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ABSTRACT 

This thesis examines the capital structure determinants of private SMEs in China and the extent to 

which fmancial theories of capital structure adequately explain their financing behaviour. It also 

investigates whether other theoretical perspectives can be utilised to explain their capital structure 

decisions. 

In order to investigate these issues a mixed method approach is utilised, combining analysis of 

secondary data, with field research in the form of semi-structured interviews and survey questionnaires. 

Data analysis indicated that financial theories of capital structure alone do not provide a full 

explanation as to how SMEs are financed due to distinct institutional and cultural differences between 

China and the developed economy context in which these theories were developed. In order to better 

explain the financing behaviour of Chinese SMEs a theoretical model was developed based on insights 

from interviews with SME owner managers and the existing literature. This model highlighted the role 

played by managerial strategy, psychology, human capital and network ties in small business financing. 

Such factors are shown to be influential in determining the capital structure adopted by Chinese SMEs 

and are not taken into account by existing theories of capital structure in the finance paradigm. 

Based on the findings of this research theoretical and policy implications are provided. In order to 

support the continued growth of the SME sector Chinese government authorities should consider 

providing better support to entrepreneurs to access the formal financial sector. SME owner/managers 

must also understand the impact of their behaviour on the ability to access external financing and 

consider improving their accounting and information systems to reduce information asymmetries 

between themselves and their lenders. 
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CHAPTER 1: INTRODUCTION 

1.1 Introduction 

This study adopts an interdisciplinary framework which combines a number of theoretical perspectives 

to examine the capital structure determinants of private small and medium-sized enterprises (SMEs) in 

China. 

This chapter has six aims: 

" To introduce the study, 

" To set out its main research objectives, 

" To highlight the expected contribution of this study, 

" To briefly present the proposed methodology, and 

" To set out the expected managerial and policy implications of the study. 

1.2 Background 

The importance of SMEs to economic development has been well-documented in the literature. They 

are the global engines behind long-term economic growth and the creation of new employment 

opportunities in both developed and developing economies (Fritsch and Mueller, 2004; Storey, 1994; 

Watson, 2006). They are valued for their potential to grow into larger, more productive units; their 

ability to invest and adopt new technologies; and their ability to adapt to new economic circumstances 

(Berry et at., 2001). Their contribution to the phenomenal economic growth experienced in China 

during the past two decades has attracted the attention of many authors (Chen and Feng, 2000; 

Anderson et al., 2003; Dougherty and Herd, 2005; Chen, 2006). Recent reports estimate that the SME 

sector accounts for over 55 per cent of Chinese GDP and 75 per cent of employment (Farrell et al., 

2006). SMEs are especially dominant in the manufacturing sector, which accounts for more than 40 per 

cent of China's economic output (Guardian, 2009). They have an important role to play in job creation 

and are the main driving force for improvements in innovation and productivity (Dougherty and Herd, 

2005). As well as being an important source of new urban jobs, SMEs are the main destination for 

workers laid-off from state-owned enterprises in China (Chen, 2006). According to official reports, 
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around sixty-five percent of patent registration and eighty percent of new product development in 

China can be attributed to SMEs (People's Daily, 2008). 

How enterprises are financed is an important question in management research as financial capital is 

essential to the formation and subsequent operation of an enterprise. SMEs with greater access to 

financial capital are more likely to grow bigger and survive longer (Pissarides, 1999; Wiklund and 

Shepherd, 2003). The inability to secure adequate sources of finance has been cited as a primary cause 

of SME failure, especially in the developing economy context where capital markets are 

underdeveloped (Gaskill and Van Auken, 1993; Van Auken and Neeley, 1996; Coleman, 2000). 

Previous research indicates that Chinese SMEs face considerable constraints in accessing external 

sources of finance (Gregory et al., 2000). The capital structure decisions of SMEs, therefore, have 

important implications for their performance, their ability to succeed, their risk of failure and their 

potential for future development (Cassar, 2004). 

Numerous factors have been shown to influence the capital structure of SMEs (Romano et al., 2000). 

Existing theoretical frameworks from finance and strategic management set out to explain the 

determinants of the capital structure of SMEs. These include the static trade-off theory (Scott, 1972; 

Kraus and Litzenberger, 1973; Kim, 1978), the pecking order theory (Myers, 1984; Myers and Majluf; 

1984) and the financial growth cycle theory (Berger and Udell, 1998) from the finance paradigm, and 

theoretical frameworks developed by several authors in the strategic management paradigm (Barton 

and Matthews, 1989; Matthews et al., 1994, Romano et at., 2000). 

In the past, the lack of available firm-level data made it extremely difficult for researchers to 

investigate the determinants of the capital structure of Chinese SMEs. Previous empirical work on the 

determinants of capital structure has overwhelmingly been conducted on listed firms. In recent years 

the ability to examine the capital structure determinants of SMEs has improved as a result of the 

growing availability of financial data. Empirical research has been carried out on SMEs in Australia 

(Cassar and Holmes, 2003; Johnsen and McMahon, 2005), Ireland (Bhaird and Lucey, 2009), Spain 

(Sorgorb-Mira, 2005), the UK (Jordan et al., 1998; Michaelas et al., 1999; Hall et al., 2000) and the US 

(Gregory et al., 2005). However, only a limited number of empirical studies have investigated the 
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capital structure determinants of SMEs in the developing economy context. Preliminary work 

conducted in Ghana (Abor and Biekpe, 2007), Poland, (Klapper et al., 2006) and Vietnam (Nguyen and 

Ramachandran, 2006) indicates that the capital structure determinants of SMEs in developing 

economies differ somewhat from those in developed economies. This suggests a need for further 

research into what factors determine the capital structure of SMEs in the context of developing 

economies. 

13 Research Objectives 

The primary aim of this study is to investigate the main factors which determine the capital structure of 

private SMEs in China. Private SMEs were chosen as the focus of this research study as they face 

greater constraints than state-owned enterprises to accessing external financing, and make up the 

overwhelming proportion of registered SMEs in China. Private enterprises refer to organizations which 

are registered as sole-traders and limited liability enterprises with the Chinese government authorities 

for taxation purposes. They include those enterprises that were started after 1987, when private 

ownership was first legalised, and those former state and collectively-owned enterprises privatised 

since the mid-1990s, known in China as gaizhi enterprises (Dong et al., 2006). Enterprises in which the 

government authorities or state-owned enterprises possess even a minority ownership stake are not 

classified as private enterprises for the purposes of this research. 

Three main research questions are addressed in this study: 

1. What are the main determinants of the capital structure of private SMEs in the Chinese 

context? 

2. To what extent are financial theories of capital structure applicable in the Chinese context? 

3. What other theoretical perspectives can be used to explain the capital structure adopted by 

Chinese SMEs? 

To answer these questions this research utilises a number of divergent theoretical perspectives to 

identify both firm-level and managerial factors that influence how SMEs are financed. 

Chapter 4 of this study investigates the firm-level determinants of the capital structure of private SMEs 
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in China. The extent to which existing capital structure theories from the finance paradigm adequately 

explain the financing behaviour of SMEs in the developing economy context are examined through 

quantitative analysis of data on 1539 private Chinese firms. The firm-level determinants of a SMEs 

capital structure in the Chinese context are elaborated upon. 

Chapters 5 and 6 investigate the extent to which managerial strategy, psychology, human capital and 

network ties influence the capital structure of SMEs. Interviews are used to assist in the development of 

a theoretical model which is tested through data collected from a survey questionnaire. 

1.4 Contribution of this Study 

This study makes both theoretical and empirical contributions to the literature. In Chapter 4a 

contribution is made by examining the applicability of financial theories of capital structure to the 

Chinese SME sector. Compared to those in developed economies, limited work has been conducted on 

the financing behaviour of firms in developing economies (Klapper, et al., 2006; Nguyen and 

Ramachandran, 2006; Abor and Biekpe, 2007). As the world's largest developing economy, China, has 

received growing attention from both academics and practitioners in recent years. Despite this, SME 

development in China is a relatively new phenomenon, and as a result is under researched. The 

difficulties faced in accessing firm-level data on Chinese SMEs have also made it difficult for research 

to be carried out in this area. Although some research has been conducted on the factors influencing 

financial leverage in Chinese firms, these studies have been predominantly conducted on firms listed 

on the Shanghai and Shenzhen stock exchanges (Chen, 2004; Chen and Strange, 2005; Tong and Green, 

2005; Huang and Song, 2006; Bhabra et al., 2008) and on larger non-listed manufacturing enterprises 

(Li et al., 2009). 

Previous empirical work conducted in the context of developing economies suggests that theories of 

capital structure developed to explain SME financing in developed economies are not always 

applicable to the developing economy context due to institutional differences (Demirguc-Kunt and 

Maksimovic, 1999; Booth et al., 2001; Fan et al., 2006). Empirical studies investigating the 

determinants of capital structure in the developing economy context have produced conflicting results, 

so there is need for further research on the determinants of capital structure of SMEs in this area. 
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A number of firm-level variables that have been shown to influence the capital structure of SMEs in 

previous empirical studies are tested as determinants of capital structure. These variables include firm 

size, firm age, profitability and asset structure. In addition a distinct theoretical contribution is made 

through the investigation of another variable, incorporation, as a determinant of capital structure. 

Compared to other firm-level variables there has been limited examination as to how incorporation 

influences SME financing in the context of developing economies. The analysis of firm-level data 

provides a deeper understanding as to how the determinants of capital structure for Chinese SMEs 

differ from those in other countries, and the reasons for such differences. 

In Chapters 5 and 6 the study examines how factors other than those posited by financial theories of 

capital structure determine the capital structure of Chinese SMEs through the development and testing 

of a theoretical model. The importance of factors such as managerial strategy, psychology, human 

capital and network ties on the financing decisions of SMEs are investigated. As of present limited 

research has examined how these variables influence the capital structure of firms in non-Western 

settings. 

1.5 Methodology 

Several methods are adopted in this study. Analysis of quantitative data is combined with field research 

in the form of interviews and a questionnaire survey. In Chapter four secondary analysis is conducted 

on financial data from 1539 private Chinese SMEs. In Chapters five and six semi-structured interviews 

and survey questionnaires are adopted to examine the extent to which managerial strategy, psychology, 

human capital and network ties impact on how Chinese SMEs are financed. Semi-structured interviews 

with 26 respondents are conducted on a sample of enterprises from the dataset used in the first stage of 

the research. The interviews findings inform the quantitative analysis of firm-level data, and are used in 

the development of a survey questionnaire which was distributed to a wider number of enterprises. 

Together these methods provide a detailed insight into the relative importance of different variables on 

the capital structure of SMEs. 
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1.6 Policy and Managerial Implications - 

This research provides a comprehensive understanding of how SMEs are financed and the types of 

enterprises that need greater support from the government authorities. It should assist policy makers in 

developing effective ways of supporting the dynamic SME sector. 

The research should also assist SME owner/managers in determining what they might do to improve 

their ability to access external sources of finance. The importance of building strong social 

relationships with other firms, government officials and financial institutions to SME financing in 

China are examined. Suggestions are provided to SMEs as to what strategies they might pursue to 

improve their access to external sources of financing. 

1.7 Structure of this Thesis 

In the next chapter of this study the empirical literature on SME development and SME financing are 

reviewed, with particular reference to the Chinese institutional context. Firstly, the contribution made 

by the SME sector to Chinese economic development is examined. A detailed review is then made of 

previous empirical studies on SME financing in the Chinese context, highlighting how the Chinese 

SME sector has seemingly prospered with limited access to formal sources of financing. The extent to 

which financial sector reform has impacted on how SMEs are financed is then investigated. Finally, the 

existing constraints faced by SMEs in accessing adequate sources of external financing are presented. 

In Chapter 3 the main theoretical explanations for the capital structure that firms adopt and the 

applicability of such theories to the SME context are reviewed. Firstly, financial theories of capital 

structure are presented, namely the static trade-off theory, pecking-order theory and life-cycle model. 

The extent to which these theories can be applied to explain the financing behaviour of SMEs in the 

context of developing economies, and more specifically China, are critically examined with reference 

to the empirical literature. In the second part of this chapter additional perspectives to conventional 

theories of capital structure are presented. Specifically, the processes by which managerial strategy, 

psychology, human capital and network ties influence the capital structure of SMEs are examined. 
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In Chapter 4 the capital structure determinants of Chinese SMEs as hypothesised by financial theories 

of capital structure are examined through the secondary analysis of a dataset of 1539 firms from 

Zhejiang province. The relationship between firm characteristics such as size, age, asset structure, 

profitability and incorporation, and their capital structure are investigated. The findings of this chapter 

evaluate whether the determinants of Chinese SMEs capital structure are similar to those of SMEs in 

other countries and what aspects of financial theories of capital structure explain how Chinese firms 

finance their business activities. The policy and managerial implications of the findings are then 

discussed. 

Chapters 5 and 6 discuss the extent to which managerial strategy, psychology, human capital and 

network ties impact on the financing decisions of SMEs. The findings of these chapters should provide 

greater understanding as to which theoretical perspectives best explain how SMEs are financed in the 

Chinese context. They also help to explain the findings of Chapter 4. 

In Chapter 7 the results of the research are discussed, along with the theoretical, methodological, policy 

and managerial implications of the research. Finally the limitations of the research are presented and 

suggestions for future research made. 

The next chapter starts by examining the background literature on SME development and SME 

financing. 
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CHAPTER 2: SME DEVELOPMENT AND FINANCING IN CHINA 

2.1 Introduction 

This chapter reviews the literature on SME development and SME financing, with particular reference 

to the Chinese institutional context. Firstly, the contribution made by the SME sector to Chinese 

economic development is highlighted. The constraints faced by SMEs are then outlined, with specific 

reference to the difficulties they face in accessing adequate financing to support their business 

development. A detailed review of previous empirical work on SME financing in the Chinese context, 

highlights how the Chinese SME sector has seemingly prospered with limited access to formal sources 

of financing. Following this, the role played by informal financing in the success of Chinese SMEs is 

discussed. The impact of financial sector reform on SME financing is then examined with particular 

reference to reform in the banking sector and capital markets. Finally, the existing constraints faced by 

SMEs in accessing adequate sources of external financing are presented. 

2.2 Definition of SMEs 

Before reviewing the literature it is important to define the meaning of the term small and medium- 

sized enterprises (SMEs). Internationally there is no set definition of what constitutes an SME. In the 

UK the Department of Trade and Industry defines an SME as a firm that has no more than 250 

employees. The European Commission defines an SME as a firm with a turnover of less than 40 

million Euros, assets of less than 27 million Euros and less than 250 employees. For the purposes of 

this thesis the definition provided by the Chinese government authorities is utilised. The definition of 

an SME differs according to the industry in which it operates. Chinese enterprises are classified in three 

ways: by employee numbers, annual revenue and total assets (see Table 2.1). A unique feature of the 

Chinese SMEs is their larger employee numbers compared to elsewhere globally. This is hardly 

surprising, given the country's large population and the labour-intensive characteristics of the SME 

sector in China. 
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Table 2.1: Criteria for defining SM Es 

Industry Employees Annual Revenue Total Assets 

Less than 300 million Less than 400 million Manufacturing Less than 2000 
RMB RMB 
Less than 300 million Less than 400 million Construction Less than 3000 
RMB RMB 

than 300 million Transportation/Logistics Less than 3000 
RIB 

N/A 

Hospitality Less than 800 RIB than 150 million N/A 

Wholesale Less than 200 Less than 300 million N/A 
RMB 

Retail Less than 500 Less than 150 million N/A 
RMB 

Source. State Statistics Bureau 

For the purposes of this study SMEs are defined by annual revenue. Employee numbers are not used as 

a measure of size as they differ greatly from industry to industry and only private SMEs registered with 

the government authorities for tax purposes will be included in our study. Foreign-invested enterprises, 

state-owned enterprises and collective enterprises are excluded from the study. 

Private SMEs comprise over 90 per cent of all SM Es. They tend to be constrained in their ability to 

access external sources of finance to a greater extent than state-owned and collective enterprises, which 

tend to have better access to bank financing, and foreign-invested enterprises, which tend to access 

financing from their parent companies or from financial institutions abroad. 

2.3 Comparison of SMMEs and Larger Enterprises 

There are a number of main differences between SMEs and large firms in China. Most SMEs are 

located in labour-intensive industries whilst larger firms tend to focus more on knowledge or capital 

intensi\c industries. This results from the fact that SMEs generally command fewer financial and 

human resources than large firms (Zeng et al., 2009). These resource constraints are exacerbated by 

financing and regulatory biases not witnessed to the same extent in mature economies (Dobson et al, 

2006; Farrell et al., 2006, Atherton, 2008). This means that Chinese SMEs face greater barriers to 

developing their own core competencies than their larger Chinese counterparts and SMEs in mature 

economics (Zeng et al.. 2009). As a result they are driven to set up in industries where barriers to entry 

are relativ ely low. 
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Despite the barriers faced by SMEs they also possess a number of advantages over their larger 

counterparts. They are typically more flexible due to their flat hierarchical structures, and are therefore 

able to respond more quickly to changes in the external economic environment (Tan, 2001, Siu et al., 

2006). As a result the process of new product development tends to be much quicker than in larger 

firms (Hadjimanolis. 2000). 

2.4 Importance of SMtEs for Economic Development 

I he recognition of the importance of SMFs to national economies has led to a large increase in the 

literature on SME financing in the past two decades. SMEs are the global engines behind long-term 

economic growth and the creation of new employment opportunities in both developed and developing 

economics (Fritsch and Mueller. 2004). They are valued for their potential to grow into larger, more 

productive units; their ability to invest in and adopt new technologies; and their ability to adapt to new 

economic circumstances (Berry et al.. 2001). Table 2.2 illustrates the contribution made by SMEs to 

the Chinese economy. They accounted for more than 99 per cent of registered enterprises, 77 per cent 

of all jobs and 66 per cent of industrial output in 2008. 

Table 2.2: Economic contribution of S\1Es to Chinese economy 

Percentage of Percentage of Percentage of gross Enterprise size registered enterprises employment industrial output 

SMEs 99.25% 77.7% 66.6% 

Large enterprises 0.75% 22.3% 33.4% 

Source: China Statistical Yearbook 2008 

An expanding body of academic research and insights gained from policy experimentation have led to 

a growing consensus on the importance of entrepreneurship to economic development in transition 

economies (Naughton, 2006). The growth of a dynamic and vibrant private sector has played a crucial 

role in the transition of former centrally-planned economies to market economies (McMillan and 

Woodruff, 2002). 
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2.5 History of SNIE Development in China 

As a result of the economic reforms introduced by the Chinese government since 1978 the structure of 

the Chinese economy has changed fundamentally (Atherton, 2008). There has been a movement away 

from a centrally planned economic system where economic activity was dominated by large state- 

owned enterprises towards a socialist market economic system in which the private sector makes a 

significant contribution to economic activity (Chen and Feng, 2000; Anderson et al., 2003; Atherton, 

2008). Changes in government policy towards the private sector have led to a steady growth in the 

number of private SMEs over the last two decades. 

In 1978 reforms gave initial impetus to SME development in rural areas of the country (Chen et at., 

2006). In 1981 and 1984 legislation was passed that allowed the registration of private enterprises but 

prevented them from employing more than seven staff (Atherton, 2008). As a result of these reforms 

the numbers of getihu (private enterprises employing less than eight people) grew significantly during 

the 1980s. By 1987 the numbers of getihu had reached over 20 million. Despite this, regulations 

prevented private SMEs from employing more than seven workers, enjoying limited liability and 

pooling their capital (Tang and Ward, 2003). In 1988 the growth in private sector SMEs began to take 

off with legal recognition of enterprises with seven or more employees under the Provisional 

Regulations on Private Enterprises (Atherton, 2008). SME development was given a further boost in 

1997 when the Fifteenth Communist Party Congress, recognising the importance of SME development 

to the Chinese economy, gave private enterprises equal rights as state-owned enterprises and initiated 

the privatisation of state-owned and collective SMEs under the zhuadafangxiao policy. From the late 

1990s onwards the SMEs have developed quickly becoming the engine of growth in the Chinese 

economy, especially since China's accession to the WTO in 2001 (Poutziouris et at., 2002; Chen, 2006). 

