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Abstract 

This paper investigates a sample of 100 MSEs across Guangdong province in China through 

a questionnaire survey to examine capital structures at start-up and expansion stages and 

characteristics of business, and herein tests theories in the context of financial management. 

Our findings provide substantial support for the pecking order theory and the financial 

growth cycle model. Results also explore new evidences that human capitals play a vital role 

for MSEs’ accessing to external financial resources, which should be considered in the 

financing modelling as an important determinant. 
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1. Introduction 

Micro and small enterprises (MSEs) are those enterprises that employ not more than 250 

employees and work on small scale, which contribute a major portion of country’s gross 

domestic product (GDP) and economic activities as cross-country evidence shows (Beck et al 

2003; Ayyagari, Demirgüç-Kunt and Maksimovic, 2006). In China, according to the report of 

State Administration for Industry & Commerce (SAIC) and China Household Finance Survey 

(CHFS) in 2014, MSEs represent 94.15 per cent of the registered enterprises in the country 

and account for nearly half of China’s GDP, 27.5 per cent of employment opportunities in 

cities and towns.  

However, compared with large enterprises, MSEs are more constrained in their operation, 

growth, the taxation regime, market opportunities, and access to financial services. In 

particular, financing MSEs growth is one of the vital issues, which is explained by theories in 

the context of financial management practices. Terpstra and Olson (1993) pointed out that the 

difficulty of financing MSEs’ startup and growth stages was caused primarily by the 

inadequate financial resources. As the theory of financial exclusion refers, MSEs are the 

sections of societies with constraints of accessing to mainstream financial services, such as 

modern payment instruments, consumer credit and insurance (Kempson and Whyley, 1999).   

Also capital structure theories suggest, MSEs are normally owner–managed and mainly rely 

on private equity and debt markets to raise capital (Ang, 1991). According to Myers’ (1984) 

pecking order model, firms have a particular preference order for their financing choices. In 

order to keep the original ownership and control of the firm intact, a firm would prefer inside 

finance to outside debt, short-term debt to long-term debt, and outside debt to outside equity. 

Therefore, the best financing pecking order of a firm would be inside finance, issuing debt, 

and then issuing equity (Barton and Gordon, 1987; Cassar and Holmes, 2003; and many 

others).  

In the literature, Berger and Udell (1998) proposed a financial growth model for 

small-business capital structure. Their model depicts that small businesses have a financial 

growth cycle in which financial needs and options change as the firm starts-up, grows, gains 

further experience and becomes more transparent with its information. In the beginning, 

MSEs must rely on initial finance (for example, the owner, family or friends providing funds), 

trade credit and/or finance from a guardian angel. In the growth stage, firms may obtain 

intermediate finance (for example, venture capital and bank loans). As they continue to 

expand, firms may be able to gain access to public equity and debt markets.   

Moreover, the life cycles of MSEs influence their capital structure decisions (Barton and 

Gordon, 1987; Dollinger, 1995; Poutziouris et al., 1996). Empirical evidences demonstrate 

that the firms’ size has a positive influence on their capital structure (Jones, 1979; Titman and 

Wessels, 1988; Homaifar et al., 1994). Also Kimhi (1997) examines the relationship between 

capital structure and types of industry, and the results indicate that a high debt ratio exists in 

firms in some specific industries, such as the machine, food, medicine and electronic power 

industries. However, Norton (1990, 1991) suggested that these theories have very little 

relevance to capital structure decision-making in MSEs.  
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While the issue of financing MSEs growth in China is particularly severe due to a unique 

economic progress. As the second economy in the world, state-owned enterprises (SOEs) and 

publicly listed companies dominate China’s industrial landscape, which are privileged to be 

able to access financial resources. On the contrary, shareholders of MSEs find themselves are 

constrained to external funding (for example, long-term loans and venture capital), and 

financial expertise. Reforms regarding MSEs are required indeed, including financial services, 

enterprise development oriented toward industrial training, under-developed regulative bodies 

and law enforcement mechanism (Poutziouris et al., 2002). On this ground, Chinese authority 

announced the Law of Small and Medium Sized Enterprises in June 2002 to provide clearer 

legal responsibility, and to improve the approval process for guaranteeing loans to MSEs. 

