DFSF). The dependant variable was envisioned to be both “loan repayment” (GLOAN, i.e., 
was the CYBF loan repaid) and “business failure” (INVOL, i.e., was the business forced to shut down).Initially we 
anticipated any increase in DSFS, DRAT and DFS to have a positive impact on loan repayment and a negative 
impact on business failure, e.g., as one uses financial statements and ratios more frequently one is able to better 
monitor the financial health of the new venture and by doing so more easily avoid involuntary venture closure. 

 

Table 2. Variable operationalization 

Variable Definition Type 

DSF change in usage of financial statements IV 

DRAT change in usage of financial ratios IV 

DFSF change in the frequency of financial statements generation IV, DV 

GLOAN CYBF loan repaid DV 

INVOL business forced to shut down DV 

 

Table 2 lists the specific survey variables there were included in the study.  

2.4 Research Design 

This study surveyed young entrepreneurs from across Canada about their financial literacy so as to determine what 
impact such knowledge has on new venture failure. The data used in this study represents responses from 509 
young entrepreneurs surveyed in the autumn of 2012. Data was obtained from biannual survey undertaken by 
CYBF. In total CYBF solicited 1400 current CYBF clients (i.e. those in receipt of CYBF startup loans). The 
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survey was conducted in both English and French, at the option of the respondent. The response rate of 38.6% is 
typical for these surveys. Table 2 provides some summary demographic information about the respondents and 
their firms. 

Following Hair, Anderson, Tatham, & Black (1998), structural equation modelling (SEM) was undertaken. 
Structural equation modelling is a statistical technique for testing and estimating causal relations using a 
combination of statistical data and qualitative causal assumptions. SEM typically involves four interrelated steps 
(Hooper, Coughlan, & Mullen, 2008): (1) model specification, where one specs a model; (2) model estimation, 
where one confirmsthe fit between model and data is sufficient to rely upon such (measured through the 
Confirmatory Fit Index, i.e. CFI); (3) model evaluation, in which one examines the p-values to ensure estimates of 
parameters are reliable; and (4) model modification, in which one examines the estimates themselves (sign, 
relative magnitude) to see which factors have greater impact on the DV and if necessary the model is modified to 
increase fit.SEM is a popular method of analysis that allows for examining various models which could explain 
data structures (Moutinho& Hutcheson, 2011, p. 299). One of the strengths of SEM is that it can examine multiple 
relationships within a model simultaneously (Hair et al., 1998).  

This research followed the steps laid out by Hooper, Coughlan, & Mullen (2008), and first spec’d a model based 
on Figure 1. Several model variants were tested to confirm a strong fit between model and data. Most generated an 
CFI below the acceptable threshold set out in Hooper, Coughlan, & Mullen (2008), i.e. CFI ≥ 0.95. One model, 
illustrated as Figure 2, was found to have the strongest fit between model and data (CFI = 0.955). The researcher 
then examined the various p-values associated with that model and confirmed they were reliable. Finally the 
researcher reviewed the sign and relative magnitude to better understand which variables have the greater impact 
on Loan Repayment and Business Closure. No further modifications to the model were required.  

3. Results  

 

Table 3. Descriptive statistics 

 N Minimum Maximum Mean Std. Deviation 

DFSF 509 -1 1 .25 .545 

DRAT 509 -1 1 .10 .333 

DFS 509 -3 3 .63 1.142 

GLOAN 509 0 1 .97 .169 

INVOL 509 0 1 .04 .185 

Valid (listwise) 509     

 

A table of descriptive statistics is presented in Table 3; it shows the minimum, maximum, mean and standard 
deviation of the key operationalized variables. A chart of correlations is presented as Table 4. 
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Table 4. Correlations amongst key variables  

  GLOAN INVOL DFS DFSF DRAT 

GLOAN Pearson Correlation 1 -.344** -.035 .122** .050 

 Sig. (2-tailed)  .000 .425 .006 .256 

 N 509 509 509 509 509 

INVOL Pearson Correlation -.344** 1 -.079 -.107* .009 

 Sig. (2-tailed) .000  .077 .016 .847 

 N 509 509 509 509 509 

DFS Pearson Correlation -.035 -.079 1 .250** .103* 

 Sig. (2-tailed) .425 .077  .000 .020 

 N 509 509 509 509 509 

DFSF Pearson Correlation .122** -.107* .250** 1 .140** 

 Sig. (2-tailed) .006 .016 .000  .002 

 N 509 509 509 509 509 

DRAT Pearson Correlation .050 .009 .103* .140** 1 

 Sig. (2-tailed) .256 .847 .020 .002  

 N 509 509 509 509 509 

**. Correlation is significant at the 0.01 level (2-tailed). 

*. Correlation is significant at the 0.05 level (2-tailed). 