In 2007 the introduction of the Law on Property Rights provided a further boost to the private sector 

(Atherton, 2008). It enshrined the concept of private ownership into the Chinese law and banned 

appropriation of business assets by the state. This development marked a significant policy change for 

the Chinese government. For the first time since the establishment of the People's Republic of China 

the law had granted equal status to private and public ownership. 
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2.6 Contribution of SMEs to Chinese Economic Development 

The contribution of private SMEs to the phenomenal economic growth experienced in China during the 

past two decades has been well documented in the literature (Chen and Feng, 2000; Anderson et al., 

2003; Chen, 2006; Dougherty and Herd, 2005). By the end of 2005 there were over 42 million SMEs in 

China, a figure that is growing at an annual rate of 15-20 per cent (Fung et al., 2007). Chinese SMEs 

play an important role in the provision of new employment opportunities for both new graduates and 

those laid off from state-owned enterprises (Chen, 2006). They are especially dominant in the 

manufacturing sector, which contributes more than 40 per cent of China's economic output (Guardian, 

2009). 

Private SMEs have contributed to economic development through the promotion of competition with 

larger state-owned enterprises, leading to improvements in productivity and innovative activity 

(Garnault et al., 2001; Yang, 2004; Dougherty and Herd, 2005). According to official reports, around 

sixty-five percent of patent registration and eighty percent of new product development in China can be 

attributed to SMEs (People's Daily, 2008). Growth in total factor productivity in the private sector was 

considerably higher than that in the state-owned sector during the early years of reform (Perkins, 1996; 

Jefferson et al. 2000). Differences in productivity levels between private fines and other ownership 

forms can be seen graphically in Figure 2.1. Compared to other ownership types total factor 

productivity is much higher in private firms than collective or state-owned firms. For example, total 

factor productivity in private enterprises (which are predominantly SMEs) was double that of state- 

owned enterprises in the period from 1998 to 2003 (Dougherty and Herd, 2005). 
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Figure 2.1: Total factor productivity of Chinese firms 
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2.7 Constraints on SME Development 

The main constraints to the growth of SMEs are thought to result from three primary sources, excessive 

government regulation, a lack of professional managerial expertise and limited access to finance 

(Poutziouris et al., 2002). Evidence has shown that regulatory constraints resulting from government 

bureaucracy place a proportionally high burden on SMEs, especially those in transitional economics 

such as China (Gamault and Song, 2004; Chen, 2006). It is often a time consuming and bureaucratic 

process to receive regulatory approval to conduct business activities and regulatory barriers prevent 

SMEs from entering sectors of the economy in which local governments have a vested interest in 

protecting state-owned monopolies (Garnault and Song, 2004). 

In addition, many SMEs lack professional managerial expertise. They are characterised by informal 

HRM practices in their recruitment, selection, training, appraisal and retention of employees (De Kok 

and Uhlaner, 2001. Kotey and Slade, 2005). This impacts on their ability to manage their human 

resources effectively and is a major factor which influences organizational performance (Carlson et al., 

2006; Zheng et al., 2006). 

Despite significant regulatory and managerial constraints it is the view of many authors that inadequate 

access to financing is the primary factor which impacts on the ability of SMEs to grow and survive 
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(Gaskill and Van Auken, 1993; Van Auken and Neeley, 1996; Coleman, 2000). Previous research 

indicates that SMEs with greater access to financial capital are more likely to grow bigger and survive 

longer (Pissarides, 1999; Wiklund and Shepherd, 2003). Existing studies point towards a `financing 

gap' within the SME sector (Berger and Udell, 1998; Pissarides, 1999; Winborg and Landstrom, 2001; 

Becchetti and Trovato, 2002; Gregory et al., 2005; Watson, 2006). The finance gap refers to a situation 

where enterprises lack the financial resources (from either internal or external sources) to exploit 

profitable opportunities that are presented to them. A finance gap arises when the demand for finance 

from enterprises exceeds the willingness of financiers to supply funds at current market conditions. 

Suppliers of finance may choose to undertake credit rationing, due to problems arising from the 

presence of agency problems and asymmetric information, which may leave significant number of 

potential borrowers without access to credit. 

2.8 Financial Constraints on Chinese SMEs 

Previous literature suggests that Chinese private enterprises are amongst the most financially 

constrained in the world (Huang, 2006). In the World Bank's 2000-01 survey of 10,000 firms in 81 

countries, 66.3 per cent of Chinese firms ranked financing as a major constraint to the operation and 

development of their business (Batra et at, 2003). This was the second highest figure out of all 81 

economies. A survey conducted by the International Finance Corporation on over 600 Chinese 

enterprises revealed that 80 per cent of enterprises surveyed considered their inability to access external 

sources of finance to be a major or moderate constraint to business growth (Gregory et al., 2000). In a 

survey of over 3000 Chinese enterprises conducted by Chinese government authorities 63.32 per cent 

of enterprises considered it very difficult or quite difficult to obtain bank financing (Bai et al., 2006). 

2.9 Empirical Studies of SME Financing in China 

Early empirical studies on SME financing in China show that the overwhelming proportion of SME 

finance came from internal sources (Garnault et al., 2001; Pistrui, 2001; Tam, 2004; Hussain et al., 

2006). A survey of over 600 Chinese enterprises in the late 1990s found that over 90 per cent of their 

initial capital came from the principal owners, the start-up teams and their families (Garnault et al., 

2001). Five nationwide surveys on Chinese private enterprises conducted by the China Industrial and 
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Commercial Union and the Research Committee of Chinese Private Business from the period from 

1993-2002 produced similar results (Hussain et at., 2006). The surveys found that internal sources of 

finance accounted for the majority of start-up funds and that the use of external sources of debt and 

equity finance by private SMEs was limited. 

During the early years of the open-up and reform formal financing mechanisms played a limited role in 

the financing of private SMEs, not only in the provision of start-up funds, but also in the provision of 

funds for expansion (Gregory et al., 2000). An IFC survey found that loans from the banking sector 

accounted for less than ten per cent of the total sources of private SME finance in 1999 (Gregory et al., 

2000). The lending behaviour of Chinese banks, especially the big four state-owned banks, tended to be 

biased in favour of state-owned enterprises (Wei and Wang, 1997). Lardy (1998) states that around 83 

per cent of all bank loans went to state-owned enterprises in 1995, the rest divided between private 

sector enterprises and retail customers. 

Comparisons with surveys conducted on SMEs in other countries indicate that Chinese entrepreneurs 

rely on internal sources of finance to a greater extent than their counterparts in developed and other 

transition economies (Berger and Udell, 1998; Bratkowski et al., 1999). However, internal sources of 

finance are typically inadequate to meet the long term growth needs of SMEs, especially in capital 

intensive growth industries, where external sources of financing need to be sought. 

2.10 Impact of Financial Sector Liberalisation on SME Financing 

Over the last two decades the Chinese government authorities have implemented a number of reforms 

aimed at financial sector liberalisation through the loosening of government controls on credit 

allocation in the banking system and the establishment of new financing mechanisms such as the 

venture capital industry and the stock market. In theory, financial sector liberalisation, the process of 

transferring to market-based credit allocation, should result in a reallocation of domestic credit towards 

private sector SMEs and the substitution of expensive forms of credit for cheaper ones (Cook, 2001). 

However, the evidence suggests that in China this has not been the case. The financial system is still 

relatively underdeveloped and inefficient by international standards. Private enterprises still face 

difficulties in accessing formal sources of finance from the banking sector, venture capital and capital 
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markets. Previous work highlights how underdeveloped legal and financial systems impact on the 

financing of Chinese SMEs (Allen et al., 2005; Bai et al., 2006; Ayyagari et al., 2008). 

Ayyagari et al. (2008) argue that the weak legal and financial systems in China have led to private 

enterprises relying predominantly on alternative financing channels, such as loans from informal 

sources, for short-term financing. They show that enterprises who had access to the formal financial 

system grew quicker than enterprises with limited access, further evidence to suggest that developed 

legal and financial systems aid the macroeconomic development of an economy. In contrast, Allen et al. 

(2005) argue that despite a weak institutional environment Chinese enterprises have been able to grow 

quickly through the use of alternative financing channels and governance mechanisms based on 

reputation and relationships. They point out that private enterprises (who have limited access to formal 

financing channels) have grown much quicker than state-owned enterprises (who have had good access 

to formal financing). Aziz and Duenwald (2002) support their view arguing that the development of the 

financial system has not played a major role in promoting the growth of Chinese enterprises. They 

provide evidence to show that bank loans have been channelled to provinces with heavy proportions of 

state-owned enterprises. Enterprises in other regions, especially private enterprises have had to rely 

mainly on retained earnings and informal sources of finance rather than bank loans. They confirm that 

provinces which received fewer bank loans per head of population actually achieved higher growth 

rates than those provinces which received a greater proportion. 

In the next section the reforms introduced in the Chinese financial sector will be introduced. The extent 

to which reforms have led to a reallocation of credit from state-owned enterprises to private sector 

enterprises will also be examined. 

2.11 Banking Sector Reform 

In the pre-1978 period most Chinese firms were state-owned and received financing from state-owned 

banks attached to government bureau. All loans were authorised and approved by the government 

authorities. Capital markets were non-existent and banks acted as organs of the state for introducing 

state policy. Since 1978 policy makers have introduced a series of reforms aimed at kick-starting 

economic growth including reform of the banking sector. Bank reform has led to a reallocation of 
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domestic savings towards financing productive activity and contributed to the high economic growth 

experienced in China. 

Although a small number of banking sector reforms were introduced in the 1980s major banking 

reforms started in 1994 when the central government made the decision to separate the policy-lending 

banks from the commercial banks. At this time three state-owned policy banks and four state-owned 

commercial banks were set up. In the late 1990s and early 2000s the government furthered the process 

of financial sector liberalisation by granting banking licenses to non-state commercial banks and by 

removing restrictions on foreign banks from entering the Chinese market as a result of China's WTO 

accession agreement (Hsu et al., 2005; Hasan and Zhou, 2006). This was done with the aim of 

increasing competition in the banking system and lead to a reallocation of credit from state-owned 

enterprises towards the private sector. A growth in numbers of rural credit cooperatives was also 

encouraged to diversify the banking system and support the development of SMEs, especially in rural 

areas of the country (Wong and Wong, 2001; Jiang et al., 2009). 

As a result of the banking reforms, China's banking system is currently comprised of three policy 

banks, four state-owned banks, 12 shareholding commercial banks, over 100 city level commercial 

banks, foreign banks and more than 2000 rural credit cooperatives (Shen et al., 2009). The banking 

sector plays a central role in China's financial system, accounting for 75 per cent of the capital in the 

financial system (Jiang et al., 2009). The four state-owned banks continue to dominate the banking 

sector, accounting for over half of total lending (Herd et al., 2010). The rural credit cooperatives are 

playing a growing role in the banking system, accounting for around 11 per cent of total loans and 87 

per cent of agricultural loans (Shen et al., 2009). They are the dominant financial institution in rural 

China, channelling savings from rural households into agriculture and manufacturing (Ping, 2003). The 

market share of foreign banks is low and has only grown slightly since China fulfilled its WTO 

accession commitments in 2006 (Herd et al., 2010). As a result they only have a limited role to play in 

financing the SME sector. 

Banking reforms although substantial have not been as extensive as some would like (Dobson et al., 

2006; Farrell et at., 2006; Brandt and Zhu, 2007). Although the proportion of lending accounted for the 
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commercial banks, credit cooperatives and foreign banks has risen, the state-owned banks continue to 

dominate the banking system (Hsu, 2009; Herd et al., 2010). This means that the government continues 

to maintain significant influence over the banking system. Recent studies indicate that although the 

share of credit going to SOEs has declined, misdirected lending has continued, with state-owned 

enterprises and larger private enterprises being given preferential treatment over private SMEs (Dobson 

et al., 2006; Farrell et al., 2006; Brandt and Zhu, 2007). Although the government and regulatory 

authorities have encouraged the state-owned banks to improve their lending to SMEs they still continue 

to lend predominantly to state-owned enterprises, leading to reduced credit availability for the private 

sector (Dobson et al, 2006; Brandt and Zhu, 2007). Brandt and Zhu (2007) examine banking lending 

patterns in the period from 1998-2003 and conclude that the state sector, which they have defined to 

include shareholding companies in which the government have a significant ownership stake, 

continued to account for between half to two-thirds of all new bank lending. Linton (2006) and Farrell 

et al. (2006) report that although SMEs account for over 50 per cent of GDP they have only received 

approximately 10-16 per cent of new bank lending in recent years. In a recent survey of private SMEs 

in China conducted in 2003, Ayygari et al. (2008) found that only 20 per cent of their funds come from 

bank financing. 

2.12 Venture Capital Industry Reform 

The Chinese venture capital industry was established in the 1980s as a result of the central 

government's decision to promote the reform of state-owned enterprises and the development of high- 

technology industries (Xiao, 2002; Ahlstrom et al., 2007). In this early period national and local 

governments encouraged and sponsored venture capital funds to invest in the restructuring of state- 

owned enterprises and encouraged investment by foreign venture capitalists in selected industries 

(Ahlstrom et at., 2007). However, most investments met with limited success in this initial period, 

producing little or no return (Pukthuanthong and Walker, 2007; Ahlstrom et al., 2007). 

Despite sluggish growth in the early period China's venture capital industry began to thrive in the early 

2000s with continued support from the Chinese government and the private sector, bolstered by the 

strong performance of the Chinese stock market and international investor interest in China 
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(Pukthuanthong and Walker, 2007). China is now one of the fastest growing venture capital markets in 

the world (Ahlstrom et al., 2007). 

It has recently been estimated that there are about 250 international venture capital firms in China and a 

similar number of domestic venture capitalists (Liu et al., 2006). In 2005 alone USD $4.07 billion was 

raised by venture capital firms worldwide for investment in China, in addition to USD $4.8 billion of 

funds already invested in the country (Areddy, 2006; Ahlstrom et al., 2007). Despite the growth in 

financing via private equity markets in China SMEs still continue to face huge difficulties in attracting 

private equity financing, which continues to account for a smaller percentage of SME financing in 

China than in developed markets. 

2.13 Capital Market Reform 

During the 1990s the Shanghai and Shenzhen stock exchanges were set up primarily as a means for 

larger enterprises to raise external capital and as a vehicle to restructure large state-owned enterprises 

(Gregory et al., 2000; Fung et al., 2007). From only 54 firms listed on the two exchanges in 1992,1506 

firms were listed by 2007, with a total market capitalisation of 31 trillion RMB (KPMG, 2007; Bhabra 

et al., 2008). Even though restrictions on the listing of private enterprises were removed in 2000, most 

listed enterprises on these two boards were former state-owned enterprises (Jia et al., 2005). In 

developed economies access to public equity via the stock market is an important source of finance for 

SMEs looking for long term access to financial capital. This is especially the case for capital-hungry 

firms in the high-technology sector (Fung et al., 2007). Mehta and Fung (2004) argue that the capital 

markets of an economy facilitate the efficient allocation of resources through the provision of a 

signalling mechanism which reflects underlying information on enterprises that can be assessed by 

prospective investors. Despite the development of capital markets in China they play a limited role in 

enterprise financing. Although the Chinese stock markets have been growing rapidly they are small in 

comparison to those of other economies, with a total market capitalisation of just 17 per cent of GDP in 

2005, compared to an average of over 50 per cent in the rest of the world (Farrell et al., 2006). 

Since the establishment of the Chinese stock markets in Shanghai and Shenzhen in the 1990s they have 

had a limited role to play in the provision of capital to SMEs. In 2004 an SME board was set-up in 
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Shenzhen to provide a greater opportunity for private SMEs to attract outside equity investment. This 

was followed in 2009 with the establishment of a third board, ChiNext, to provide financing to small 

high growth technology enterprises. Despite such reforms, as of October 2009 there were only 273 

registered enterprises on the SME board and 28 firms on the ChiNext board (Herd et al., 2010). 

2.14 Predominance of Alternative Financing Mechanisms 

According to cross-country surveys the legal and financial institutions typically associated with growth 

of the private sector are underdeveloped in China by international standards (Cull et al. 2007). The 

literature suggests that the private sector in China have been able to achieve substantial growth without 

the support of formal financing mechanisms (Allen et al., 2005; Cull et al., 2007). Allen et al. (2005) 

argue that during the early stages of economic growth alternative institutions and financing 

mechanisms have emerged to support the development of private firms and the overall economy. 

2.14.1 Informal lending 

Informal financing has played an important role in China's transition from a centrally planned 

economy to a market based economy over the last three decades (Hsu, 2009). With the development of 

the market economy the private sector developed rapidly. This led to a huge need for financing that 

could not be fulfilled by the formal financial system (Jiang, 2009). As a result informal financing 

sprung up to serve the needs of enterprises with limited access to the formal banking system (Tsai, 

2002; Allen et al., 2005; Huang, 2006, Ayygari et al., 2008). 

Informal financing consists of all financing activities which operate outside the formal regulatory 

framework and includes lending from credit unions, credit associations, individual money lenders and 

pawnbrokers. In most cases such underground institutions function like banks, pooling money from 

savers together to grant loans to local enterprises at interest rates higher than the bank lending rate 

(Farrell et al. 2006). 

The core-identifying characteristic of informal financing is that it is based on reputation and 

relationships rather than a formal interaction between a client and financial institution (Allen et al., 
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2005; Ayygari et at., 2008; Zhang, 2008). Informal financing in China relies on personal relationships 

to ensure the effective working of the market and ensure loan default rates are kept low, despite the 

lack of legal means of redress on non-repayment. Lenders and borrowers usually know each other, 

through business or social networks and, as a result, are less likely to default on loan repayments for 

fear of losing their reputation. 

Informal financing is usually of a short-term nature and more flexible than formal debt financing from 

the banking sector which tend to loan money on a long term basis (Gregory et al., 2000). This meets 

the needs of private SMEs which often require financing of a short term nature to tide them over whilst 

an order is completed and payment received. In addition the application process is less costly and time 

consuming than is the case when applying for a bank loan. 

In actual fact there is limited information on how informal financing mechanisms work and how much 

economic activity they support in China. A 2002 survey conducted by the All-China Federation of 

Industry and Commerce showed that the role of informal methods of financing had increased over time 

to take the place of formal financing mechanisms (Huang, 2006). The first nationwide survey on 

informal finance conducted in twenty provinces at the end of 2003 estimated the size of the informal 

financial sector to be RMB 740-830 billion (OECD, 2005). The survey found that private SMEs rely 

extensively on informal credit, especially those in poorer Western regions where over 60 per cent of 

SME financing comes from informal sources compared to 30 per cent in richer areas on the East coast. 

Li's (2006) 2006 survey of 1150 SMEs in several regions of China revealed that most firms consider 

informal financing to have significant influence on their business activities. 

2.14.2 Financing through business networks: Trade credit 

The literature in recent years has begun to examine the role of trade credit as an informal financing 

mechanism in developing economies where formal financing mechanisms are underdeveloped 

(Coricelli, 1996; McMillan and Woodruff, 1999; Fisman and Love, 2003; Cull et al., 2007). 

Theoretical studies of trade credit attribute the use of trade credit to information advantages that firms 

have over financial institutions in offering credit to their own customers (Biais and Gollier, 1997; 
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Petersen and Rajan, 1997). Biais and Gollier (1997) argue that fines without access to finance from 

banks will resort more to the use of trade credit. Empirical studies have attempted to test these theories 

through an examination of the determinants of trade credit (Petersen and Rajan, 1997, Ng et at., 1999). 

In the Chinese context Brandt and Li (2003) establish that as a result of discrimination from the 

banking sector private firms resort to more expensive trade credit as a way of financing their business 

activities. Examining data on 156 private and collective enterprises they conclude that firms with 

access to bank loans use trade credit to a lesser extent than those without access to bank loans. Ge and 

Qiu (2007) find that private firms in China use more trade credit for financing purposes than state- 

owned enterprises. The amount of trade credit received by firms, the accounts payable to sales ratio, 

ranged from an average of 46.9 per cent for private firms to 13.1 per cent for state-owned enterprises. 

Their results suggest that in a country with a poorly developed financial sector where access to bank 

financing is limited private firms are able to support their growth through the use of trade credit. Cull et 

al. (2007) support their conclusions suggesting that the institutional bias of the Chinese financial 

system in favour of state-owned enterprises may give rise to trade credit use amongst private firms that 

have limited or no access to credit from state-owned banks. They argue that trade credit likely provided 

a substitute for formal bank loans for a firm's trading partners that were shut out of the formal credit 

market. However, results of their survey suggest that the provision of trade credit was relatively small 

in size relative to the formal financial sector. Using data of 100,000 firms between the years 1998 to 

2003 they find the amount of trade credit provided, accounts receivable to sales ratio, ranged from an 

average of 18 per cent for private firms to 36.5 per cent for state-owned enterprises. 