Soon governments established credit guarantee agencies to assist MSEs fund raising from 

financial institutions. Yet, questions may still be remaining unanswered or new questions are 

emerging, which are concerned with the actual success of the government’s initiative and the 

extent of the financial constraints that hinder MSEs expansion and growth. 

This study aims to provide some descriptive and new evidence of MSEs financing in China. 

A questionnaire survey was carried out to a sample of 100 MSEs across Guangdong province 

in China to examine capital structures at start-up and expansion stages and characteristics of 

business, and herein test theories in the context of financial management practices such as 

financing pecking order. Our findings provide substantial support for the pecking order 

theory and the financial growth cycle model. Results also explore new evidences that human 

capitals play a vital role for MSEs’ accessing to external financial resources, which should be 

added in the financing modelling as an important determinant. 

This paper is organised as follows. Section two reviews MSEs financing in China, and MSEs 

capital structures and modeling are described in section three. Section four proceeds to 

present the results and discuss the findings. Finally section five concludes. 

2. MSEs Financing in China 

Since China launched its reform and opening-up drive in the late 1970s, the private sector has 

been acknowledged as an important part of China’s economy. With China’s joining WTO in 

2001, MSEs have become the growth engine of China’s fast growing economy (Poutziouris et 

al., 2002; Chen, 2006).  

And yet there exists an unique banking system in China, which comprises of three policy 

banks, five state-owned commercial banks, twelve joint-stock commercial bank, and other 

city commercial banks, trust and investment corporations under supervisory bodies of The 

People's Bank of China (PBOC) and China Banking Regulatory Commission (CBRC) 

(CBRC, 2015). Major lenders at the top are state–owned banks, receiving generous financial 

support from the state and accounting for more than half per cent of total banking assets.  

As a result the state actually plays an influential role in strategic, operational and managerial 

decisions (Park and Sehrt, 2001; Cousin, 2011). For example, large SOEs are likely to receive 

bank loans since they are unlikely to fail. If large SOEs are declared bankrupt, there is high 

possibility that they would be rescued or reformed by the state. Hence the risk attached to 
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these bank loans are considered as being low, and lenders tend to grant loans to SOEs albeit 

large volumes of nonperforming loans, rather than MSEs to minimise default risk.  

When MSEs submit their loan applications to banks, banks will normally investigate the 

information provided by the borrowers. However, there is a lack of credit registries for micro 

and small businesses in China. For the MSEs in need of bank loan, especially the early stages 

of their development, which means they are not in a shape of formal structure, good 

governance and collateral. Then banks follow a normal credit control procedure, which is, 

however, an obstacle for the MSEs since many banks only accept limited types of tangible 

fixed assets as collateral. A lack of assets limits the capacity of MSEs to obtain loan 

guarantees from the banks. For MSEs financing with banks in China, the truth is that a 

considerable processing time is required for a small amount loan.  

To solve this issue, the Chinese Ministry of Finance in collaboration with other government 

sectors set up a MSE loan guarantee system in the beginning of 1999. This process has 

established more than 200 credit-guarantee institutions with a fund of 10 billion Yuan. 

Although MSEs contribute nearly half of China’s GDP, they are not be granted to access to 

half of financial resources. As reported by CHFS’ research in 2013 shown in figure 1, 42.2% 

MSEs are reluctant to apply for loans at banks. Only 46.2% MSEs apply for bank loans and 

succeed, and 11.6% of MSEs bank loans applications are rejected. 

11.60%

46.20% 42.20%

Not Applying

Applied and succeeded

Applied and rejected

 

Figure 1. Bank loans of MSEs 

Source: CHFS 

For those MSEs, receiving bank loans, have gained a net profit of 43 million and created 

1822 jobs for using each 100 million bank loan. While other corporations including 

state-owned enterprises and publicly listed companies, have merely obtained a net profit of 

18 million and provided 231 jobs for using exactly the same 100 million bank loan. This 

allocation of financial resources to the least efficient corporations rather than most efficient 

private firms, illustrated in figure 2, also worsens the financial exclusion of MSEs’ financing 

(Podpiera, 2006). Under the undeveloped finance system, the current MSE development 

boom in China might slow down without a long-term and unified strategy, and systematic 

governing policies (Wang 2004). 
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Figure 2. The effectiveness of bank loan (per 100 million RMB) 