 

Following standard SEM methods (Hooper, Coughlan, & Mullen, 2008) generated the model illustrated as Figure 
2. 

 

 

Figure 2. SEQ model with parameter estimates 
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In SEM, it is important to examine the "fit" of an estimated model to determine how well it models the data. The 
output of SEM programs includes matrices of the estimated relationships between variables in the model. 
Assessment of fit calculates how similar the predicted data are to matrices containing the relationships in the 
actual data. In this research the CFI is 0.955, indicating a strong fit between the predicted data and actual data. The 
p value for each link in the model is also found to be valid. Parameter estimation (in SEM) is undertaken next by 
comparing the actual covariance matrices representing the relationships between variables and the estimated 
covariance matrices of the best fitting model. In this research the estimates of the parameter weights of each link in 
the model are found valid since the model itself has a good fit (X2/DF= 2.00 and a RMSEA=0.44). It is also worth 
noting that the link between an increase in financial statement generation (DFSF) and Involuntary business 
closure (INVOL) was found to be not significant and dropped from the model. This can be interpreted as: by 
preparing financial statements more frequently, entrepreneurs avoided loan default, and by avoiding loan default 
keep their new ventures open. It would also indicate that it is the loan default that leads to business failure, not the 
failure to generate financial statements.  

This result shows that an increase in the entrepreneur’s knowledge of financial statements (DFS) and financial 
ratios (DRAT) leads to an increase in the frequency that financial statements are generated (DFSF) and an increase 
in the frequency that financial statements are generated (DFSF) leads to more loans being paid back (GLOAN, e.g. 
deemed good loans) which in turn leads to less involuntary venture shutdowns (INVOL).  

4. Discussion  

Oseifuah (2010) called for further research into the level and impact of financial literacy on youth entrepreneurs. 
This research found that increases in financial literacy led to more frequent production of financial statements. 
One can hardly produce financial statements without being financially literate; further, a lack of comfort with 
financial matters (e.g., financial literacy) would correlate to dismissing the use of such. An increase in financial 
literacy of young entrepreneurs was found to increase the probability of loan repayment amongst new ventures. 
This is in line with the theoretical underpinnings of this work. One can picture a young entrepreneur requiring 
more business acumen input than say a serial entrepreneur. Young entrepreneurs by definition are likely to have 
little experience and low levels of both business acumen and financial literacy. By exposing young entrepreneurs 
to the value of financial literacy, mentors are arming founders with tools necessary to make intelligent financial 
decisions.  

This research found that entrepreneurs, who produced financial statements more frequently, tended to default on 
their loans less and had less likelihood to close their venture involuntarily. Perhaps it is because (as Oseifuah 
(2010) suggests) increased financial literacy leads to better decision making or increased financial responsibility. 
An increase in financial literacy was found to decrease the probability for involuntary new venture closure.  

In producing this research the author hopes to contribute to our understanding of the impact of financial literacy on 
new venture success, called for by Kotzè & Smit (2008) and others. Unlike Karlan & Valdivia (2010), but like 
Drexler et al. (2010) we found that increases in financial literacy did impact business outcomes. Similar to Bruhn 
& Zia (2011), which found that entrepreneurs with higher ex ante financial literacy further exhibited some 
improvements in business performance and sales, this study found that those who increase their financial literacy 
and use of financial tools have better new venture success.  

From a practitioner’s perspective this research highlights not only the importance of financial literacy on new 
venture creation but the importance of encouraging frequent generation of financial statements by youth 
entrepreneurs.  

Future researchers might continue this dialogue by running a controlled experiment, giving one group of 
entrepreneur’s extensive financial literacy education while another group would receive none and then comparing 
the impact of new venture failure which results. Similarly, it would be interesting to explore the impact of monthly 
mandatory product of financial statements on new venture failure.  
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