2.15 Constraints to Accessing Finance from the Banking Sector 

Previous studies on the constraints faced by SMEs from accessing financing from the banking sector 

have largely been conducted in the context of developed economies (Binks and Ennew, 1997; Petersen 

and Rajan, 1994). In the UK Binks and Ennew (1997) utilise four surveys conducted by the Forum of 

Private Business to examine the financial constraints that SMEs face in accessing bank financing. 

These surveys examine the extent to which bank Policies and practices constrain small business. High 

transaction charges, interest rates, collateral requirements and credit availability were the four most 

serious factors perceived by SMEs to constrain their access to bank financing. In the Chinese context a 
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survey conducted by the International Finance Corporation found that the inability to meet collateral 

and/or guarantee requirements was the factor quoted most frequently by Chinese enterprises for not 

being able to access bank finance (Gregory et at, 2000). Other important factors cited included the lack 

of a good relationship with the bank and high transaction charges. In the following section the factors 

that constrain access to bank finance in China will be examined. 

According to Farrell et al. (2006) banks have limited incentives, skills and information to lend to SMEs. 

They cite the limited skills of banks to assess the creditworthiness of SMEs and their ability to price 

loans according. Banks have found it difficult to assess the creditworthiness of enterprises due to a lack 

of credit rating agencies in China and the unreliability of SMEs financial statements which banks use to 

assess their repayment ability. According to Farrell et al. (2006) China has limited coverage from 

independent credit rating agencies and has yet to introduce a nationwide system for collecting data on 

the credit history of enterprises. Mu (2002) suggests that a lack of a nationwide credit assessment 

system for enterprises in China has made banks more reluctant to extend credit to SMEs. Banks are 

also reluctant to lend to SMEs because of information asymmetries which makes it extremely difficult 

to verify their creditworthiness, adverse selection problem, or prevent the diversion of funds to 

alternative projects, moral hazard problem (Berger and Udell, 2002). Bai et al. (2006) argue that the 

information asymmetry problem is relatively severe for Chinese SMEs as a result of their shorter 

history compared to many of their larger state-owned counterparts. The informational opaqueness of 

SMEs compared to larger firms with publicly observable reputations results in the perception that 

lending to SMEs is a risky business (Bodenhorn, 2003). The potential costs and time involved in 

collecting information on the creditworthiness of SMEs relative to that of larger firms also puts many 

banks off from lending to them. When banks are unable to observe the true creditworthiness of the 

SME they are may be more likely to discriminate against them on the basis of ownership form (Brandt 

and Li, 2003). 

The transaction charges involved in seeking debt finance per unit lent are extremely high for SMEs. 

The high costs of evaluating and monitoring the creditworthiness and subsequent performance mean 

that SMEs are unable to benefit from economies of scale in financing to the extent that larger firms are 

able to do so (Binks and Ennew, 1997; Cassar, 2004). There is evidence to show that high transaction 
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costs may effectively limit the ability of some SMEs to access long-term debt financing from the 

banking sector (Cassar, 2004; Titman and Wessels, 1988). Titman and Wessels (1988) find that smaller 

firms use of short-term financing mechanisms such as trade credit or overdrafts rather than long-term 

debt results from the high transaction costs associated with the issuance of long term debt. Chinese 

SMEs are subject to a number of transaction charges in the course of applying for a bank loan. These 

include the costs of registering collateral, application charges and expenses used in building 

relationships with bank officials (Gregory et al., 2000). There is evidence to suggest that transaction 

costs faced by SMEs in China are much higher than would be the case for SMEs in economies with 

developed financial systems as a result of complicated and time consuming application procedures. In 

the past state-owned banks levied excessive charges on loan applications as a way of circumventing 

strict interest rate controls when dealing with private SMEs (Gregory et al., 2000). 

In recent years the Chinese government deregulated the range of lending rates to allow banks to charge 

higher interest rates to their customers (Wu, 2005; Podpiera, 2006). Since October 2004 commercial 

banks have been allowed to charge at any rate more than 0.9 times the benchmark rate (Dobson et al., 

2006; Podpiera, 2006). The liberalisation of interest rates, in theory, should improve the incentive for 

commercial banks to increase lending to `higher risk' SMEs. Despite this, evidence shows that the loan 

pricing of state-owned commercial banks has not changed significantly since the liberalisation of 

interest rates (Podpiera, 2006; Garcia-Herrero et al., 2006). Podpiera (2006) suggests that banks may be 

unwilling to price to reflect risk as it may impact negatively on its weakest customers. 

A lack of sufficient collateral also constrains Chinese SMEs from accessing bank loans. Chinese banks 

generally require collateral as security for the loan or for the loan to be guaranteed by a third party in 

order to resolve information asymmetries. Asymmetric information models view collateral as a 

signalling or risk reduction mechanism (Hanley and Crook, 2005). The literature suggests that pledging 

collateral may help resolve asymmetric information problems where there is a lack of shared 

information between the lender and the borrower (Stiglitz and Weiss, 1981; Chan and Kanatas; 1985). 

Collateral enables banks to offer credit to firms whose informational opaqueness and lack of reputation 

may otherwise result in them being refused credit (Berger and Udell, 1998). In a survey conducted by 

the International Finance Corporation on over 600 Chinese enterprises collateral requirements were 
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seen as the most serious constraint to their ability to access bank financing (Gregory et al., 2000). 

Under Chinese banking regulations various forms of assets including land, buildings, houses, 

apartments, savings instruments and equipment can be used as collateral. In practice, however, real 

estate and land use rights are the assets most commonly accepted by banks (Gregory et al., 2000). 

Chinese SMEs, many who do not have their own land or buildings, find it difficult to meet the onerous 

requirements for collateral imposed by banks. Tam (2004) argues that a lack of assets that can be used 

as collateral is one of the main problems that results in a low proportion of lending to private sector 

SMEs. 

A number of reforms were introduced by Chinese authorities in order to improve SME access to bank 

finance. The State Economic Trade Commission (SETC) was given the responsibility nationally for 

supporting SME development. The credit guarantee system, a nationwide network of 200 government 

sponsored credit-guarantee organisations, was established under the auspices of the SETC in the late 

1990s with a guarantee fund of 10 billion Yuan. In addition to government sponsored agencies, 

member-funded SME guarantee mutual funds and private credit guarantee companies are able to 

provide credit guarantees services to SMEs (Mu, 2002). Despite the introduction of the credit guarantee 

system it has not been as effective as hoped. Fung et al., (2007) cite the strict criteria imposed on SMEs 

by the SETC meant that very few of them were able to qualify for the guarantee service. They also 

point to evidence from research by the State Council that credit guarantee organisations continue to 

support large enterprises over smaller ones. Mu (2002) suggests that local governments tend to use 

credit guarantee agencies to achieve their own objectives such as reducing unemployment and allowing 

cash-strapped enterprises to survive rather than support the development of the innovative SME sector. 

He also suggests a lack of prudent government supervision over credit guarantee organisations has 

limited their effectiveness in supporting SME development. 

The lack of flexibility in the loan provision of Chinese commercial banks has been cited as another 

factor that constrains SMEs from seeking bank financing (Gregory et al., 2000). The financing needs of 

many SMEs are short-term and seasonal whereas loans provided by commercial banks tend to be 

medium to long-term (Gregory et al., 2000; Tam, 2004). 
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2.16 Constraints to Accessing External Sources of Equity Finance 

Previous studies on the constraints faced by SMEs in accessing external equity financing have largely 

been conducted in the context of developed economies (Berggren et al., 2000). Limited research has 

been conducted on the constraints to accessing external equity finance in the Chinese context. In the 

following section the factors that constrain access to equity finance in China will be examined. 

Chinese SMEs are generally unaware of the opportunities open to them in terms of developing their 

companies through taking on equity partners and accessing capital markets. The short history and 

limited spread of the venture capital and private equity industries, especially in regional areas of China, 

mean that many SME owner/managers have no knowledge and experience of how to undertake the 

process of seeking outside investment in their enterprises. 

Government regulations prevent Chinese SMEs from taking on foreign equity partners in certain 

sectors of the economy. Such regulations make the process of investing in Chinese SMEs an extremely 

complex process for foreign-owned venture capital and private equity funds. Government approval 

must be given in all cases in which a foreign party takes an equity stake in a Chinese enterprise. 

Government regulations also make it difficult for SMEs to access equity investment through listing on 

the stock market. Until 2000 a quota system restricted the number of firms from each province that 

could list on the stock-exchange (Tam, 2004). Despite reforms being introduced that have widened 

access to equity markets for private enterprises priority for listing tends to be given to state-owned 

enterprises. Over 90 per cent of listed enterprises in 2005 were former state-owned enterprises (KPMG, 

2006). Stringent listing requirements and quota restrictions continue to prevent private SMEs from 

seeking entry to the stock market to raise funds (Fung et al., 2007). 

The limited availability and accuracy of information is an issue of concern for external equity investors 

when conducting due diligence on Chinese enterprises (Pukthuanthong and Walker, 2007; Bruton and 

Ahlstrom, 2003). The presence of asymmetric information resulting from a lack of transparent financial 

and accounting systems in many Chinese enterprises makes it difficult for external investors to assess 

their true financial position. Although the Chinese government has introduced regulatory reforms to 

bring its accounting standards up to international norms, accounting regulations are not always 
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properly enforced (Pukthuanthong and Walker, 2007). As a result external equity investors will spend a 

great deal of time in collecting and analysing information on the enterprise from a variety of sources, 

before deciding whether or not to invest. The high costs of conducting due diligence prior to 

investment and monitoring after investment is undertaken put off many external financiers from 

investing in Chinese SMEs. 

Another factor that puts off many SMEs from seeking external equity partners are the potentially high 

costs that will be incurred during the process of seeking outside equity from external investors, and 

preparing for listing on the stock market (Cassar, 2004). In order to meet the disclosure requirements 

of outside investors firms have to invest a great deal of resources in improving their financial and 

accounting practices (Pukthuanthong and Walker, 2007). 

Empirical studies show that SME owners tend to be control averse, preferring to utilise internal sources 

of finance through a fear that external sources of finance will lead to a loss of control over the firm and 

limit the ability of the owner/manager to make decisions independently (Harvey and Evans, 1995; 

Hutchinson, 1995; Berger and Udell, 1998). In the Chinese context there is general reluctance on the 

part SME owner/managers to allow outside investment which may result in reduced independence 

through the involvement of venture capitalists in day-to-day decision making (Pukthuanthong and 

Walker, 2007). 

2.17 Conclusion 

In this chapter the literature on SME development and SME financing was reviewed with particular 

reference to the Chinese institutional context in order to provide a background for the following 

chapters of this study. Firstly, the contribution made by the SME sector to Chinese economic 

development was highlighted in order to justify the importance of the research project. A detailed 

review was then made of previous empirical work on SME financing in the Chinese context, 

highlighted the constraints faced by SMEs in accessing finance and how the SME sector has seemingly 

prospered with limited access to formal sources of financing. The role played by informal financing in 

the success of Chinese SMEs was then discussed, and the impact of financial sector reform on SME 

financing examined, with particular reference to reform in the banking sector and capital markets. In 
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reviewing the existing body of literature the major differences between SME financing in China and 

other countries were examined. This provided a basis on which the applicability of capital structure 

theories developed in the West to Chinese firms could be discussed in the following chapter. 

In the following chapter the theoretical and empirical literature on capital structure will be reviewed, 

with specific reference to previous work in the developing economy and Chinese contexts. As well as 

reviewing the financial theories of capital structure and their applicability to Chinese SMEs, a number 

of alternative theoretical positions that may assist in explaining the financing decisions of SMEs will be 

introduced. In doing this the gaps in the existing literature the contributions of the existing study will 

be highlighted. 
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CHAPTER 3: CAPITAL STRUCTURE OF SMES: THEORETICAL AND 

EMPIRICAL ANALYSIS 

3.1 Introduction 

Capital structure has been defined as the mixture of debt and equity used to finance the business 

activities of a firm (Myers, 1994). The ability to gain adequate access to financial capital enables SMEs 

to establish and subsequently operate effectively. The capital structure decisions of SMEs therefore 

have important implications for their performance, their ability to succeed, their risk of failure and their 

potential for future development. 

As outlined in the previous chapter the financing decisions of SMEs have important implications given 

the role they play in the promotion of economic growth, innovation and provision of new employment 

opportunities in the Chinese economy. In order for Chinese policy makers to develop effective policies 

to improve access to financing for SMEs and for managers to understand what can be done to improve 

access to financing, it is imperative to understand what factors drive the capital structure decisions of 

Chinese SMEs. 

Several major financial theories have been developed to explain the capital structures that firms adopt. 

These theories include the static trade-off theory, the pecking-order theory and the life cycle model, 

and are supported by a substantial body of empirical work on larger publicly-listed firms. Compared to 

their smaller counterparts such firms have greater access to national and international capital markets, 

and are as a result less subject to the institutional constraints imposed by their domestic financial 

systems (Myers, 2001; Li et al., 2009). Financial information on such firms is also readily available as 

they are legally required to disclose accounting and financial information to the general public. 

Compared to larger firms, the extent to which financial theories of capital structure are applicable to 

SMEs has received less attention (Norton, 1990; Ang, 1991; Ang 1992). This is mainly due to the 

limited availability of financial data on SMEs, especially those in developing economies. During the 

last decade researchers have begun to examine the capital structure determinants of SMEs with 



39 

preliminary work being conducted in Australia (Zoppa and McMahon, 2002; Cassar and Holmes, 2003; 

Johnsen and McMahon, 2005), Ireland (Bhaird and Lucey, 2009), Spain (Sorgorb-Mira, 2005), Sweden 

(Ortqvist et al., 2006), the UK (Jordan et al., 1998; Michaelas et al., 1999; Hall et al., 2000) and the US 

(Gregory et al., 2005). Only in the last five years studies have begun to examine the applicability of 

financial theories of capital structure to SMEs in developing economies, with work being conducted in 

Ghana (Abor and Biekpe, 2007), Poland (Klapper et al., 2006) and Vietnam (Nguyen and 

Ramachandran, 2006). These studies unsurprisingly produce conflicting results from Western studies, 

so a study on China, the world's largest developing economy, may yield results to help explain why 

such differences might exist. Klapper et al. (2006) argue that financial theories of capital structure, 

developed to explain the financing behaviour of firms in developed countries, might not be applicable 

in developing economies due to institutional and cultural differences. One institutional difference that 

has been shown to influence the capital structure of enterprises is the level of development of a 

country's legal and financial systems (Demirguc-Kunt and Maksimovic, 1999; Booth et al., 2001; Fan 

et al., 2006). Demirguc-Kunt and Maksimovic (1999) find that in economies with weak investor 

protection firms are more likely to employ short-term debt than long-term debt in their capital structure. 

Booth et al. (2001), investigating the capital structure of firms in 10 developing economies, find that 

the institutional structures of each economy impacts on the amount of long-term and short-term debt 

employed by firms in their capital structure. The findings of the above studies may be explained by the 

fact that limited investor protection in countries with weak legal systems and underdeveloped financial 

markets reduces the incentive for external financiers to invest in firms, thus influencing the capital 

structures they adopt (King and Levine, 1993; La Porta et al., 1997; Levine and Zervos, 1998). 

Although a significant amount of research has examined the applicability of capital structure theories to 

large Chinese firms (Chen, 2004; Chen and Strange, 2005; Tong and Green, 2005; Van Gennip, 2005; 

Huang and Song, 2006; Bhabra et al., 2008; Qian et al., 2009) no study has established their 

applicability to SMEs in China. The present study intends to address this issue. In the following 

sections financial theories of capital structure are reviewed in light of existing empirical evidence. The 

relevance of these theories to explaining the financing behaviour of Chinese SMEs will be examined, 

taking into account institutional and cultural factors that are unique to China. 
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China is a country where one has to expect the capital structures of firms to differ significantly from 

what might be observed elsewhere. Firstly, whilst developing, it is heavily industrialised and in 

economic transition from state socialism to a "market economy with Chinese characteristics" (Tan, 

2005). Secondly, it has large stock exchanges which are subject to significant state control. They are 

used primarily as a mechanism to restructure former state-owned enterprises, not as efficient capital 

markets on which successful private companies can list (Fung et al., 2007). Non state-owned firms in 

China are only able to seek an IPO with considerable state patronage as opposed to the efficient 

competitive commercial criteria that governs market listing in developed markets. Thirdly, whilst 

China has an extensive banking system with a significant number of national and local banks, the 

banking sector is still subject to state influence (Farrell et al., 2006; Brandt and Zhu, 2007; Hsu, 2009). 

Compared to mature economies, private enterprises, especially those small and medium in size, face 

major constraints in accessing financing from the banking sector (Allen et al., 2005; Bai et al., 2006; 

Ayyagari et al., 2008). Recent work reveals that although the private sector accounts for over 50 per 

cent of GDP it receives less than 20 per cent of new direct bank lending (Farrell et al., 2006). Fourthly, 

there is a tendency amongst Chinese individuals to sustain high levels of savings, which have been 

estimated to account for around 40 per cent of average incomes in the period 1992-2005 (He and Cao, 

2007). This high savings rate is spurred by the uncertainties that have arisen as a result of the economic 

transition and restructuring of state-owned enterprises that has led to the removal of the "iron rice 

bowl', the system of cradle to grave welfare provided by the state. A great proportion of these savings 

are directed into small family enterprises through informal financing networks, allowing individuals to 

physically sustain control in agriculture, manufacturing or trade (Tsai, 2002; Allen et al., 2005). Indeed 

recent work suggests that informal financing accounts for around 40 per cent of private sector financing 

in China (Li, 2009a). As a result of these factors the applicability of existing financial theories of 

capital structure, developed to explain the financing behaviour of firms in mature economies, to the 

Chinese SME context, must be brought into question. 

A key purpose of this study is to develop and highlight additional theoretical perspectives that might 

assist in explaining the financing decisions of Chinese SMEs. In addition to looking at the applicability 

of financial theories of capital structure to the Chinese context this chapter will therefore examine other 

theoretical perspectives as diverse as strategic management, psychology and sociology that may assist 
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in the understanding of the capital structure that SMEs adopt. Recent work suggests that financial 

theories alone do not provide an adequate explanation for the financing behaviour of SMEs (Barton and 

Matthews, 1989; Matthews et al., 1994; Romano et al., 2000). 

3.2 Financial Theories of Capital Structure 

Contemporary capital structure theory builds on the seminal work of Modigliani and Miller (1958) who 

under the assumptions of perfect capital markets, put forward a model to suggest that any change in a 

firm's capital structure has no impact on the value of a firm. Modigliani and Miller's work on the 

irrelevance of capital structure assumes that firms operate in a completely free and competitive market 

without taxes or transaction costs, where information is completely transparent and available without 

cost. As a result there is no optimal method of financing under this model. 

When the assumption of perfect capital markets is dropped the capital structure of a firm becomes 

relevant. Modigliani and Miller's (1958) work has spurred a great deal of theoretical work on the 

determinants of capital structure. Financial theories have been advanced to deal with factors such as 

taxes, agency costs, costs of financial distress and asymmetric information that might cause deviations 

from their efficient market hypothesis (Romano et al, 2000). Such theories fall into three main 

categories: tax-based theories, agency cost theories, and asymmetric information and signalling 

theories. 

In recent years, three pragmatic theories have added to the knowledge of capital structure. The static 

trade-off theory builds on both tax-based theories and agency cost theories to explain how firms make 

financing decisions. It is designed to deal with the distortions likely to be caused by taxation (Scott, 

1972; Kraus and Litzenberger, 1973; Kim, 1978) and the possibility of the discontinuity caused by 

bankruptcy. The pecking-order theory (Myers, 1984; Myers and Majluf; 1984) and financial growth 

cycle theory (Berger and Udell, 1998; Timmons, 2004) adopt elements of asymmetric information and 

signalling theories. They are advanced to cope with the distortions that may be caused by asymmetric 

information between firms and their potential lenders. In the following paragraphs the potential 

applicability of each of these theories to the Chinese SME context are reviewed in light of existing 

empirical evidence. 
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3.2.1 The Static Trade-Off Theory 

The static trade-off theory builds on the work of Modigliani and Miller (1958) to propose the existence 

of an optimal capital structure for each firm, assuming the management of a firm will aim to maintain 

an optimal debt/equity ratio in making capital structure decisions to minimise the costs of prevailing 

market imperfections (Scott, 1972; Kraus and Litzenberger, 1973; Kim, 1978). These market 

imperfections include the tax shield benefits of debt finance, and the agency and financial distress costs 

of maintaining high debt levels (Bradley et al, 1984; Harris and Raviv, 1990). 