Source: CHFS 

3. Capital Structure and MSE Financing Model 

3.1 The Capital Structure of Mses 

In much empirical modelling research, theoretical constructs must be proxied via firms’ 

variables such as size, asset structure, profitability, risk and growth. Because of the marginal 

effects of market access for different sized firms, high transaction costs may influence the 

decision making on available financing choices. Smaller firms are offered less capital or with 

significantly higher costs to larger firms, which discourage the use of outside financing. And 

smaller scale financing results in relatively higher transaction costs too (Titman and Wessels, 

1988; Wald, 1999), which has effects on firms’ financing options available outside. Also 

smaller firms have less outside financing or lower debt if the relative costs of bankruptcy are 

inversely related to firm size, affecting liquidation returns and businesses operating decisions 

(Titman and Wessels, 1988). If there is an inverse relation between operating risk and firm 

size, smaller firms would seek to use less debt and outside financing (Cosh and Hughes, 

1994). In the long-run firms’ size are positively associated with leverage, outside financing 

and bank financing. While a negative relationship exists between short-term liabilities and 

firm size (Osteryoung et al., 1992; Chittenden et al., 1996; Michaelas et al., 1999; Fluck et al., 

1998). 

It is also notable that asset structure is an important determinant of the capital structure of 

firm. The degree to which the firms’ assets are tangible and generic would indicate a greater 

liquidation value (Titman and Wessels, 1988). With collateral assets, a fixed charge is directly 

placed to particular tangible assets of the firm, and hence it reduces adverse selection and 

moral hazard costs. Since bank financing depends on whether the lending can be secured by 

tangible assets (Berger and Udell, 1998), firms with assets that having greater liquidation 

value would be relatively easier excess to finance, and lower costs of financing. This leads 

firms to have a higher level of debt or outside financing in their capital structure. For large 

firms, asset structure and leverage are positively related. However, MSEs may have a positive 

relationship between asset structure and leverage, long-term debt, and probably a negative 

relationship with short-term debt (Chittenden et al., 1996; Jordan et al., 1998; Michaelas et al., 

1999). 
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And yet, firms normally have a preference for inside financing over outside financing, as the 

cost for outside capital should be greater. According to the pecking order hypothesis of Myers 

(1984), profitable firms, having access to retained profits, could use these for firms’ financing 

rather than outside sources due to the information asymmetries between the firm and 

outsiders. And indeed more profitable firms, which are more likely to receive outside 

financial sources, would still prefer inside funds to finance their operations and investments. 

This suggests a negative relation between leverage and profitability in MSEs (Chittenden et 

al., 1996; Jordan et al., 1998; Michaelas et al., 1999).  

Moreover, firms with relatively higher operating risk tend to have lower leverage than other 

more stable earnings firms. In a static framework model, firms may not to fully utilise the tax 

benefits of 100 per cent debt given agency and bankruptcy costs. The more likely a firm will 

be exposed to such costs, the greater their incentive to reduce their level of debt within the 

capital structure of the firm. Therefore, a positive relationship has been explore the between 

risk and leverage for MSEs (Jordan et al., 1998; Michaelas et al., 1999). 

In addition, firms will place a greater demand on the internally generated funds at growing 

stage, which leads firms with higher growth to seek outside financing. As the pecking order 

hypothesis suggests, firms should seek a short-term less secured debt first, then a longer-term 

more secured debt for their financing needs. And thus firms with relatively higher growth will 

have more leverage. Given the firms’ option to undertake growth opportunities in the future, 

Myers (1977) implies that conflicts between debt and equity holders are especially serious for 

assets, resulting in firms with such growth opportunities having less debt. On the contrary, 

Michaelas et al. (1999) argue that the agency problem and the costs of financing are reduced, 

and thus future growth opportunities are positively related to leverage. While Chittenden et al. 

(1996) and Jordan et al. (1998) found mixed evidence. 