According to tax-based theories of capital structure, the tax benefits of using debt and bankruptcy 

considerations impact on the financing decisions of a firm (Mackie-Mason, 1990; Graham, 1996; 

Graham, 2000). Tax-paying firms are assumed to prefer debt over equity financing due to the fact that 

interest payments on debt are tax deductible. Although tax benefits may encourage firms to use 

increasing amounts of debt in their capital structure, this may lead to an increase in the costs of 

financial distress and agency costs, putting opposing pressure on firms to avoid debt. 

Financial distress costs arise when the likelihood that the firm may default on loan repayments is 

greater than zero. The costs of financial distress will typically rise as a firm uses increasing amounts of 

debt in their capital structure, and banks adjust the costs of a loan to take into account the potential risk 

that a company may go bankrupt. Agency costs, resulting from the conflict of interest between equity 

and debt holders due to asymmetry in risk-sharing, also rise as firms increase the amount of debt in 

their capital structure (Jensen and Meckling, 1976; Harris and Raviv, 1990). Equity holders tend to 

prefer risky investments with a high rate of return whilst debt holders tend to prefer less risky 

investments with guaranteed returns. Agency costs result from the need for debt-holders to monitor the 

behaviour of the equity holders in order to protect their own interests. Costly monitoring devices are 

therefore often incorporated into loan agreements which result in higher costs of capital. 

Under the static trade-off theory, firms trade-off the benefits and disadvantages of debt financing to 

maintain an optimal debt-equity ratio. Firms identify their optimal leverage by weighing-up the 

benefits and costs of using debt. This is illustrated by Figure 3.1 below: 
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Figure 3.1: The static trade-off theory 
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In the diagram the straight line AB shows the market value of the firm under the Modigliani and Miller 

(1958) regime, in which the value of the firm is irrelevant and the capital structure is equal to the value 

of an all-equity firm. If a firm uses debt in their capital structure they have to pay interest which is 

generally tax deductible. Interest payments act as a tax shield and allow the firm to increase its value. 

As the firm takes more debt its value increases (curve AC). However, after a certain proportion of debt 

(the optimum level) the value of the firm starts to decrease as the costs of debt start to outweigh the 

benefits of debt. Curve AD illustrates how the costs of financial distress rise as firms use increasing 

amounts of debt in their capital structure. At higher levels of debt the interest payments of firms 

increase to cover for the potential risk of financial distress. Firms trade-off the tax benefits that may be 

gained through using debt with costs of financial distress and agency costs to maintain an optimal level 

of debt in their capital structure as shown in the diagram. 

Although there is empirical evidence to suggest that the static trade-off theory might provide a 

reasonable explanation for the financing behaviour of larger firms in developed economies (Taggart, 

1977; Marsh, 1982; Bradley et at., 1984; Jalilvand and Harris, 1984) there is weak support for its 

applicability to SMEs both in developed and developing economies (Holmes and Kent, 1991; Norton, 

1991; Watson and Wilson, 2002; Klapper et al., 2006). Watson and Wilson (2002: 560) argue the 

explanatory power of the static trade-off theory is 'typically low' and results of empirical studies ̀ not 

always supportive'. This might result from the difficulties faced by SMEs in accessing adequate 

sources of debt financing compared to larger enterprises which renders managers unable to trade-off 
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the benefits and costs of debt. Indeed, previous work indicates that SME owners tend to operate 

without targeting an optimal debt/equity ratio (Holmes and Kent, 1991). 

In the Chinese context, the applicability of the static trade-off theory to explaining the financing 

decisions of larger firms is brought into question of the basis of the existing literature. Recent empirical 

work on large, publicly-listed firms produces findings contrary to the predictions of the static trade-off 

theory (Chen, 2004; Chen and Strange, 2005). Chen (2004: 1348) highlights why this might be the case, 

`this is because the fundamental institutional assumptions underpinning the Western models are not 

valid in China'. She then goes on to argue that significant legal and institutional differences which exist 

in the Chinese transitional economy play a significant role in influencing the capital structure of firms 

in China. These include state control over the economy and government ownership of listed firms, as 

well as political influence over the banking and securities industries. On the basis of this evidence it 

seems unlikely that the static trade-off theory will provide an adequate explanation for the capital 

structures adopted by SMEs. Indeed, in China where SMEs have limited access to formal debt and 

equity markets one has to expect a further attenuation in its explicative power. 

3.2.2 Asymmetric information and signalling theories 

The pecking order theory and the 'financial growth' or `life cycle' model of capital structure have been 

forwarded to explain how firms make their capital structure decisions. These theories are based on 

asymmetric information and signalling theories, under which firm managers are assumed to have 

greater information on the future prospects of the firm as regards future revenues and investment 

opportunities than outside investors. 

3.2.3 The `Pecking-Order' Theory 

Theoretically, firms who issue equity will suffer from underpricing as a result of the information 

asymmetry that exists between investors and managers (Myers, 1984; Myers and Majluf, 1984). The 

market will either overvalue or undervalue any new equity that is issued as a result of information 

asymmetries between the firm managers and outside investors. As a result, the market will tend to 

assume that managers, acting in the firm's best interests, will only issue new equity when they believe 
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it to be overvalued, in order to maximise the value of the firm. This will trigger a reduction in the share 

price, leading to undervaluation of the firm's true worth. This results in managers favouring the use of 

internal funds and debt over external equity in the firm's capital structure. The work of Ross (1977) 

builds on asymmetric information theory to show how high debt levels act as a signalling device to 

outside investors as to the firm's ability to fulfil its debt obligations. 

Based on these ideas Myers (1984) and Myers and Majluf (1984) develop the pecking-order theory to 

explain how enterprises make decisions regarding capital structure. The pecking-order theory works 

under the assumption that managers take into account the information asymmetry that exists between 

managers and outside investors when deciding on how to finance the business. Capital structure 

decisions are made to mitigate the inefficiencies that arise as a result of asymmetric information. 

According to the pecking-order theory firms order their financing choices in a hierarchical pecking 

order, exhausting internal sources of finance first, before using debt financing second and issuing 

equity as a last resort (Myers, 1984). Under the pecking-order theory firms will prefer to use internal 

finance first as it is not subject to asymmetric information problems and is, as a result, cheaper than 

new debt or equity. If external financing is needed, firms will first issue debt which is less susceptible 

to undervaluation due to information asymmetries, over external sources of equity. Finally when all 

internal financing and debt options are exhausted firms will issue new equity as a last resort. Under the 

pecking-order theory there is no optimal capital structure that maximises the value of the firm. 

The pecking-order theory is illustrated by Figure 3.2 below: 

Figure 3.2: The pecking-order theory 
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In the diagram demand for finance is represented by D1, D2 and D3. When demand for finance is low 

at D1 investment is financed through internal funds, which are cheaper than external sources of finance. 

When demand for finance is relatively high at D2 external debt financing is utilised once internal 

sources of finance have been exhausted. Finally, if demand for finance is very high at D3 firms will 

finance via issuing equity once internal funds and debt financing have been exhausted. 

Early empirical studies on the pecking-order theory concentrated on investigating its applicability to 

large firms with limited attention paid to SMEs. In recent years a growing number of researchers have 

sought to establish whether the pecking-order theory can assist in explaining the capital structures 

adopted by SMEs (Jordan et al., 1998; Berggren et al, 2000; Howorth, 2001; Watson and Wilson, 2002; 

Zoppa and McMahon, 2002; Cassar and Holmes, 2004; Hogan and Hutson, 2005; Sorgorb-Mira, 2005; 

Paul et al., 2007). The general conclusion from this work is that it provides a better explanation than 

competing theories for the capital structures adopted by SMEs. Paul et al. (2007) argue that two main 

factors might provide a convincing rationale for the applicability of the pecking-order theory to SMEs. 

Firstly, SMEs exhibit significantly higher levels of asymmetric information than large firms, especially 

those with a relatively short-history, due to a lack of historical performance data on which financiers 

can make investment decisions (Binks and Ennew, 1996; Cressy, 1996; Hall et al., 2000; Reid, 1996). 

Secondly, the owner/managers of SMEs tend to exhibit strong aversion to losing control over their 

business activities that the introduction of new financiers might entail (Berggren et al., 2000; Paul et al., 

2007). This leads to a strong preference for financing options that minimise intrusion into their 

business activities. Despite a general consensus that the pecking order approach does a better job at 

explaining the financing behaviour of SMEs than earlier theory, the results of empirical evidence are 

mixed (Chittenden et al., 1996; Atherton, 2009). Several researchers argue that SMEs are subject to a 

more extreme version of the pecking order theory (Ang, 1991; Holmes and Kent, 1991; Howorth, 2001; 

Paul et al., 2007) than that put forward by Myers (1984). This is labelled by Holmes and Kent (1991) 

as a `constrained' pecking order, by Ang (1991) as a `modified' pecking order and by Howarth (2001) 

as a `truncated' pecking order. These versions of the pecking-order theory result from the fact that 

SMEs tend to rely overwhelmingly on internal sources of finance in the start-up and development 

phases and have limited access to capital markets and other large-scale equity investment. Empirical 
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evidence is beginning to emerge of a wide range of alternative pecking orders (Atherton, 2009) arising 

from the different evolutionary experiences of firms. This explains why earlier studies (Chittenden et 

al., 1996) found no evidence of a specific pecking-order in the financing preferences of firms. 

There has been limited research examining the applicability of the pecking order theory to SMEs in 

developing economies. Evidence from two recent studies suggests that the predictions of the pecking- 

order theory might be valid outside the context of mature economies (Klapper et al., 2006; Abor and 

Biekpe, 2007). Klapper et al. (2006) examine the capital structure determinants of Polish SMEs using a 

large dataset containing over 17,000 observations. In line with the pecking order theory that find that 

firm size, growth and asset structure are positively related to leverage, and profitability negatively 

related. Their findings suggest that firms follow a pecking order, initially relying on internal sources of 

funds before seeking bank financing, and only issuing equity as a last resort. Abor and Biekpe (2007) 

use financial data on 105 enterprises over a six year period to examine what determines the use of bank 

financing by Ghanaian SMEs. They find positive relationships between firm size, age, asset structure, 

and bank financing, and a negative relationship between firm profitability and bank financing. Their 

findings indicate that SME financing follows a pecking order of internal financing in the early stages of 

development followed by bank financing over time as firms grow in size. 

Due to the empirical support in favour of the pecking-order theory in both developed and developing 

economies it is suspected that the pecking-order theory of financing will provide a better explanation of 

the financing behaviour of Chinese SMEs than the static trade-off theory. Recent empirical work on 

larger Chinese firms provides some support for this assumption (Chen, 2004; Tong and Green, 2005; 

Van Gennip, 2005; Huang and Song, 2006). Tong and Green (2005) analyse financial data on 44 listed 

companies. They find that firm size and growth are positively related, and profitability negatively 

related to leverage, in line with the predictions of the pecking order theory. Work by Chen (2004) on 

88 listed firms for the period 1995-2000 also provides partial support for the pecking order theory. 

Although she argues that neither the static trade-off theory nor the pecking-order theory comes close to 

providing a full explanation for the capital structure of Chinese firms, she emphasises that the pecking 

order provides a better explanation on the basis of her findings. She then argues that the capital choice 

decisions of Chinese firms follow a different pecking-order than in the West; retained profits, followed 
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by new equity and lastly debt. Three later studies provide further empirical support for a pecking-order 

in the financing of large firms in China. Van Gennip (2005) examines the capital structure determinants 

of 371 firms listed on the Shenzhen Stock Exchange in the period 1999-2003. He finds that leverage is 

positively related to growth and size, and negatively related to profitability in line with the predictions 

of the pecking-order theory. However, contrary to such predictions he finds no evidence of a 

relationship between asset structure and leverage. Huang and Song (2006) analyse the financial data of 

1200 Chinese listed firms for the period 1994-2003. They find that leverage is positively related to firm 

size and asset structure, and negatively related to profitability, non-debt tax shields, growth 

opportunities and managerial shareholdings, confirming several of the hypothesised predictions of the 

pecking-order theory. Bhabra et al. (2008) examine data on listed firms on the Shanghai and Shenzhen 

stock exchanges for the period 1992-2001. In line with Huang and Song (2006) they find that leverage 

is positively related to firm size and asset structure and negatively related to profitability and growth 

opportunities, providing partial support for a pecking-order in the financing preferences of firms. In 

contrast Chen and Strange (2005) argue that neither the static trade-off nor pecking-order theories are 

applicable in the Chinese context due to legal, cultural and institutional differences between China and 

Western countries where such theories were developed. They find that leverage is positively related to 

firm size, length of stock-market listing and firm risk, and negatively related to profitability. In contrast 

to previous studies they find no relationship between firm growth and leverage and the opposite 

relationship between business risk and leverage than hypothesized by financial theories of capital 

structure. 

Myer's version of the pecking-order theory might not fully explain the financing behaviour of Chinese 

SMEs for two major reasons. The fact that SMEs continue to face significant constraints in accessing 

external finance in China means that they may face greater difficulties in moving up the pecking order 

of financing sources than may be supposed in theory (Allen et al., 2005; Ayyagari et al., 2008). These 

constraints are exacerbated by asymmetric information problems between SMEs and their lenders, 

which tend to be relatively more severe than in the context of mature economies (Bai et at., 2006). The 

fact that informal finance is more widely available in China as compared to other developing and 

mature economies, due to the high levels of domestic savings, might also negate the need for SMEs to 

seek financing formally from the banking sector (He and Cao, 2007). The high levels of control 
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aversion exhibited by SMEs owner/managers in China might also lead to a greater reliance of SMEs on 

internal and informal sources of financing than is the case in mature economies. Although firms are 

able to access financing from external sources they do not always do so through the fear of losing 

control over their own business and subjecting their business activities to greater government scrutiny 

than would be the case if they did not use external financing. 

3.2.4 The `Financial Growth' or `Life Cycle' Model 

In recent years a `financial growth' or `life cycle' model has been advanced to explain how the 

financing needs and capital structure of a firm change as it develops over time (Timmons, 2004). For 

the purposes of this thesis this is labelled as the life cycle model. Under this model firms in their early 

stages of development rely overwhelmingly on internal sources of finance with minimal access to 

external sources of finance. As the firm develops outside investors are able to observe its 

creditworthiness and reputation over time, resulting in fewer information asymmetries. This improves 

the ability of the firm to gain access to external debt financing from financial institutions. As a result 

the debt levels of a firm should tend to increase as it grows in size and age. In the later stages of 

development a firm's debt ratios should start to decline as it uses accumulated earnings to finance 

investment and gains access to external sources of equity financing. 

Empirical work generally provides support for the applicability of the life cycle model in explaining the 

financing decisions of SMEs (Petersen and Schuman, 1987, Fluck et al, 1998). However, recent work 

by Berger and Udell (1998) suggests that the `lifecycle' model in developed economies might differ 

considerably from that in developing economies, where external financing has a limited role to play in 

financing start-ups. They use data from several US datasets to explain how firm financing changes over 

time. They demonstrate that financing needs and options change as a firm grows in size, gains more 

experience and becomes more transparent. Compared to the conventional life cycle model their results 

suggest that the role played by debt financing is greater than expected in the case of younger 

enterprises. 

However, other commentators are less supportive of the `life cycle' model. Gregory et al. (2005) 

testing the applicability of the Berger and Udell (1998) model to SMEs in the US argue it does not 
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provide a full story regarding the relationship between firm characteristics and capital structure. They 

state their findings `seem to suggest that the growth cycle of SMEs cannot be collapsed into one 

universal model, as Berger and Udell (1998) imply. ' 

The life cycle model might be expected to go some way to explaining the capital structure decisions of 

private SMEs in China. In a country where SMEs face huge difficulties to access external sources of 

finance older and larger firms might find it easier to access financing than smaller and younger firms as 

they develop a track record and as their information is more transparent. Indeed empirical work on data 

from 628 enterprises in the late 1990s by Gregory et al. (2000) indicates that the life cycle model might 

provide an adequate explanation for the capital structure of private enterprises in China. The findings 

of this work reveal that larger and older enterprises in Chinese typically perceive fewer constraints to 

accessing external sources of finance in their early stages of development than smaller and younger 

enterprises. This suggests that as firms grow in size and age they should gain better access to external 

sources of debt and equity financing become less opaque with an established track record. 

33 Alternative Theoretical Perspectives on Capital Structure 

There is growing debate in the literature as to whether financial theories alone can provide a full 

explanation of the capital structure adopted by SMEs. Barton and Gordon (1988) argue that the finance 

paradigm might not fully allow for adequate representation of complex behaviour at the individual firm 

level. They state that to view the firm as a rational economic unit, as is assumed under the finance 

paradigm, is an oversimplification. Bell and Vos (2009) also argue that financial theories of capital 

structure do not provide an adequate explanation for the financing behaviour of SMEs. This results 

from the fact that such theories presuppose that SMEs predominantly act in such a way as to maximise 

their financial wealth, and generally desire external financing to support business growth. They doubt 

whether financial wealth maximisation is the main dominant objective function of SMEs and highlight 

a number of other factors which influence their financing behaviour. 

Although there is general agreement that financial theories have contributed to the understanding of 

capital structure decision-making they conveniently ignore the role played by firm management in 
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determining capital structure, especially in the SME context, where owner-managers have greater 

influence over financing decisions than is the case in larger firms (Norton, 1991; Matthews et al., 1994). 

A whole host of factors have been shown to impact on financing decisions in SMEs other than those 

posited by financial theories of capital structure. Management researchers have begun to develop 

alternative theoretical frameworks based on paradigms as diverse as strategic management, psychology 

and sociology to explain how financing decisions in SMEs are made (Barton and Matthews, 1989; 

Matthews et at., 1994; Romano et al., 2000). 

In this section a review will be undertaken of theoretical and empirical studies from outside the finance 

paradigm that contribute to the understanding of the capital structure of SMEs. Specifically, research 

from the disciplines of strategic management, psychology and sociology will be reviewed to enable 

identification of antecedent firm and managerial level characteristics that help to explain how capital 

structure decisions are made. 

Firstly, a review will be undertaken of four theoretical studies that seek to forward the understanding of 

how SMEs are financed. In these studies researchers have developed frameworks to assist in our 

understanding of how capital structure decisions are made. A review of these frameworks will enable 

identification of the key determinants of capital structure other than those posited by financial theories. 

Barton and Matthews (1989) argue that a corporate strategy perspective might be superior to a 

traditional finance perspective when seeking to explain the financing decisions of SMEs. They argue 

that managerial choice, constrained by the availability and costs of funds, might go a long way to 

explaining the capital structures that firm adopt. On the basis of previous work they develop an 

overreaching theoretical framework which encompasses a series of factors which influence the capital 

structure decisions of individual firms. These factors include managerial goals, risk aversion and 

internal constraints. They put forward five propositions based on dimensions of the strategy paradigm 

to aid in the understanding of how capital structure decisions are made: 

1. The risk-taking propensity of senior management will influence the capital structure of the 

enterpnse 

2. Managerial goals will influence the capital structure of the enterprise 
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3. Senior management of the enterprise will prefer internal sources of funds over external 

financing 

4. The risk-taking propensity of senior management and the financial characteristics of the 

enterprise will determine the amount of debt lenders are willing to offer 

5. The financial characteristics of the enterprise will moderate the ability of senior management 

to decide on an appropriate capital structure for the enterprise 

Matthews et al. (1994) bring together divergent perspectives in the literature to develop a model for 

understanding capital structure decisions making in private SMEs. They move beyond financial 

theories of capital structure by combining elements from the literature on decision making and strategic 

management. They propose that financing decisions are determined by the owner/manager's attitudes 

towards debt financing as moderated by external environmental conditions. In turn, owner/manager 

attitudes towards debt financing are influenced by the characteristics of the entrepreneur which include 

the need of the entrepreneur to maintain control over the business, their experience, their risk 

propensity, their net wealth and their social norms. 

Uzzi (1999) develops and tests a theoretical model which sets out to explain how a firm's network ties 

are a resource which enables them to gain better access to financing at a lower cost than their 

competitors. Using a national dataset of small firms in the US, he finds that firms are able to gain better 

access to bank financing at a more competitive price when their transactions are embedded in social 

relationships with bank officials. 

Romano et al. (2000) reviewing the previous literature, identify numerous factors which influence the 

financing decisions of SMEs. Using a sample of Australian SMEs they empirically test a model of 

capital structure combining insights from financial theories of capital structure with those from a 

broader strategic management perspective. In doing this they examine how firm level characteristics, 

managerial strategy, psychology and human capital impact on the capital structure family-owned SMEs 

adopt. Their findings reveal that leverage is positively associated with firm size, family-ownership, 

business planning and business objectives, and negatively associated with profitability. Their analysis 
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suggests that fum-level factors as posited by financial theories of capital structure do not explain fully 

how the financing decisions of SMEs are made. 

A review of theoretical work led to the identification of several key determinants of capital structure 

other than those posited by financial theories. These determinants fall into four main categories: 

managerial strategy, managerial psychology, managerial human capital and network ties. The 

following section sets out to explain how such factors might influence the capital structure of SMEs 

and whether the proposed determinants have received empirical support in the literature. 

3.3.1 Managerial strategy 

Barton and Gordon (1987) argue that the business objectives of owner/managers are a main 

determinant of a firm' financing decisions. As SMEs have comparatively fewer shareholders the 

individual goals of owner/managers should have a greater influence over capital structure decision- 

making than in larger firms (Barton and Matthews, 1989; Romano et al., 2000). Growth intentions and 

profit maximisation are two of the managerial objectives that have gained the most attention in the 

literature as regards their relationship with capital structure. Berggren et al. (2000) argue that decision- 

makers whose principal aim is business growth will tend to be less control averse and more active in 

seeking external sources of finance when internally generated funds are inadequate. Cassar (2004) 

argues that SMEs who perceive a need for outside capital in the future will place greater emphasis on 

building good bank-firm relationships as early as possible to benefit from greater access to finance. 

Despite a strong theoretical basis for a positive association between growth intentions and leverage the 

results of empirical studies provide conflicting evidence in support of such a relationship. Several 

studies demonstrate a positive link between growth intentions of the SME owner/manager or the firm's 

growth opportunities, and the amount of debt in their capital structure (Cressy, 1995; Michaelas et al., 

1999) whilst other studies find conflicting evidence (Chittenden et al., 1996; Jordan et al., 1998; Cassar, 

2004). 

Although a great deal of work has been conducted on the influence of growth intentions on financing 

behaviour there has been limited examination as to whether other business objectives affect the capital 

structure adopted by SMEs. Such objectives may include profit maximisation intentions and intentions 
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to maximise the long-term value of the business. In China, where most businesses are family-owned or 

controlled by a small number of individuals, it might be expected that the business objectives of 

management will influence the financing decisions of SMEs to a greater extent than in the Western 

world. 

3.3.2 Managerial psychology 

Barton and Matthews (1989) and Matthews et al. (1994) stress that the risk propensity and control 

aversion of decision makers may be important determinants of capital structure in SMEs. Analysis of 

interview data on small firms in the US by Barton (1989) confirms such assertions. He establishes that 

the beliefs and attitudes of owner/managers as regards debt financing, in particular their desire for 

control and risk aversion, impact on the financing decisions they make. 

As regards the impact of the attitude of management towards risk, Matthews et al. (1994) argue that as 

capital structure is a major source of financial risk for any enterprise the risk propensity of decision 

makers will influence the amount of debt they are willing to take on board. Barton and Matthews (1989) 

stress that `the amount of risk top managers are comfortable with is likely to have a large bearing on 

the debt position of the firm' (Barton and Matthews, 1989: 4). They highlight that the risk propensity of 

management will be extremely important in cases where the owner/manager provides security for the 

loan in the form of personal assets. Despite such theoretical assertions there has been limited empirical 

work investigating the relationship between risk propensity and capital structure. 

As regards the impact of the control aversion of decision makers on the financing decisions of SMEs, 

the previous literature suggests that the use of debt may be strongly related to the perceived risk of 

losing control (Matthews et al., 1994). Berggren et al. (2000) argue that most owner/managers tend not 

to be interested in seeking external sources of finance, especially those that would entail a change in 

ownership or greater scrutiny of financial information. Barton and Matthews (1989) stress that 

owner/managers of private firms typically prefer to finance from internal sources through a fear that 

they may lose control and flexibility in decision-making to external stakeholders such as banks and 

venture capitalists. Cressy (1995,292) suggests that the control aversion of SME owner/manager 

influences their financing decisions, arguing that the desire of entrepreneurs to maintain independence 
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`is manifested in their behaviour towards banks and borrowing generally'. He suggests that the limited 

use of external financing is as much to do with the unwillingness of the owner/manager to consider 

external financing, than the unwillingness of banks to lend to small businesses. Previous empirical 

work confirms such assertions, indicating that SME owner/managers tend to be control averse, 

preferring to utilise internal sources of finance through a fear that external sources of finance will lead 

to a loss of control over the firm and limit the ability of the owner/manager to make decisions 

independently (Harvey and Evans, 1995; Hutchinson, 1995; Berger and Udell, 1998). In China the 

aversion of owner/managers to outside control is one of the main reasons why SMEs tend to prefer 

sources of finance which require less scrutiny, such as those from social and familial networks, rather 

than seeking external financing for their business (Pukthuanthong and Walker, 2007). 

3.3.3 Managerial human capital 

This study defines human capital as the knowledge and skills possessed by the owner/managers of 

SMEs (Hatch and Dyer, 2004). Previous studies demonstrate that the human capital of owner/managers 

may be a significant determinant of how SMEs are financed (Bates, 1990; Cassar, 2004; Zhang, 2008). 

In these studies general human capital has been measured using three proxies; the age, managerial 

experience and the educational background of the owner/manager (Scherr et al., 1993; Romano et al., 

2000; Cassar, 2004). 

Human capital may influence the capital structure of SMEs in a number of ways. Lenders may consider 

the human capital of owner/managers when deciding whether or not to lend to SMEs. The experience 

and educational achievements of the owner/manager may provide lenders with a signal as to the quality 

of the enterprises' human capital, and thus improve access to external financing (Storey, 1994; Bates, 

1997; Cassar, 2004). The human capital of the owner/manager might also affect their preferences for 

risk and control, and therefore influence the amount of debt they are willing to borrow. 

Previous empirical work investigating the influence of human capital of owner/managers on the capital 

structure of SMEs produces mixed findings. Some studies indicate that human capital is positively 

related to the use of debt in SMEs (Bates, 1990; Zhang, 2008) whilst other find no or a negative 

relationship (Schert et al., 1993; Romano et al., 2000; Cassar, 2004). Scherr et al. (1993) find a 
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negative and statistically significant relationship between the age, managerial experience and the 

education level of the owner/manager and use of debt in the capital structures of SMEs, contrary to 

what they hypothesised. They suggest this may be a result of a number of factors: the reluctance of 

financiers to lend to older people because of their shorter expected time of ownership, the fact that 

older, experienced and more educated owner/managers are more risk averse than younger and less 

educated ones, and the fact that older, experienced and more educated owner/managers are wealthier 

and use more of their personal finance to finance their business operations than younger, less 

experienced and less educated managers. They also find a positive relationship between the 

owner/manager's ownership experience and use of external debt. Van der Wijst (1989) produces 

similar findings. He establishes that SMEs controlled by older owner/managers are less reliant on debt 

than those controlled by younger owner/managers. Both Cassar (2004) and Romano et al. (2000) find 

limited evidence of a significant relationship between the human capital of the owner/manager and 

leverage. Cassar argues although older, more educated owner/managers might find it easier to access 

debt they might not do so because of their tendency to be more control and risk averse. In contrast to 

the findings of other empirical work, Bates (1990) and Coleman and Cohn (2000) find that enterprises 

run by owner/managers with higher educational qualifications have higher levels of external financing 

in their capital structure than those with fewer qualifications. 

Limited work has looked at the influence of the human capital of owner/managers on SME financing in 

the Chinese context. The findings of recent work by Zhang (2008) seem to indicate that human capital 

is a significant determinant of firm access to formal financing mechanisms. He establishes that firms 

run by owner/managers with business experience prior to setting up their own business and a higher 

education, were more likely to rely on formal financing mechanisms than those who had not. This 

suggests that human capital of owner/managers might be an important factor in determining the ability 

of SMEs to access to external sources of financing. 

33.4 Network ties 

The network ties that SMEs form have been shown to influence the financing of their business 

activities in several studies outside of China (Uzzi, 1999; Nguyen and Ramachandran, 2006; Le and 

Nguyen, 2009). In this study the role played by networks in SME financing is investigated. This study 
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follows Wu and Leung (2005), by defining network ties the totality of a firm's social relationships with 

other businesses, government officials and financial institutions. 

In China social relationships, known as guanxi, play a critically important role in Chinese culture, 

permeating all levels of business activity (Yeung and Tung, 1996; Tsang, 1998; Peng and Luo, 2000; 

Fan, 2002). Such relationships between economic actors are built on mutual trust, and bind the 

exchange partners through the exchange of favours and obligations (Zou and Gao, 2007). A number of 

theories have been forwarded to explain why the phenomenon of guanxi is so pervasive in Chinese 

business and society. One group of researchers view it as a cultural phenomenon, tracing its roots back 

to Confucianism (Carlisle and Flynn, 2005; Langenburg, 2007). They highlight the importance placed 

by Confucianism on personal relationships and the ethics of reciprocity, suggesting that the prevalence 

of the guanxi system today results from deep rooted historical influences (So and Walker, 2006; 

Standifird and Marshall, 2000). This viewpoint has been criticised in the literature by commentators 

who suggest that Confucianism influence on Chinese culture has weakened due to political and social 

events and the influence of outside culture (So and Walker, 2006; Langenburg, 2007). Langenburg 

(2007) argues that cultural explanations require Confucian phenomenon to be reinterpreted to fit the 

nature of contemporary Chinese society. So and Walker (2006) point to the ambiguous nature of the 

link between culture and guanxi. They argue that culture is one but not the sole factor for the 

prevalence of guanxi behaviour in China and conclude that researchers should work to incorporate the 

role of culture into a more general economic framework to explain the existence of guanxi. Guthrie 

(1998) suggests that the importance of guanxi is more dependent on the institutional structure of 

Chinese society rather than its culture. 

Another group of researchers explain the prevalence of guanxi in Chinese business culture as being due 

to a relatively weak and underdeveloped legal and regulatory environment in China (Alston, 1989; Nee, 

1992; Xin and Pearce, 1996; Park and Luo, 2001; Luo, 2003; Ahlstrom and Bruton, 2006; So and 

Walker, 2006). They argue that building strong network ties enables firms to overcome significant 

institutional barriers and protect themselves against regulatory changes by the state. Redding (1990) 

observes that social networks in China play an important role in the regulation of transactions where no 

formal state institutions exist for that purpose. Nee (1992) points out that the Chinese economy is 
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characterised by weak capital market structures, limited protection of property rights and a lack of 

coherent business laws, which make doing business uncertain and costly. He argues that under these 

circumstances it is essential for private SMEs, who have less institutional support than state-owned or 

collective firms to build close relationships with other economic actors in order to survive. Xin and 

Pearce (1996) demonstrate that managers of collective and private firms work hard to build and 

maintain relationships with other economic actors to compensate for a lack of formal institutional 

support in China, i. e. a reliable government and functioning legal system. Le and Nguyen (2009) argue 

that in emerging economies, which are characterised by a lack of effective market institutions, private 

firms tend to rely on networks with other economic actors to access information, business opportunities 

and seek resources. In China, SMEs have strong incentives to cultivate network ties with other 

economic actors. Good relationships with government departments enable firms to get access to useful 

resources such as information on regulatory changes, business licenses and access to restricted markets 

(Fan, 2002). They can also be used to solicit favours from government officials who have control over 

scarce resources (Tsang, 1999). Likewise good relationships with other firms allow SMEs to gain 

access to resources such as management know-how and new technology. 

According to the resource-based view of the firm, the resources that emanate from a firm's network ties 

may provide it with a sustained competitive advantage over its competitors if they are valuable, rare 

and not capable of being imitated (Barney, 1991). The resources inherent in social relationships with 

other organizations have been shown to be a major factor that allow SMEs to prosper despite limited 

financial and human capital (Sirmon and Hitt, 2003; Deakins et al., 2007). A great deal of theoretical 

and empirical work has examined the importance of network ties to organizational performance, 

especially in the context of transitional economies such as China (Peng and Luo, 2000; Park and Luo, 

2001; Luo, 2003; Wu and Leung, 2005; Gu et al., 2008). This overwhelmingly provides strong support 

for a positive relationship between the strength of the network ties possessed by a firm and its 

organizational performance. A series of studies by Luo and his associates demonstrate that a firm's 

network ties with government officials and executives at other firms impact significantly on its 

organizational performance (Peng and Luo, 2000; Park and Luo, 2001; Luo, 2003). In line with these 

studies Gu et al. (2008) find direct effects of a firm's network ties on market performance as well as 

indirect effects mediated through its channel capability and responsive capability. As of present Wu 
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and Leung (2005) is the only study to examine the impact of network ties on the organizational 

performance of Chinese SMEs. They find limited evidence that the network ties SMEs have with 

business partners, banks and government officials, impact positively on their performance. 

A small but growing amount of work has been conducted as to the role played by network ties in SME 

financing in the context of emerging economies (Nyugen and Ramachandran, 2006; Zhang, 2008; Le 

and Nguyen, 2009). These ties may include relationships with other economic actors including 

government officials, customers, suppliers and financiers. One might expect that Chinese SMEs with 

stronger network ties will find it easier to access external financing and therefore have higher levels of 

debt in their capital structures for several reasons. 

Network ties with government officials may improve SME access to financing from the banking sector. 

This is due to the fact that the state-owned banks, who account for over half of the private lending in 

China, are still subject to significant state influence (Farrell et al., 2006; Brandt and Zhu, 2007; Hsu, 

2009). The traditional linkages between the government and the state-owned banks suggest that 

building network ties with government officials should improve SME access to bank loans. Recent 

work on larger firms in China and other emerging economies reveals that SMEs with strong network 

ties with government find it easier to access bank financing (Khwaja and Mian, 2005; Li et al., 2005; 

Bai et al., 2006; Le and Nguyen, 2009). Khwaja and Mian (2005) find that the network ties of Pakistani 

firms with government officials enables them to obtain preferential access to loans from state-owned 

banks. They do this from using their political connections to threaten bank officials with removal or 

transfer, or reward them with appointments and promotion. Previous studies also demonstrate that 

Chinese firms with greater political connections find it easier to access finance from the banking sector 

(Li et al., 2005; Bai et al., 2006). Firms whose owner/managers were members of the Communist Party 

were found to have greater access to bank financing than those who were not. This suggests that 

despite three decades of opening-up and reform, officials at various levels of the government still have 

some power to determine the allocation of credit (Carlisle and Flynn, 2005). Le and Nguyen (2009) 

also find that developing network ties with government officials promotes the use of bank loans for 

Vietnamese firms. In recent years empirical work has begun to examine the influence of official 

networks on SME financing in China (Zhang, 2008). Zhang (2008) finds that entrepreneurs in Chengdu 
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City in Sichuan Province with greater political connections are more likely to rely on formal methods 

of financing. 

Network ties with suppliers and customers may enable SMEs to improve access to financing. These 

networks help spread knowledge about the firm informally, providing information about a firm's 

reliability and creditworthiness to other suppliers and providers of credit, thus improving its reputation 

within business circles (Granovetter, 1985; Coleman, 1988). Network ties with other firms are 

especially important when firms apply for bank loans. Due to a lack of publicly-available data on 

SMEs financiers often rely on their informal contacts with executives at other firms to assess the 

creditworthiness of loan applicants and the feasibility of their business proposals (Nguyen et al., 2006). 

Endorsements from other firms assist in creating a positive image of the firm, increasing the likelihood 

that they will be granted credit. Network ties with managers at other firms may also benefit SMEs in 

accessing alternative sources of capital, which may include trade credit from their customers or 

suppliers. This is especially true for firms operating in emerging economies who face significant 

constraints in accessing bank finance (Le and Nguyen, 2009). These sources of capital are typically 

more convenient, accessible and in many cases cheaper than bank financing. Recent empirical work in 

Vietnam, an emerging economy like China, reveals that SMEs with stronger network ties with 

managers at other firms have greater debt in their capital structure than those with weaker ties (Nyugen 

and Ramachandran, 2006). Recent work by Le and Nguyen (2009) demonstrates that networking with 

customers promotes the use of bank loans in Vietnamese SMEs. 

Network ties with financiers should provide potential financiers with greater information on the 

financial and operating situation of the enterprise, thus reducing asymmetric information between the 

two parties (Le and Nguyen, 2009). Uzzi (1999) finds a strong relationship between the social ties that 

senior managers of US SMEs had with bank officials and the ability of firms to access adequate 

external financing at lower cost. A recent study conducted in Vietnam also indicates that building close 

social relationships with financiers enables SMEs to get preferential access to credit (Nyugen and 

Ramachandran, 2006). Its findings demonstrate that firms with strong business and social relationships 

with bank officials tend to employ more debt, especially short-term debt in their capital structure. 
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Despite a growing amount of work on the role played by network ties on the financing behaviour of 

firms in China and other emerging economies, limited work has examined how network ties might 

influence the capital structure of Chinese SMEs. 

3.4 Proposed Methodology 

Whilst previous empirical work on capital structure has predominantly relied on quantitative analysis 

of secondary data (Chen, 2004; Tong and Green, 2005; Van Gennip, 2005; Klapper et al., 2006; Huang 

and Song, 2006; Abor and Biekpe, 2007), this study uses a sequential mixed methods approach i. e. the 

results from one method are analysed before proceeding with another method (Gilbert, 2008). 

Firstly, in Chapter 4 secondary analysis of firm-level data are undertaken to investigate determinants of 

capital structure as posited by financial theories of capital structure. Following this, in Chapter 5 semi- 

structured interviews are used to explain the quantitative findings from the previous chapter, and gain 

additional insight into other factors that may impact on the capital structure that private SMEs adopt. 

The interview questions are developed with reference to the previous literature and the findings from 

quantitative analysis of firm level data. Finally, in Chapter 6a theoretical model is developed. This 

model seeks to ascertain the extent to which other factors as highlighted in the findings, other than 

those advanced by financial theories of capital structure, influence how financing decisions in Chinese 

SMEs are made. Specifically how managerial strategy, psychology, human capital and network ties 

impact on the financing choices of SMEs are examined. The model is then tested through the 

distribution and subsequent analysis of self-completion survey questionnaires. 

A mixed methods approach was chosen as it should increase the likelihood that research generates 

more accurate results than is the case if a single method had been adopted. Mixed methods have been 

shown to increase the reliability of research findings and the level of confidence in them, through 

triangulation (Alexander et al., 2008). Triangulation is defined by Denzin (1978,291) as `a 

combination of methodologies in the study of the same phenomenon'. It refers to the intentional use of 

two or more methods to strengthen the validity of results when investigating a given phenomenon 

(Greene, 2007). As a result, mixed methods should provide a more accurate picture of the phenomena 

being investigated. As regards the present study semi-structured interviews will be used in Chapter 5 to 
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gain further insight into, and strengthen the validity of, the findings from the secondary analysis of 

firm-level data in Chapter 4. 

A mixed-methods approach also assists in the development of accurate research instruments 

(Alexander et at, 2008). In this study semi-structured interviews will be used to help inform the 

development of a theoretical model examining how managerial strategy, psychology, human capital 

and network ties impact on the financing of SMEs. The model will subsequently be tested through the 

distribution of a self-completion survey questionnaire based on the research findings from interview 

data and the existing literature. Interview data will allow a greater insight to be gained into the factors 

that may impact on financing decisions, and allow for the development of a more thorough model than 

would be the case if the model was developed solely through reliance on the existing body of literature. 

Mixed methods have been used in numerous studies for development purposes where the first method 

is used to help inform the development of the second method (Greene et al., 1989). Multi-methods will 

ensure that time is not wasted in asking irrelevant questions in the self-completion survey questionnaire 

(Saunders et al, 2003). 

The research design of the study can be seen in Figure 3.3. 
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Figure 3.3: Research design 
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3.5 Conclusion 

A large number of factors have been identified in the extant literature that influence the financing 

decisions of SMEs based on financial theories of capital structure. However, there is no consensus in 

the literature as to whether such theories adequately explain the capital structures adopted by firms in 

the context of developing economies. This chapter reviewed the existing body of theoretical and 

empirical work on capital structure. Firstly, financial theories that set out to explain capital structure 

decisions were introduced. These theories include the static trade-off theory, pecking-order theory and 

lifecycle model of capital structure. Next the limited applicability of such theories to the SME context 

was examined through a review of previous empirical work in both mature and developing economies. 