3.2 The MSE Financing Model 

Based on the analysis above, Cassar and Holmes (2003) proposed a multivariate analysing 

framework to investigate the determinants of capital structure and use of financing for small 

and medium sized enterprises. They defined five capital structure and financing measures as 

dependent variables: leverage, long-term leverage, short-term leverage, outside financing and 

bank financing. Where leverage (LEV) is the total debt of the firm divided by the total assets; 

long-term leverage (LONG) is included with the obvious maturity and duration differences; 

and short-term leverage (SHOR) is the difference between leverage and long-term leverage. 

Then an outside financing (OUT) measure examines the influence of agency cost arguments 

upon financing choice. Particularly, a bank financing (BANK)) is advantageous to observe 

whether banks behave differently to ‘other’ outside financiers, such as a potentially greater 

reliance of assets in place for securing debt.  

To accommodate independent variables, which are discussed in section 3.1, and dependent 

variables, the MSEs financing model is described as follows: 

0 1 2 3 4 5Y SIZE NONA ROA RISK GROW                           (1) 
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where Y represents each dependent variable, SIZE is total assets, NONA means Non-current 

assets divided by total assets, ROA is return on assets before interest, RISK is coefficient of 

variation in profitability, and GROW is growth in sales. And this model empirically tests for 

each dependent variable, and the predicted sign for the coefficients with respect to leverage is 

displayed under each independent variable. 

4. Empirical Results 

4.1 The Data 

The approach to this study involved gathering data through National Bureau of Statistics 

(NBS), Annual Reports of governments. Meanwhile an informal questionnaire survey was 

carried out with 100 MSEs via phone, email, website and interview across Guangdong 

province during the period of 2013-2015, where MSEs account for around 96% of registered 

enterprises.  

As table 1 displays, the MSEs are from various industries, such as manufacturing, investment, 

entertainment, high technology, catering, logistics, construction, wholesale and retail, which 

run businesses operating not only locally, but also national and globe wide and employ fewer 

than 100 employees. Those companies are at the start-up and expansion stage with owner or 

managers who are on average between 25 and 50 years of age and possess from low to high 

education qualifications. 

Table 1. Data descriptives 

 Percentage(%)  Percentage(%) 

Industry  Ownership  

Manufacturing 10.8 Individually or family owned 40.8 

Investment 3.6 Collectively owned 34.2 

Entertainment 5.5 Share holding corporation 25.0 

High technology 10.2   

Catering 17.9 Business scope  

Logistics 16.6 Local 40.6 

Construction 12.9 National 55.2 

Wholesale and retail 21.5 International 4.2 

Others 1.0   

    

Age of owners  Qualification of owners  

<30 8.6 < undergraduate 40.6 

30-49 61.4 Undergraduate 32.8 

>50 30.0 Postgraduate 26.6 

Source: Annual Reports of Guangdong Province, Survey by authors. 

4.2 Results and Analysis 

One of the key questions in this study is the financial resources for MSEs start-up and 
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growing. As shown in table 2, results demonstrate that the financial resources for the 

respondents at business are the owner’s private savings, money borrowed from family and 

friends, bank loans and other funds. Notwithstanding bank loans to MSEs increase each year 

according to authorities’ report, our findings suggest that less than 10% of MSEs receive 

bank loans for their star-ups whereas up to 17.6% for their expansions. This is inconsistent 

with previous surveys by the China Industrial and Commercial Union and the Research 

Commission of Chinese Private Business, which suggest that 65.5% of capital originated 

from self-accumulation, 21% from bank loans and 13.5% from friends, relatives and other 

individuals for MSEs financing during past two decades. 

Table 2. Financial resources for MSEs  

 
Stage 

Start-up Expansion 

Internal financing  52.5 42.8 

External financing 38.9 39.6 

Bank loan 8.6 17.6 

Source: Annual Reports of Guangdong Province, Survey by authors. 

Notes: Figures are in percentage (%). 

Although the pecking order hypothesis suggests that the owners of firms would prefer 

internal rather than external finance, and debt rather than equity, due to reluctance of 

compromising their independence and control, the demand for external financing has 

increased sharply. Certainly the proportion of MSEs using external financing, that is nearly 

40% in our survey is significantly higher than that in previous studies. The main reason of 

rising external financing is the booming of internet lending and borrowing business and other 

funds, which are more convenient than bank loans albeit more cost. In spite of improvements 

of MSEs’ financing with Chinese banks, a fast track from internet financing are advantaged 

to swift decision making for business deal, and therefore fits MSEs’ financial needs. 