Following this a number of alternative theoretical perspectives that might assist in explaining the 

capital structure of SMEs, especially those in the developing economy context, were presented. Finally 

the methodological approach to be adopted in this research study was introduced. 
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In the following chapter the extent to which financial theories of capital structure fully explain the 

capital structure adopted by SMEs in China will be investigated using an unbalanced sample of 1539 

firms in the years 2004-2005. 
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CHAPTER 4: CAPITAL STRUCTURE OF CHINESE SMES: EVIDENCE 
FROM FIRM-LEVEL DATA 

4.1 Introduction 

Since the Chinese government began to recognise and encourage the development of private 

enterprises in 1987 there has been a steady growth in the number of private SMEs. Their contribution 

to China's phenomenal growth over the past two decades is well documented in the literature 

(Dougherty and Herd, 2005; Chen, 2006). By the end of 2005 there were 42 million SMEs in China, 

with an annual growth rate of 15-20 per cent (Fung et al., 2007). They have been shown to make 

important contributions to employment, innovation and productivity improvements (Garnaut et al., 

2001; Yang, 2004; Dougherty and Herd, 2005). The success of Chinese private SMEs comes despite 

the presumption that their growth might be constrained due to limited access to external finance. On 

the face of it this would seem not to have been the case. So do the factors observable in empirical 

reality elsewhere impinge on the capital structure of Chinese SMEs, i. e. how significant are the factors 

normally considered to affect capital structure: firm size, age, profitability and asset structure? 

In recent years researchers have begun to examine such determinants of capital structure in SMEs. 

Empirical studies have been conducted in economies with developed banking systems such as Australia 

(Cassar and Holmes, 2003; Johnsen and McMahon, 2005), Ireland (Bhaird and Lucey, 2009), Spain 

(Sorgorb-Mira, 2005), Sweden (Cressy and Olofsson, 1997) and the UK (Jordan et at., 1998; Michaelas 

et al., 1999; Hall et at., 2000). Only a small number of studies have been conducted in developing 

economies where the banking sector is thinner (Klapper et al., 2006; Nguyen and Ramachandran, 2006; 

Abor and Biekpe, 2007). These studies unsurprisingly produce conflicting results, so a study on China, 

may yield results to help explain why such differences might exist. 

Research has already been conducted on the capital structure of large Chinese firms, predominantly on 

listed firms on the Shanghai and Shenzhen Stock Exchanges (Chen, 2004; Chen and Strange, 2005; 

Tong and Green, 2005; Huang and Song, 2006; Bhabra et al., 2008, Qian et al., 2009) and on large 

non-listed manufacturing enterprises (Li et al., 2009). Focusing on a panel of 77 Chinese PLCs over the 

period 1994-2000, Chen (2004) finds that the traditional capital structure theories developed in western 
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economies do not hold in the Chinese context. Huang and Song (2006) use a panel of 1200 PLCs over 

the period 1994-2003 and show that leverage increases with firm size, fixed assets, volatility, and non- 

debt tax shields, and decrease with profitability. Bhabra et al. (2008) find that over the period 1992- 

2001, Chinese listed firms use little long-term debt, which is positively related to firm size and 

tangibility, and negatively associated with profitability and growth. Using a more recent dataset made 

up of 650 PLCs over the period 1999-2004, Qian et al. (2009) show that leverage is positively 

associated with firm size and tangibility, but negatively related to profitability, non-debt tax shields, 

volatility, and growth. Finally, Li et al. (2009) use a panel made up of 417,068 firm-year observations 

over the period 2000-2004 to show that ownership and governance structures play an important role on 

firms' financing decisions. Despite the theoretical and empirical contributions made by these studies 

they fail to raise the question as to what factors influence the capital structure of Chinese SMEs. 

In this chapter a dataset containing financial information on 1539 enterprises is utilised to examine the 

capital structure determinants of Chinese SMEs. Two main research questions are addressed: 

" What factors determine the capital structure of Chinese SMEs? 

" Do existing financial theories of capital structure hold true in the Chinese context? 

A number of factors found to determine the capital structure of SMEs in other countries, as posited by 

financial theories of capital structure, are tested to see if they are significant in the Chinese context. 

These include size, age, asset structure and profitability. The extent to which cultural and institutional 

differences render such determinants inapplicable in the Chinese context are then discussed. 

The structure of this chapter is as follows. Firstly, the background of this research is discussed and the 

theoretical literature related to the capital structure of SMEs is examined. Following this hypotheses are 

developed based on the existing literature. Next the methodology of this research is outlined in detail, 

examining how the firm-level dataset was obtained, the dependent and independent variables utilized in 

the study and the econometric techniques applied to the dataset. The empirical results are then 

presented and the implications of the research findings discussed. Finally, the limitations of this chapter 

are discussed, suggestions for future research presented and conclusions made. 
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4.2 Theoretical Background 

In this chapter the applicability of existing financial theories of capital structure to the Chinese SME 

sector are examined. As highlighted in the previous chapter these include the static trade-off theory 

(Kraus and Litzenberger, 1973; Kim, 1978), the pecking-order theory (Myers, 1984) and the financial 

life-cycle model (Berger and Udell. 1998, Timmons, 2004). 

Existing studies identify a number of determinants of capital structure based on these competing 

theoretical explanations. These determinants are set out in Table 4.1. 

Table 4.1: Predicted determinants of capital structure from different theoretical perspectives 

Variable Static Trade-Off 
Theory 

Pecking-Order 
Theory 

Life Cycle 
Model 

Size + + + 
Age + 
Asset Structure + + 
Profitability + - 
Incorporation 

Under the static trade-off theory leverage would be expected to be positively related to the size of the 

firm (lower bankruptcy costs), the profitability of the firm (more profits that need to be shielded from 

taxation and lower costs of financial distress) and the asset structure of the firm (lower bankruptcy 

costs). As highlighted in the previous chapter support for all of the predicted determinants of capital 

structure as forwarded by the static-trade off theory is not expected due to the inability of SMEs to 

trade-off between debt and equity due to difficulties faced in accessing the formal capital markets. 

Under the pecking order theory leverage would be expected to be positively related to the size of the 

firm (lower asymmetric information), negatively related to the profitability of the firm (more profitable 

firms have more internal financing available), and positively related to the asset structure of the firm 

(firms with a greater percentage of fixed assets would be more able to access collateralized debt). As 

highlighted in the previous chapter it is suspected that the difficulties faced by SMEs in accessing 

adequate sources of external financing, and the aversion of entrepreneurs to seeking external sources of 

finance might render the pecking-order theory inapplicable to Chinese SMEs. 
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Under the life-cycle model leverage would be expected to be positively related to the size of the fine 

and the age of the firm. Based on the evidence from previous empirical work in China it is suspected 

that the life-cycle model might provide a reasonable explanation for the capital structures adopted by 

private enterprises in China (Gregory et al., 2000). 

In the following section testable hypotheses are developed to examine the firm-level determinants of 

Chinese SMEs by drawing on existing theoretical and empirical work. 

43 Hypotheses Development 

43.1 Firm size 

Theoretical studies provide a number of theoretical reasons why firm size may be related to the capital 

structure of the firm (Cassar, 2004). Firstly, smaller firms may find it more costly to resolve 

information asymmetries with potential lenders, resulting in limited access to financing or financing at 

a higher cost. Asymmetric information problems tend to be more acute in SMEs than in large 

enterprises due to their opaque nature (Berger and Udell, 1995). As a result monitoring costs for 

lenders are higher for SMEs than in large enterprises. 

SMEs also face greater transaction charges and interest rate charges then large firms as a result of their 

inability to benefit from economies of scale in financing (Mukherjee, 1992; Cassar, 2004). Hall et al. 

(2000) argue that the existence of fixed transaction costs make financing more expensive for smaller 

enterprises. In addition, high charges incurred in the registration of assets as collateral and loan 

application charges put bank financing outside the available choices of many SMEs. 

Compared to larger enterprises, SMEs face greater operating risks, which result in greater difficulty in 

accessing external financing (Ortqvist et al., 2006). Large enterprises with diversified revenue streams 

and established operations tend to fail less often than SMEs, which are more vulnerable to bankruptcy 

than large firms. Empirical studies show a negative relationship between firm size and operating risk 

(Titman and Wessels, 1988; Castanias, 1983; Cosh and Hughes, 1994). Large firms are also able to get 
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better access to other channels of financing such as trade credit and informal loans than SMEs. They 

tend to have greater bargaining power with trade creditors and informal financiers. 

Existing empirical work provides good support for these theoretical perspectives in developed 

economies (Romano et al., 2000; Cassar, 2004; Sorgorb-Mira, 2005). However, a number of studies, 

while finding a positive relationship between firm size and financial leverage in the long-term, find a 

significantly negative relationship in the short-term (Chittenden, Hall, & Hutchinson, 1996; Michaelas 

et al., 1999; Hall et al., 2000). Research conducted on SMEs in developing countries and larger 

enterprises in China tend to confirm a positive relationship between firm size and all measures of 

capital structure (Huang and Song, 2006; Klapper et al., 2006; Li et al., 2009; Nguyen and 

Ramachandran, 2006; Abor and Biekpe, 2007). 

Although the empirical evidence on SME financing in developed economies points towards a positive 

relationship between firm size and both total and long-term leverage, and a negative relationship 

between firm size and short-term leverage, the situation should be different for Chinese SMEs. In the 

context of developing economies empirical work has confirmed a positive association between firm 

size and both short and long-term leverage. Information asymmetries between enterprises and lenders 

tend to be severe in developing economies such as China, meaning even large firms rely extensively on 

short-term financing and have greater trouble accessing external financing than is the case in developed 

economies. Therefore a positive relationship between firm size and all measures of capital structure for 

Chinese SMEs is predicted leading to the following hypotheses: 

Hypothesis M. Firm size is positively related to total leverage. 

Hypothesis 1b. Firm size is positively related to short-term leverage. 

Hypothesis Ic. Firm size is positively related to long-term leverage. 

4.3.2 Firm age 

Theoretical studies provide a number of reasons why firm age may be related to the capital structure of 

the firm. Proponents of the life-cycle model of capital structure argue that as a result of information 

asymmetries between the firm and potential lenders in the early stages of development firms will rely 



70 

overwhelmingly on internal sources of finance, finding it difficult to access external sources of 

financing (Berger and Udell, 1995). Firm age can be viewed as a proxy for risk and reputation, 

inferring that age is negatively related to risk and positively related to reputation (Ortqvist et at., 2006). 

As firms mature they will find it easier to access debt financing as asymmetric information problems 

with lenders are resolved through improvements in the firm's private and public reputation (Berger and 

Udell, 1995). Petersen and Rajan (1994) argue that long term lending relationships lead to a reduction 

in information asymmetries as banks are inform about the borrower's credit history and the financing 

behaviour of the firm. However, other commentators propose a negative relationship between firm age 

and leverage. Johnson and McMahon (2005) suggest that younger firms will have higher leverage in 

the early stages of development before becoming more self-sufficient through reinvestment of profits. 

Theoretically there is support for a positive relationship between the age of a firm and leverage 

although results of empirical studies are inconclusive. Empirical studies conducted on SMEs in 

developed economies on the relationship between firm age and capital structure produce conflicting 

results. Hall et al. (2000) find evidence of a negative relationship between the age of a firm and both 

short and long-term leverage. Johnson and McMahon (2005) study provide evidence of a negative 

relationship between firm age and short-term leverage and firm age and long term leverage. Romano et 

al. (2000) do not find the age of the firm to be a significant predictor of total leverage. 

In the developing economy context Abor and Biekpe (2007) find evidence of a strong positive 

relationship between firm age and access to bank financing in Ghanaian enterprises. Their results 

suggest that older SMEs tend to have good track records and better relationships with their lenders than 

younger enterprises. A study of Polish enterprises by Klapper et al. (2006) produces conflicting 

evidence by demonstrating a negative relationship between firm age and both short-term and long-term 

leverage. 

In the Chinese context a number of studies have examined the relationship between firm age and 

leverage. Li et al. (2009) confirm a positive relationship between firm age and leverage. Gregory et al. 

(2000) demonstrate that as the age of a firm increases its access to external sources of finance improves. 

It is hypothesised that there will be a positive relationship between firm age and leverage for Chinese 
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SMEs for the following reasons. Firstly, entrepreneurs who have been running their business for a long 

period of time are more likely to have good connections with politicians, bank officials and other firms 

enabling them to get better access to credit. Secondly, older firms are more likely to have an 

established track record that will enable them to better access external sources of finance than firms 

without a track record. Based on a review of the existing theoretical and empirical evidence the 

following hypotheses are advanced: 

Hypothesis 2a. Firm age is positively related to total leverage. 

Hypothesis 2b. Firm age is positively related short-term leverage. 

Hypothesis 2c. Firm age is positively related to long-term leverage. 

4.3.3 Asset structure 

The ability to obtain bank financing depends on the availability of collateral in the form of physical 

assets. These provide a means to resolve issues that arise from information asymmetries between lender 

and borrower and limit the need for any detailed monitoring of the loan contract (Berger and Udell, 

1998; Storey, 1994). Where information asymmetry exists, the giving of collateral provides reassurance, 

plugging any gaps in confidence that inevitably exist between borrowers and formal lenders like banks 

(Stiglitz and Weiss, 1981; Chan and Kanatas; 1985; Hanley and Crook, 2005). 

Given the high levels of asymmetric information between the firm and lender in the start-up and 

growth phase, the firm's asset structure should have a significant impact on a firm capital structure in 

the early stages of development (Cassar, 2004). Collateral also acts as a risk reduction mechanism by 

limiting the financial losses that the lender may incur if the borrower defaults on the loan contract. 

Empirical studies on SMEs in developed countries generally provide support for a positive relationship 

between asset structure and long-term leverage and a negative relationship between asset structure and 

short-term leverage (Chittenden et al., 1996; Hall et al., 2000; Cassar and Holmes, 2003; Sorgorb-Mira, 

2005; Ortqvist et al., 2006). This results from the fact that in the short-term enterprises use sources of 

financing which do not require fixed assets as collateral, such as trade credit and bank overdrafts, 

whereas in the long-term financing is secured against fixed assets. 
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In developing economies Nguyen and Ramachandran (2006) find evidence of a negative relationship 

between asset structure and leverage for Vietnamese SMEs, the overwhelming proportion of which was 

short-term. Klapper et al. (2006) find evidence of a positive relationship between asset structure and 

long-term leverage, and a negative relationship between asset structure and short-term leverage. 

In the Chinese context the existing results conflict. Huang and Song (2006) in their study of listed 

companies find a significantly positive relationship between asset structure and leverage. Li et al. 

(2009) provide conflicting evidence which suggests a negative relationship between a firm's asset 

structure and leverage. 

On balance, it might be expected that the Chinese SMEs would produce results similar to those found 

for SMEs in less developed countries where access to formal bank financing is limited and the 

proportion of short-term debt in relation to long-term debt is extremely high (Klapper et al., 2006; 

Nguyen and Ramachandran, 2006). This leads to the following hypotheses: 

Hypothesis 3a. Asset structure is negatively related to total leverage 

Hypothesis 3b. Asset structure is negatively related to short-term leverage 

Hypothesis 3c. Asset structure is positively related to long-term leverage 

4.3.4 Profitability 

Theoretically there is support for a negative relationship between profitability and firm leverage. 

According to the pecking order theory highly profitable firms will tend to finance investment through 

retained earnings first and raise external financing only when it is essential (Myers, 1984). This 

suggests the more profitable the firm is, the greater its retained earnings will be, and the less need it has 

to borrow in both the short and long term. Other commentators argue the opposite, suggesting that 

profitable firms being more attractive to financial institutions are more likely to attract more external 

debt capital especially in markets when credit rationing is present (Ooi, 1999). 

The majority of empirical studies on the capital structure of SMEs in developed countries find evidence 
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of a negative relationship between profitability and both short-term and long-term leverage (Van der 

Wijst and Thurik, 1993; Chittenden et at., 1996; Jordan et al., 1998; Michaelas et al., 1999; Cassar and 

Holmes, 2003; Sorgorb-Mira, 2005). 

In the developing economy context there is conflicting evidence about the relationship between the 

profitability of the firm and its capital structure. Abor and Biekpe (2007) find evidence of a negative 

relationship between profitability and bank financing in the case of Ghanaian SMEs. Klapper et al. 

(2006) confirm a negative relationship between firm profitabiliity and both short-term and long-term 

leverage. In contrast, Nguyen and Ramachandran (2006) do not find strong evidence of a positive link 

between profitability and leverage in Vietnamese SMEs. The authors attempt to explain the 

insignificance of profitability as a determinant of capital structure by noting that the financial 

statements of most Vietnamese SMEs are not audited and therefore unreliable. As a result they suggest 

that the financial statements of many Vietnamese SMEs might not reflect their true profitability of the 

firm. Studies on the capital structure of larger Chinese enterprises overwhelmingly confirm a negative 

relationship between profitability and capital structure (Chen and Strange, 2005, Tong and Green, 2005; 

Huang and Song, 2006; Li et al; 2006; Bhabra et al., 2008). This leads to the following hypotheses: 

Hypothesis 4a. Profitability is negatively related to total leverage. 

Hypothesis 4b. Profitability is negatively related to short-term leverage. 

Hypothesis 4c. Profitability is negatively related to long-term leverage. 

43.5 Incorporation 

Theoretically, there is limited support for the proposition that incorporation would lead to greater 

availability of external sources of financing for firms. Cassar (2004) suggests that potential lenders may 

perceive incorporation as a signal of credibility and formality and represent the enterprise's future 

growth potential. 

Limited empirical research has been undertaken on incorporation as a determinant of the capital 

structure of SMEs. Storey (1994) demonstrates that firms with limited liability are more likely to be 

bank financed than non-incorporated sole traders or partnerships. Cassar (2004) finds evidence to 
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suggest that limited liability firms have greater access to bank finance than non-incorporated firms but 

no evidence of a relationship between incorporation and total leverage. Coleman and Cohn (2000) find 

evidence of a positive relationship between incorporation and total leverage but no relationship 

between incorporation and access to bank finance. As of present there has been limited examination of 

the impact of incorporation on capital structure in the context of SMEs in developing economies. 

However, it might be expected that incorporation will lead to greater access to debt financing due to the 

greater transparency requirements placed on limited liability firms in China, which should lead to fewer 

information asymmetries between enterprises and their lenders. This leads to the following hypotheses: 

Hypothesis Sa. Incorporation is positively related to total leverage. 

Hypothesis 5b. Incorporation is positively related to short-term leverage. 

Hypothesis Sc. Incorporation is positively related to long-term leverage. 

4.4 Methodology 

4.4.1 Choice of methods 

In order to investigate the firm-level determinants of capital structure as posited by financial theories of 

capital structure secondary analysis of firm-level data obtained from local government authorities was 

conducted. Datasets collected by government organizations and private industry bodies have been 

commonly used in previous studies into the capital structure determinants of SMEs in both developed 

and developing economies (Cassar and Holmes, 2003; Cassar, 2004; Sorgorb-Mira, 2005). They 

provide rich sources of data for secondary analysis (Allum and Arber, 2008). Secondary data was 

chosen as the costs involved in gaining access to it are much less than the costs of collecting the 

information individually (Saunders et at., 2003). The local government authorities in China are the 

only organizations with access to firm-level financial data of SMEs. It was impossible to collect 

financial information of the requisite quality and quantity from individual enterprises or industry 

groups alone, due to the unwillingness of enterprises to disclose information to private outsiders and 

the sheer cost of collecting information on such a large sample of firms. As a result the best option was 

to gain access to the financial data possessed by local government authorities. 
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4.4.2 Sample and data collection 

The dataset used in this chapter was obtained from the statistics office of the Zhejiang Provincial 

Government. It was collected under the Accounting System for Small Business Enterprises (ASSBE) 

as part of the yearly Annual Report of Industrial Enterprises conducted by provincial statistics bureaus 

nationwide. The Ministry of Finance introduced the ASSBE in 2004, which brought the accounting 

regulations for SMEs into greater conformity with International Financial Reporting Standards 

(Lehman Brown, 2004). Although unincorporated firms are not legally obliged to follow the ASSBE, 

all firms sampled under the Annual Report of Industrial Enterprises are required to file their financial 

reports in accordance with these regulations. The ASSBE provides for simplified disclosure 

requirements compared to those faced by larger firms, who are required to file cash flow statements 

and a profit and loss appropriation account in addition to an income statement and balance sheet 

(Chindelity Consultancy, 2005; Lehman et al., 2010). Compared to larger firms tax has a relatively 

greater influence on the balance sheets of smaller firms under the ASSBE. As a rule, income tax is 

deducted first before profits can be distributed to owners. There is thus a clear line between capital and 

revenue transactions. 

The definition of an SME in China differs according to industry, and is based on three measures, the 

number of employees, annual turnover and total assets. Under Chinese law registered enterprises are 

required to submit their profit and loss accounts and balance sheets with the government statistical 

bureau at the end of each financial year. Zhejiang Province was one of the first provinces in China to 

introduce economic reforms aimed at promoting private sector development. As a result it has the 

highest proportion of private enterprises of any province and makes it an ideal location for this research. 

Table 4.2 describes the gross industrial output of enterprises in Zhejiang. Over 80 per cent of its gross 

industrial output is accounted for by private enterprises, while SMEs from 2003 onwards have 

accounted over 82 per cent of the output. This clearly signals the contribution of not only private 

enterprises but SMEs as well to the Zhejiang economy. 
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Table 4.2: Cross industrial output of enterprises in Zhejiang 

Gross Industrial 
Output 

2000 2003 2004 2005 

Total in 100 million 
Yuan 6603.65 12864.23 18729.06 23106.76 

By Ownership: 

- State 1292.72 1686.99 2803.43 3401.17 
(19.6%) (13.1%) (15%) (14%) 

- Private 5310.93 11 177.24 15925.63 19705.59 
(80.4%) (86.9%) (85%) (86%) 

By Size: 

- Large 1649.88 2300.14 2230.36 3803.69 
(25%) (17.88%) (11.91%) (16.5%) 

- SMEs 4953.77 10564.09 16498.7 19303.07 
(75%) (82.12%) (88.09%) (83.5%) 

Data source: Zhejiang statistical Yearbook (2007) 
Note: Numbers in parentheses represent the figures as a% of the total 

The dataset obtained from the Zhejiang SME bureau contained firm-level data for 2000 SMEs from 

Shaoxing City in Zhejiang Province. The data comprised of financial information from the profit and 

loss accounts and balance sheets of each firm. Shaoxing is the forth largest city in Zhejiang Province, 

and borders the provincial capital of Hangzhou. Private sector development in Shaoxing has reached an 

advanced level, accounting for over 90 per cent of the city's annual industrial output, which makes it a 

good setting for research into the financing of private SMEs. 

Secondary datasets collected by government departments are generally viewed as being reliable and 

accurate. Government datasets tend to be generated by experienced researchers who follow rigorous 

procedures to ensure the quality of the data collected (Bryman, 2008). 

However, financial data on SMEs collected by the Chinese government authorities has been criticised 

by commentators for being unreliable and inaccurate (Gregory et al., 2000). Gregory et al. (2000) 

suggest that firm-level financial data collected by government departments tends to be inaccurate as a 

result of enterprises underreporting and misreporting their true financial position to government 

authorities to avoid excessive taxation and government interference. Despite the criticisms levied at the 

reliability and accuracy of secondary data in China datasets collected by government are the best 
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available source of financial data on SMEs. In recent years new accounting standards have been 

introduced by the government authorities, which has lead to greater transparency and more accurate 

reporting of financial data by enterprises (Ng et al., 2002). 

In order to address the issue of external validity in this research, care was taken to ensure that the 

dataset roughly corresponded to the whole population of SMEs in Zhejiang province in terms of 

industrial breakdown. The range of firms in the dataset was checked against province wide data on the 

industrial breakdown of firms into secondary and tertiary industries. 

All non-numeric data in the Chinese dataset was translated into English. The translation was then back- 

translated by a different assistant into Chinese using the procedures set out by Brislin (1993) to ensure 

that the data was accurately translated. When it was discovered that the translated data was inconsistent 

with the data in the original dataset discussions were undertaken between the translators and a final 

translation was agreed. A third translator checked the final version of the translation for any 

inconsistencies. 

The dataset contained firm-level data for over 2000 SMEs in Zhejiang Province for a two year period 

from 2004-2005. A significant number of enterprises were excluded from the dataset for the following 

reasons: 

(1) The enterprise did not have any sales, which indicates it was not yet or no longer in operation. 

(2) The enterprise was foreign-owned or partly foreign-owned. Chinese government regulations 

that require foreign investors to provide capital from overseas mean that the capital structures 

of foreign-invested enterprises are unique from domestic enterprises (a total of 88 enterprises 

were excluded from analysis). 

(3) The enterprise was state-owned (a total of 29 enterprises were excluded from analysis). 

(4) The enterprise was collectively-owned (a total of 96 enterprises were excluded from analysis). 

(5) Enterprises registered as private partnerships (10 in total) were excluded from analysis. The 

small number of such enterprises meant it was impossible to statistically compare differences 

in capital structure with sole traders or limited liability enterprises. 

(6) The enterprise was involved in the financial services industry which has its own unique capital 
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structure. 

(7) The enterprise was wrongly defined as an SME. 

(8) The data was incorrectly entered into the database. Statistical errors are commonplace in 

Chinese datasets. Data that was obviously wrongly inputed was removed from the dataset. 

This left 1539 enterprises in the dataset. There were two years of data for 962 of these enterprises. The 

dataset contained one year of data for another 574 enterprises, which had either gone out of business in 

2005 or had started operations in the course of 2005. 

4.4.3 Variables and econometric specification 

Three different measures of capital structure were used to examine the financing behaviour of SMEs, 

based on their book values. Market value is not considered as the SMEs in the sample are not listed on 

the stock market. The three dependent variables are: total leverage (TL), short-term leverage (STL) and 

long-term leverage (LTL). Leverage is measured as total debt divided by total assets, short-term 

leverage as short-term liabilities divided by total assets and long-term leverage as long-term liabilities 

divided by total assets. Short-term liabilities are defined as the proportion of a firm's total debts that are 

repayable within one year. They include short-term bank loans as well as other short-term liabilities 

such as bank overdrafts, informal loans, trade credit and tax payables. Long-term liabilities are defined 

as the proportion of a firm's total debts that are repayable beyond one year. These include long-term 

bank loans as well as other long-term liabilities such as informal loans, directors' loans and leasing 

obligations. 

The three dependent variables were chosen to allow the research to examine the maturity structure of 

debt as well as the overall debt position of SMEs sampled. They reflect the measures used in the 

literature for capital structure (Michaelas et al., 1999; Cassar and Holmes, 2003). The examination of 

both short-term and long-term measures of leverage will make it possible to determine whether the 

determinants of short-term debt differ from the determinants of long-term debt in the context of 

Chinese SMEs. 

As far as independent variables are concerned, several proxies were selected that appear in the previous 

empirical literature. The size of the firm (SIZE) was measured as the log of total revenue (Titman and 
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Wessels, 1988). The proxy for size was measured in natural logarithm to control for any possible 

heteroscedasticity and ensure linearity in the data. An alternative measure of size (SIZE2), measured as 

log of total assets, was also used to test for robustness. Next, the age of the firm (AGE) is given as age 

in years (Michaelas et at., 1999; Abor and Biekpe, 2007). Age was counted as the time between the 

firm's registration date and the end of the tax year and rounded up or down to the nearest year. 

Profitability (PROF) is taken as return on assets i. e. net profits divided by total assets (Michaelas et al., 

1999; Cassar and Holmes, 2003; Johnsen and McMahon, 2005). 

To capture asset structure (AS) of the firms the ratio of fixed assets to total assets was used (Hall et al., 

2000; Johnsen and McMahon, 2005; Nguyen and Ramachandran, 2006). Following Cassar (2004), a 

dummy variable (INC) is used to measure incorporation of the firm which takes value of 0 for a sole 

trading enterprise and value of 1 for a limited liability enterprise. A sole trading enterprise is one in 

which there is a single owner who is responsible for all the debts incurred by the enterprise. In contrast 

limited liabilities are incorporated enterprises. Their shareholders are not liable for the debts of the 

enterprise over and above their capital contribution. 

To account for the possibility that industries differ in their level of competition, business environment 

and use of skilled workers dummy variables for each industrial category were used to control for 

differences in capital structure between industries. 

The cross-sectional OLS regression estimated, based on the above variables, is presented in Formula 

4.1: 

Formula 4.1 

Y-Xß+s 

Y denotes the dependent variable which in this case is measured by three separate variables to capture 

total, short-term and long-term leverage. Xrepresents the vector of explanatory variables of capital 

structure, described above, and e stands for the error term. To account for any potential 

heteroscedasticity and obtain robust regression results, the estimation is conducted using White's 
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heteroscedasticity-consistent standard errors estimation technique. To smooth the data two-year 

averages of all the variables are used. 

Two other variables have been used in some other studies, the increase in firm size over a three year 

period and the standard deviation of profits over the period covered by the data base. Apart from the 

fact that as this data set is cross sectional and therefore such time series based variables are not 

calculable, adding such variables in a real sense over determines the model as these factors already 

have proxies in the group of chosen variables. In addition it can be observed that as these two variables 

are in fact constructs of variables already contained in the model one might expect them to have the 

potential to be to a degree collinear with the variables from which they have been constructed. 

Before the data was imported into SPSS the dataset was modified in excel format. Columns for each 

independent and dependent variables that were not contained in the original dataset (total leverage, 

short-term leverage, long-term leverage, company age, profitability, size, asset structure and legal 

organisation) were developed through the manipulation of existing variables in the original dataset. The 

statistical software package SPSS was used to carry out the regression analysis. The data on each of the 

dependent and independent variables was imported from excel. Once the data had been imported each 

of the variable characteristics was checked and relabelled if incorrect. 

4.4.4 Descriptive statistics 

The correlations between study variables, and descriptive statistics are presented in Table 4.3. As can 

be observed from the table, the correlation coefficients between regressors are not large enough to flag 

any collinearity problem. Over the 2 year period the SMEs in the sample had an average total debt ratio 

of 66 per cent. Regarding the debt maturity, the overwhelming majority of SMEs relied heavily on 

short-term debt rather than long-term debt to finance their operations. The average short-term debt ratio 

for enterprises in the sample was 62 per cent and the long-term debt ratio around 4 per cent. These 

findings are similar to those of Chen (2004) and Huang and Song (2005), confirming that most of the 

leverage of Chinese firms consist of short-term debt with minimal use of long-term debt. This suggests 

that firms were either unwilling to borrow in the long-term or banks are unwilling to lend in the long- 

term. 
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With regard to the independent variables, the SMEs in the sample had an average of 12.95 million 

RMB in turnover and had been in business for an average of 4.3 years. Two main explanations may be 

provided for the low average age of sampled enterprises. Firstly, private sector development is a 

relatively new phenomenon in China, and secondly the re-registration of enterprises in quite common 

in China. As a result the enterprise's registered age might not clearly reflect their true average age. The 

fixed assets of sampled enterprises accounted for 24 per cent of their total assets on average. 

Surprisingly, the average profitability reported by sampled SME was negative. This may result from 

the fact that private enterprises tend to under-report their profits to government in order to avoid 

excessive taxation (Gregory et al., 2000). 33.2 per cent of the enterprises in the survey were sole 

trading enterprises and 66.8 per cent private limited enterprises. The average turnover of sole traders 

was 3 million RMB and the average turnover of limited liability enterprises was 18.35 million RMB. 

Table 4.4 presents the variables for 12 industrial groups. Some degree of heterogeneity can be seen 

among the variables in these sectors. The firms in the 'Basic Metals & Metals Products' and ̀ Textile & 

Textile Products' industry groups had the highest total debt ratio across sectors. Though they had the 

lowest amount of debt in their capital structure, SMEs in the 'Construction' sector were by far the 

largest in the sample and most profitable. The table also shows that of the assets held by SMEs the 

proportion of fixed assets to be found in the `Rubber & Plastic Products' and 'Textile & Textile 

Products' sectors were the highest, while those in the `Wholesale & Retail' and ̀ Construction' sectors 

were the least tangible. 
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Table 4.4: Summary statistics of variables on industrial basis 

Industry No. of 
Observations 

TL STL LTL SIZE AGE AS PROF 

Overall 1539 0.66 0.62 0.04 6.47 4.3 0.24 -0.01 
(0.34) (0.30) (0.20) (0.70) (2.70) (0.21) (0.08) 

Manufacturing 
Basic Metals & 273 0.75 0.72 0.04 6.48 4.12 0.22 -0.01 
Metal Products (0.36) (0.25) (0.27) (0.63) (2.70) (0.190) (0.06) 

Chemicals & 125 0.68 0.65 0.03 6.72 4.6 0.29 0.01 
Chemical (0.28) (0.28) (0.08) (0.79) (2.84) (0.20) (0.06) 
Products 

Electrical & 190 0.61 0.58 0.03 6.39 4.4 0.22 -0.01 
Optical (0.29) (0.29) (0.11) (0.68) (3.01) (0.19) (0.04) 
Equipment 
Food Products, 40 0.70 0.67 0.03 6.48 4.03 0.27 -0.01 
Drink & (0.25) (0.25) (0.09) (0.71) (2.37) (0.25) (0.09) 
Tobacco 
Machinery & 78 0.61 0.59 0.03 6.39 4.87 0.28 -0.01 
Equipment (0.26) (0.26) (0.10) (0.60) (2.77) (0.20) (0.05) 

Paper, printing 45 0.58 0.55 0.03 6.09 3.73 0.26 -0.08 
& publishing (0.29) (0.29) (0.11) (0.61) (3.71) (0.14) (0.04) 

Rubber & 153 0.66 0.63 0.04 6.24 4.37 0.31 -0.02 
Plastic Products (0.37) (0.28) (0.24) (0.56) (2.82) (0.24) (0.08) 

Textile & 132 0.75 0.72 0.04 6.46 4.50 0.31 -0.03 
Textile (0.35) (0.35) (0.24) (0.62) (2.49) (0.23) (0.16) 
Products 
Other 178 0.60 0.57 0.03 6.36 3.67 0.21 0.00 
manufacturing (0.30) (0.30) (0.10) (0.62) (2.44) (0.20) (0.06) 

Non- 
manufacturing 
Construction 69 0.49 0.47 0.02 7.13 4.73 0.15 0.01 

(0.29) (0.29) (0.09) (0.88) (2.35) (0.19) (0.05) 

Wholesale & 175 0.69 0.63 0.06 6.63 4.96 0.15 -0.01 
Retail (0.43) (0.28) (0.34) (0.63) (2.46) (0.19) (0.06) 

Other non- 81 0.54 0.50 0.04 6.32 3.59 0.30 -0.01 
manufacturing (0.36) (0.36) (0.20) (0.79) (2.19) (0.30) (0.12) 

Standard de%iati n, in parentheses 
TL- Total leverage: STL Short-tcni Is rage. IILI ung-term Ies erage: SI/F-- Size: Age Age in scars: AS Asset structure: 
Prof ProtitabiIitc. For an explanation as to h \N each variably teas constructed pleases' e section 4.43 



85 

4.5 Empirical Results 

4.5.1 Regression results 

The regression results are presented in Table 4.5. The first three regressions report the baseline results. 

The signs and magnitude of the regression coefficients in the first two regressions are similar. With the 

exception of asset structure all independent variables are significant in both regressions. The results of 

the regressions for total leverage and short-term leverage are supportive of hypotheses Hla-b, H2a-b 

and H4a-b. There is an R2 of 0.191 for total leverage and 0.249 for short-term leverage. In contrast, to 

these two regressions, the third regression differs in its magnitude and significance. With the exception 

of age, none of the independent variables are significant in the third regression. No support was found 

of the impact of firm size, asset structure, profitability and incorporation on the long-term leverage of 

SMEs in the sample. This may result from the limited use of long term financing by enterprises in the 

sample. Unsurprisingly this regression has low explanatory power (R2 = 0.008). A summary of the 

results are provided in Table 4.6. 

To test the robustness of the results, a number of additional regressions were undertaken. Firstly, the 

baseline regressions were re-run for manufacturing firms only. Regressions (4-6) in table 6 report the 

results of these regressions. The results support the findings from the baseline equations although the 

magnitude of the coefficients is slightly different. An alternative measure for size (SIZE2) based on 

total assets instead of total revenue was then entered into the regressions in place of SIZE]. Regressions 

(7-9) in Table 6 report the results for the use of SIZE2. The results are supportive of the findings from 

the baseline regressions with the only exception being that AS is significant at the 5% level respectively 

in regressions (7) and (8). For both regressions the relationship between leverage and asset structure is 

negative. However, the magnitude of the effect on total leverage is very weak. 



Z 
X 

H 

L 

C 

y 

H 

bL 

t 

6r 

R 

F- 

H 
40 

L 

7 

V 

C 

C 
a 
a 
a, 

D 

iE cy 

J 
.. 7 to O 

O 
O 
O O O O 

M O 
O tf) E.. N 0, O O O 

' 
O ö Jvý ö ö ö . d 

c 
x 

iF 

N 
* * ýc 00 

O, 000 ON M 
t- 
ýt G 

r Cr 
N rJ kr) 

-- O 
O Cý -- M N 

I 
O 

Cn `' O O O O O C r, ? 

iF 
* 

* c 

N ^, 
kf) ýc pp 00 Qý L 

a rJ O O M Oý d. 

N M 
0 

r- en I! 1 00 
r C Ö 

0 C) 

G 

x ö I ^. - 
en 

1ýp 
I-t 01, r- I 

.. 7 C rýý O 
C) O M o0 

C4 
rt 

I- 
L am' `Ci O O O Oi O M i 

0t ý' 00 Oý O G 
00 O M M 

C 
R 

j 
O 

O M ý N : : 
1: ; 

00 
4 

00 ff) ; 

O 
C ) 

Ö 
i O O O O 

"ü r 6i i- c 

cc 4 
It" C14 0ý en : fl x 

4 
Ö 't M J 

caý 
'd .. G 

= y_O 

CL * * * ý, ýý 
ý'R " * * 

* 0 
* 
'n 

0 
00 

Ö -r u 

z r¬ v p O 
O 

O M Oý 
N -, LI 

F' Lr O O O N °r 
uo utb 
G VI ý 
JIU 

fpO 
r 

C 
uUV 

ýR 
a 3 

C60 R 
h cý 

N 
rý w rte' - 

-ER 
. 

.r U in n Q Q a Z z 04 I 
rý v 



X7 

Table 4.6: Summar,. of the results 

HIa: Firm size is positively related to total leverage Supported 

HIb: Firm size is positively related to short-term leverage Supported 

HIc: Firm size is positively related to long-term leverage Not Supported 

H2a: Firm age is positively related to total leverage Supported 

H2b: Firm age is positively related short-term leverage Supported 

H2c: Firm age is positively related to long-term leverage Supported 

H3a: Asset structure is negatively related to total leverage Not Supported 

H3b: Asset structure is negatively related to short-term leverage Not Supported 

H3c: Asset structure is positively related to long-term leverage Not Supported 

H4a: Profitability is negatively related to total leverage Supported 

H4b: Profitability is negatively related to short-term leverage Supported 

H4c: Profitability is negatively related to long-term leverage Not Supported 

H5a: Incorporation is positively related to long-term leverage Not Supported 

H5b: Incorporation is positively related to long-term leverage Not Supported 

H5c: Incorporation is positively related to long-term leverage Not Supported 

4.5.2 Regressions "ith interactive variables 

In order to further explain the results in the previous section a number of interactive variables were 

created and added to the initial regressions. A significant relationship was established between one 

interactive variable and both short-term and total leverage, when added to the regression- that of the 

interaction between incorporation and asset structure (INCAS). The results of the regressions are shown 

in Table 4.7. Once this variable had been added to the regressions the variable measuring asset 

structure became significant as regards its relationship with leverage and short-term leverage. 
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Table 4.7: Regression results using an interactive variable 

Dependent Variables 
Independent 
Variables TL STL LTL 

Constant -0.109 -0.212*** 0.103* 

SIZE 0.135*** 0.148*** -0.013 

AGE 0.020*** 0.016*** 0.005** 

AS -0.238*** -0.229*** -0.009 

PROF -1.059*** -1.066*** 0.008 

INC -0.213*** -0.213*** 0.000 

INCAS 0.275*** 0.270*** 0.005 

N 1539 1539 1539 

R2 0.198 0.257 0.008 

 . f', 's' indicate significance at the IO°°. 5°o and 1°° levels respectively 
TL- Total leverage: STL. - Short-term leverage; LTL- Long-term leverage; SIZE- Size; Age- Age in years; AS- Asset structure; 
Prof- Profitability; INC- whether incorporated or not; INCAS- Incorporation x asset structure. For an explanation as to how 

each variable was constructed please see section 4.4.3 

4.5.3 Further regressions 

The findings of these regressions indicate that the relationship between asset structure and leverage 

differs significantly between sole trading and limited liability enterprises. To understand the differences 

between sole-trading enterprises and limited liability enterprises in greater depth a number of additional 

regressions were run. Firstly. the baseline regressions were re-run for sole trading firms only. 