Table 3. External financing allocations for MSEs  

 Application Succeed 

Characteristics     

Non-creative  10.6 26.7 

Creative 89.4 1.6 

Age of owners   

<30 15.9 1.2 

30-49 70.2 25.2 

>50 13.9 0.9 

Qualification of owners   

< undergraduate 12.5 5.3 

Undergraduate 52.3 21.5 

Postgraduate 35.2 34.8 

Source: NBS, Annual Reports of Guangdong Province, Survey by authors. 

Notes: As in table 2. 
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Furthermore, external financing tend to be granted to MSEs business with creativity such as 

high technology and entertainment from the results presented in table 3. Since government 

and other institutions would like to attract young talents with high skills, a large amount of 

funds are provided to develop creative industry and eventually to stimulate economic growth. 

This is specifically the main financial resources for young and highly skilled talents overseas 

to bring new technology back in China. On the other hand, venture capitals also support 

creative industry to make profit. Together with internet financing, all of the external financing 

means are no obstacles for ownership. As previous studies suggest, the independence motive 

is critical to understanding the observed choices about the capital structure of small 

businesses. So that, when businesses expand, MSEs are keen on borrowing money from the 

external financial market rather than internal financing to fund rapid development. 

4.3 Discussion 

It is evident that MSEs financing in China is associated with firm’s characteristics, for 

example, industry, ownership, size, business scope, age of owners and their educational 

qualification. Meanwhile conventional theories including pecking order, trade-off and 

bootstrap arguments, do not seem to be adequate to explain what we have observed. For 

instance, Mayers (1984) suggests that the ‘‘average debt ratio will vary from 

industry-to-industry, because asset risk, asset type and requirements for external funds also 

vary by industry’’. Also the trade-off hypothesis says, businesses with mostly tangible assets 

would borrow more since more collateral could be provided by their assets (Jordan et al., 

1998; Michaelas et al., 1999). Nevertheless these may be identified by the business type, 

owner’s age and education.  

Emerged from our results, those MSEs with creative business, and with owner/mangers aged 

between 30 and 49, who have gained more business experiences, and higher education 

qualification with better financial market knowledge are likely to receive more external fund 

in China. Approaches to MSEs financing is indeed to capture the financing development, in 

particular, the neglects of human capitals. As a result, the model of Cassar and Holmes (2003) 

should capsule human capitals denoted as HUMAN in equation 2. 

0 1 2 3 4 5 6Y SIZE NONA ROA RISK GROW HUMAN                  (2) 

5. Conclusion 

This paper has addressed the issue of MSEs’ financing in China through investigating 

financial policy, banking and funding options, and MSEs’ preferences. Results confirm that 

the financial needs and options of Chinese MSEs vary with stages of the business cycle. At 

start-up, MSEs tend to raise funds from the owner’s personal savings and the savings of 

immediate families and friends. In the next episode of expansion, MSEs have strong financial 

needs indeed and gain access to intermediated finance such as bank loans. Our findings 

provide substantial support for the pecking order theory and the financial growth cycle 

model.  

Moreover, the proportion of small businesses using bank loans is still not as high as we 
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expected, which is less than 20%. The most important factors influencing Chinese lenders 

when they issue loans to MSEs are still critical, including secured property, taxation 

submission, national finance policies, accounting document and credit scoring. Although 

Chinese authorities has improved the environment of MSEs financing improved since the late 

1990s, the associations between MSEs and banks have not been tightened. This alerts policy 

makers for the need to re-examine the current credit guarantee institutional and effective 

scheme in China. Surprisingly, our results highlight that owner or mangers who are from 30 

to 49 years old, with greater levels of business experiences, higher education background, and 

better knowledge of the financial market, would like to seek external financial resources and 

thus are more likely to receive external fund. So that the MSEs financing model should add 

human capitals as an important determinant.   

Future studies may extend to larger samples with longer time range, and more sophisticated 

model is in needed of development. Apart from the capital structures, other variables that are 

relevant to output growth should be discussed. Empirical studies could carry on to test both 

financing and growth hypotheses, and therefore the research outcomes would contribute to 

expanding the body of knowledge about MSEs financing in China. 
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