Regressions (1-3) in Table 4.8 report the results of these regressions. Following this the baseline 

regressions were re-run for limited liability enterprises. The results of these regressions are presented in 

regressions (4-6) of Table 4.8. 
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Table 4.8: Regression results (sole traders and limited liability enterprises) 

Dependent Variables 

Independent TL STL LTL TL STL LTL 
Variables (sole (sole (sole (limited (limited (limited 

traders) traders) traders) liability) liability) liability) 

Constant -0.108 -0.391*** 0.283** -0.352*** -0.404*** 0.052 

SIZE 0.130*** 0.173*** -0.043 0.129*** 0.134*** -0.005 

AGE 0.019*** 0.014*** 0.006 0.021*** 0.017*** 0.004* 

AS -0.250*** -0.235*** -0.015 0.077* 0.083** -0.006 

PROF -1.394*** -1.368*** -0.026 -0.730*** -0.780 0.050 

N 541 541 541 998 998 998 

R2 0.167 0.264 0.011 0.140 0.166 0.004 

s, *s, ***indicate significance at the 10°,,. 59/u and I°ä levels respectively 
TL- Total le), erage; STL- Short-term leverage; LTL- Long-term leverage; SIZE- Size; Age- Age in years; AS- Asset structure; 
Prof- Profitability; INC- whether incorporated or not. For an explanation as to how each variable was constructed please sec 
section 4.4.3. 
Sole traders are firms who are owned by a single person. This person is responsible for all debts incurred by the enterprise. In 

contrast limited liabilities are incorporated enterprises. Their shareholders are not liable for the debts of the enterprise over and 
above their capital contribution. 

Similar relationships were found between three independent variables, size, age and profitability, and 

both short-term and total leverage, for both sole trading and limited liability enterprises. Size and age 

are both positively related. whilst profitability is negatively related to leverage and short-term leverage. 

However, the relationship between asset structure and both short-term and total leverage differed 

significantly between sole trading and limited liability enterprises. For sole trading enterprises the 

relationship is negative at the I per cent level of significance for both total and short-term leverage, 

whilst for limited liahility enterprises it is positive at the 10 per cent level for total leverage and at the 5 

per cent le\ cl for short-tern lc% crage. 

As for long-term leverage, a positive relationship was only found with one variable, age, at the 10 per 

cent level of significance for limited liability enterprises. None of the remaining variables arc 

significantly related to long-term leverage for either sole trading or limited liability enterprises. 
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4.6 Discussion of Findings 

Data analysis reveals that firm size, firm age, profitability and incorporation are significantly related to 

the short-term and total leverage of the SMEs in the sample. Only one variable, age, was found to be 

significantly related to long-term leverage. As long-term leverage was only utilised by a small 

proportion of firms in the dataset not much significance can be truly attributed to a relationship 

between this independent variable and long-term leverage. The limited use of long-term financing by 

firms in the sample may explain the limited evidence of relationships between other variables and long- 

term leverage. 

A significantly positive influence is found of firm size on total and short-term leverage. This suggests 

that SMEs that are relatively larger are more likely to be able to draw on external sources finances 

possibly due to lower costs of going bankrupt and greater transparency than smaller firms, which are 

characterised by high levels of asymmetric information. This confirms the results of previous empirical 

work in on the capital structure of SMEs in other developed economies (Klapper et al., 2006; Nguyen 

and Ramachandran, 2006) and on larger firms in China (Chen and Strange, 2005; Huang and Song, 

2006; Bhabra et al., 2008). 

A positive relationship between the age of the firm and both total and short-term leverage is also borne 

out by the data in line with the research hypotheses. This can be loosely interpreted as meaning that 

older firms may have earned a certain degree of reputation over time to overcome any information 

problems to access credit, making it less risky to lend to these older firms. These results confirm 

empirical research done on larger Chinese firms (Li et al., 2009) and are consistent with the predictions 

of the life cycle model. 

A negative relationship between profitability and both total and short-term leverage is established, 

confirming the results of previous empirical studies on SMEs in both the developed and developing 

economy context (Van der Wijst and Thurik, 1993; Chittenden et al., 1996; Jordan et al., 1998; 

Michaelas et al., 1999; Cassar and Holmes, 2003; Sorgorb-Mira, 2005; Klapper et al., 2006; Abor and 

Biekpe, 2007) and on larger Chinese firms (Chen, 2004; Chen and Strange, 2005; Tong and Green, 
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2005; Huang and Song, 2006; Li et al; 2006; Bhabra et al., 2008). This result appears more in line with 

the pecking order theory than the static trade-off theory of capital structure, suggesting that firms prefer 

to use financing mechanisms that are less susceptible to asymmetric information. As retained earnings 

are the financing source with the least asymmetric information, more profitable firms may choose to 

use internally generated funds before resorting to external debt to finance their business operations. As 

a result more profitable firms tend to exhibit lower debt levels than less profitable firms. 

The research findings do not support hypotheses H5a-b, showing a significantly negative relationship 

between incorporation and both total and short-term leverage where a positive one was expected. This 

suggests that sole-trading enterprises use more debt in their capital structure than limited liability 

enterprises. This is contrary to the findings of Coleman and Cohn (2000) which found limited liability 

enterprises to be more highly leveraged than sole-trading enterprises. One possible explanation for the 

findings is that sole-traders are able to access higher levels of debt financing than limited firms due to 

the fact that make greater use of informal financing and are able to borrow against the personal assets 

of the owner/manager. 

Analysis of the data led to the discovery of significant findings that went against what was 

hypothesised based on the previous literature. A surprising finding was the lack of a relationship 

between asset structure and all types of leverage in the initial regression, indicating there is limited 

reliance by Chinese SMEs on asset-based financing from the banking sector. While the majority of 

previous empirical work demonstrates a negative link between asset structure and short-term leverage 

and a positive relationship between asset structure and long-term leverage, this study finds no evidence 

of a significant relationship between asset structure and all forms of leverage. Therefore, irrespective of 

whether SMEs have less or more intangible assets, there seemed to be no effect on how they finance 

their operations. These results seem to go against what was predicted by the static trade-off and 

pecking order theories, and previous empirical research in both the Western and Chinese contexts 

(Cassar, 2004, Huang and Song, 2006; Bhabra et al., 2008). 

A number of factors may be advanced to explain this phenomenon. Information asymmetries between 

SMEs and their lenders tend to be relatively more severe in China than in the context of mature 
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economies (Bai et al., 2006). Property, the physical asset which is usually pledged as security to 

mitigate the negative consequences of asymmetric information, is in short supply. One reason for this is 

that before the introduction of the Law on Property Rights in 2007 there was limited recognition of 

private property rights in China (Atherton, 2008). In addition, as financing via informal networks is 

widely available in China there is less pressure on SMEs owner/managers to seek collateralized bank 

finance than is the case in mature and other developing economies (He and Cao, 2007). Compared to 

other countries China is characterised by high rates of domestic savings and high levels of trust 

between family and social groups. As a result there is a greater willingness than elsewhere for personal 

loans to be made unsecured against physical assets. The high levels of control aversion exhibited by 

SMEs owner/managers in China also lead to a greater reliance of SMEs on internal and informal 

sources of financing than is the case in mature economies, negating the need for collateralised finance. 

Even if firms are able to access financing from external sources they might not do so through the fear 

of losing control over their own business and subjecting their business activities to greater government 

scrutiny than would be the case if they did not use external financing. 

Further regressions using an interactive variable (INCAS) indicate that the relationship between asset 

structure and leverage differs considerably between sole trading and limited liability enterprises in the 

sample. For both forms of legal organisation the relationship was significant; for sole trading 

enterprises it was negatively significant whilst for limited liability enterprises it was positively 

significant. These findings suggest that limited liability enterprises make greater use of formal 

financing than sole trading enterprises. Why might this be the case? 

One reason might be the fact that sole traders tend to be more information opaque than limited liability 

enterprises. Financial institutions are less willing to lend to such enterprises due the high costs of 

monitoring the loan contract which result from information asymmetries between lender and borrower. 

The lack of separate legal personality for sole traders might also lead to a reluctance on the part of the 

owner/manager to borrow against the assets of the firm when financing their business operations for the 

fear they may be personally responsible for the business debts if the firm is unable to pay back the loan 

(Becchetti and Trovato, 2002). This may result in them choosing informal financing mechanisms which 

do not require the use of fixed assets as security. The findings might also be explained by the greater 
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use of informal sources of financing by smaller enterprises, most of which are sole trading enterprises 

(Tsai, 2002; Allen et al., 2005; Huang, 2006, Ayygari et al., 2008). The benefits of limited liability, in 

terms of access to external financing, might not be needed by owner/managers of many sole trading 

enterprises who have considerable intangible assets wrapped up in their relationships with others. 

Compared to the West, there is greater willingness within Chinese family, social and business circles, 

for individuals to make personal unsecured loans to others. The high domestic savings rate and limited 

investment opportunities on the Chinese mainland means there is huge potential for enterprise 

owner/managers to borrow informally through familial and social/business connections. For enterprises 

in their early stages of investment these sources of investment are difficult to exhaust and the security 

underwriting lending based on it impossible to observe. This type of lending is not necessarily directly 

connected to the purchase of physical assets. Most often such lending arises in an ad hoc manner to 

temporarily cover the costs of working capital and is unrelated to the size of the loans made. Lending is 

in practice 'secured' against social capital i. e. the intangible assets of filial obligation and guanxi, more 

generally. Finally, the negative relationship between capital structure and both short-term and total 

leverage for sole trading enterprises might be the fact that there is a greater tendency for sole trading 

enterprises to borrow against the personal assets of owner/managers and personal guarantees from 

owner/managers than limited liability enterprises. These personal assets might not necessarily show up 

on the firm's balance sheet, although they might be used as security. 

One has to adopt some caution in interpreting these results but it is clear that the determinants of capital 

structure of SMEs operating in the Chinese context differ somewhat from those in other countries. In 

many ways the reality of these results could be seen as unsurprising. China differs markedly from other 

countries in a number of respects highly pertinent to the applicability or not of the static trade-off and 

pecking order theories. The lack of a truly competitive capital market in China means it is difficult for 

SMEs to trade-off equity against loan capital as the static trade-off model would predict. Due to the 

fact that the capital markets are state managed and controlled private SME face difficulties raising 

equity finance. The market for lending is also not very competitive. Local and national directives are 

regularly given to banks about the type and volumes of lending they can make. In this market, private 

SMEs are disadvantaged compared to state-owned enterprises. 
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In line with the findings of research on SMEs in both mature and developing economies (Holmes and 

Kent, 1991; Watson and Wilson, 2002; Klapper et al., 2006) limited evidence is found to suggest that 

owner/managers trade-off the benefits of debt and equity when making financing decisions. The fact 

that SMEs in both mature and developing economies have limited access to formal debt and equity 

markets renders the static trade-off theory less applicable to explaining their financing behaviour. The 

findings of this chapter suggest that the pecking-order and financial life-cycle theories of capital 

structure might provide a viable explanation of the financing behaviour of Chinese SMEs. The 

hypothesised determinants for the pecking-order theory hold true for the limited liability sampled 

enterprises, where a positive relationship between asset structure and both short-term and total leverage 

is borne out in the data. Although no relationship is found between these variables and long-term 

leverage, this only makes up a small proportion of enterprise financing in the sample. As for sole 

trading enterprises the findings of this research provide limited support for a pecking-order in their 

financing choices. The negative relationship between asset structure and both short-term and total 

leverage indicates little use of formal bank financing by the sole-trading enterprises in the sample. In 

line with previous studies (Gregory et al., 2000) the hypothesised determinants for the life-cycle theory 

of capital structure hold true for both sole trading and limited liability enterprises in the sample. A 

positive relationship is found between both firm size and firm age and the two measures of leverage 

that, as it turns out in the sample, are virtually the same thing, total leverage and short-term leverage. 

However, the fact that the enterprises in the sample, in the very early stages of their financial life cycles 

with an average age of 4.5 years, means that the applicability of the life-cycle theory of capital 

structure cannot be fully tested. Due to the short history of SME and financial market development in 

China, this sample cannot provide the range of firms across the life cycle of birth-growth-decay to 

enable the chosen estimators to be truly used to identify parameters pertinent to the life-cycle model. 

4.7 Policy and Managerial Implications 

The research findings of this chapter have some important implications for policy makers in China 

looking to support the development of small and medium-sized enterprises. The lack of a positive 

relationship between asset structure and leverage for sole-trading enterprises indicates that they face 

substantial difficulties in accessing external sources of finance. The Chinese government authorities 
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should recognise the importance of providing unincorporated enterprises with increased support to 

improve their ability to access formal sources of financing. This may be done through further 

liberalisation of the financial sector to allow for greater competition between financial institutions in 

SME lending, and by the establishment of an effective nationwide credit rating system for SMEs. 

Development of such a system should reduce the costs inherent in screening the lending applications of 

SMEs and lead to an increased willingness on the part of financial institutions to lend to SMEs. Local 

governments could also consider setting up credit guarantee schemes or provide funds which may be 

used to guarantee lending to SMEs in their area. Although a nationwide network of credit guarantee 

schemes has been established there is little evidence to show that they have contributed to a 

considerable increase in the reallocation of financing towards SMEs (Fung et al., 2007). Previous 

research suggests the bureaucracy inherent in existing credit guarantee schemes makes applying for a 

guarantee as time consuming as applying for a bank loan (Mu, 2002). Policy makers should give 

consideration to making the process of applying for guarantees more straightforward than is the case at 

present. The government authorities might also consider advancing low-cost non-default loans 

especially to sole-trading enterprises in order to help them survive in the early stages of their business 

growth. 

The research findings provide a number of important implications for SME owner/managers. They 

indicate that managers should consider incorporation as a means of improving access to external 

sources of finance, especially from the banking sector. This may result from the tougher disclosure 

requirements placed on limited liability enterprises, resulting in improved transparency and greater 

trust between the enterprise and financial institutions. The negative relationship between asset structure 

and capital structure for sole trading enterprises in this sample also suggests it is of crucial importance 

for their owner/managers to cultivate strong business networks in order to improve their ability to 

access adequate sources of finance. Maintaining strong business networks with customers and suppliers 

should make it easier for SMEs to obtain finance from informal networks, and through trade credit. 

The research findings also have important managerial implications for foreign multinationals operating 

in China. When developing relationships with Chinese suppliers and customers, they must be aware of 

the difficulties that they might face in accessing external sources of finance. They may consider 
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providing financial training and assistance to their Chinese partners as a way of helping them to access 

external sources of fmance. 

4.8 Limitations and Suggestions for Future Research 

The primary limitation of this chapter concerns the generalisability of its findings. As the enterprises 

sampled are only from one city in a single province, the extent to which the findings can be generalised 

to the whole population of SMEs in China is brought into question. Approaches to financing differ 

markedly from province to province, and even within provinces (Gregory et al., 2000). Further research 

needs to be undertaken on the capital structure of SMEs in a number of different geographical locations 

before it can be established whether the findings of this chapter can be generalised to the Chinese 

economy as a whole. 

Due to a lack of time series data it was not possible to test whether the findings were replicable over a 

longer period of time. The lack of extensive data on the years prior to 2004 also prevented examination 

of a firm's growth opportunities as a determinant of capital structure, a factor which has been found to 

be significant in determining the capital structure of SMEs in previous studies (Cassar and Holmes, 

2004). As banks tend to lend to firms with healthy sales growth records, a firm's growth opportunities, 

as measured by growth rate in sales should play an important role in influencing the capital structure of 

SMEs. The omission of this important variable might have led to misspecification of the regression 

model. Chapters 5 and 6 of the study address this limitation by examining the role of growth intentions 

in determining the capital structure of SMEs. The lack of longitudinal data also meant more 

sophisticated analytical methods such as GMM were not utilised in this research. OLS ignores both 

firm-specific heterogeneity and potential endogeneity of regressors. If longitudinal data had been 

available it would have been possible to perform a series of robustness checks through the use of GMM 

regressions. This would have allowed firm-specific heterogeneity and potential endogeneity of the 

independent variables to be taken into account. Qualitative work in Chapter 5 should also assist in 

dealing with the endogeneity issues in this chapter. 
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The lack of suitable proxies in the data meant that a number of factors that have been used in previous 

research to explain the financing decisions of SMEs could not be tested. One such factor is the network 

ties possessed by the SME. This has been shown previously to be an important factor determining the 

ability of SMEs to access adequate debt financing in developing countries (Nguyen and Ramachandran, 

2006). The extent to which a firm's network ties with other economic actors impact on its capital 

structure will be investigated in greater depth in the following two chapters. 

The dataset also failed to provide a detailed breakdown of different types of financing used by the 

sampled SMEs. This makes it impossible to distinguish between the proportion of formal sources of 

finance from the banking sector, trade credit and informal financing in the capital structure of SMEs. 

Although previous studies suggest a large proportion of SME financing comes from the trade credit and 

informal loans provided by larger SOEs (Qiu, 2007) it was impossible to verify this using the present 

dataset. Interview and survey research in the following chapters should assist in our understanding of 

importance of trade credit and informal financing to Chinese SMEs. 

Another limitation may arise from the quality of data used in the study. Although it was collected in 

line with the Accounting System for Small Business Enterprises, adopted by the Ministry of Finance in 

2004 to ensure greater conformance to international norms, there is an inherent possibility of 

inaccuracy in reporting. Although misreporting problems are common to all countries they are likely to 

be greater in China as a result of enterprises underreporting and misreporting their true financial 

position to government authorities to avoid excessive taxation and government interference (Gregory et 

al., 2000). This is likely to be more so for SMEs as they face less stringent financial reporting 

requirements under the Accounting System for Small Business Enterprises than is the case for larger 

enterprises under the Accounting System for Business Enterprises (Chindelity Consultancy, 2005). 

Commentators also note that although the existing set of accounting standards in China should have 

narrowed the gap between accounting issues between China and the West, the rigour of applying the 

accounting regulations in China may differ quite widely from province to province, and even from 

company to company (Lehman et al., 2010). Even with these limitations this study makes a valuable 

contribution to the literature due to the fact that large datasets on Chinese firms, like the one used in 

this study, are extremely difficult to gain access to, and few have been the focus of work in 
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international journals. 

This chapter also was unable to consider how a multitude of other factors influence on the financing 

decisions of SMEs due to limitations in the dataset. Previous empirical work confirms that managerial 

strategy, psychology and human capital are important factors that may determine the capital structures 

that SMEs evolve (Barton and Matthews, 1989; Cressy, 1995; Chittenden et al., 1996; Jordan et al., 

1998; Michaelas et al., 1999; Berggren et al., 2000; Romano et al., 2000; Cassar, 2004). As with 

network ties the extent to which these variables influence the capital structure of Chinese SMEs will be 

addressed in the following two chapters. 

4.9 Conclusion 

This chapter examined the determinants of the capital structure of a sample of 1539 private SMEs from 

Zhejiang province. Firstly, the background of this research was discussed and the theoretical literature 

related to the capital structure of SMEs examined. The empirical hypotheses were then developed 

based on the existing literature. Next, the methodology of this research was outlined. In the following 

section the empirical results were presented and the policy and managerial implications of the research 

findings discussed. Finally, the limitations of this research were examined. 

The findings suggest that Chinese SMEs rely on short-term debt financing to a far greater extent than 

SMEs in other economies, with long-term debt financing playing a limited role in their capital structure. 

Size, age, profitability and incorporation were found to have a significant impact on a Chinese SME's 

short-term and total capital structure, and age was significantly related to its long-term leverage. As for 

asset structure, a positive relationship was found with short-term and total leverage for limited liability 

enterprises whilst a negative relationship was found for sole trading enterprises. It is argued that these 

findings pertain to the nature of the Chinese context, where SMEs evolve, which has unique 

characteristics different from the developed world, and even from other developing nations. 

At first glance the results obtained seem to suggest that the capital structure of Chinese SMEs might be 

better explained by the lifecycle theory than both the pecking-order and static trade-off theories. 
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However, after further analysis the hypothesised determinants of the pecking-order theory seem to hold 

true for limited liability enterprises in the sample. This suggests that limited liability SMEs tend to 

organize their financing hierarchically, with a preference for internally generated sources of funds. 

The next chapter of this dissertation qualitative research will examine the reasons why private SMEs in 

China rely overwhelmingly on short-term financing, and explore the relationship between asset 

structure and capital structure that was found to be important in the sample. The extent to which 

managerial strategy, psychology, human capital and network ties impact on the financing decisions of 

SMEs, will also be investigated. 



100 

CHAPTER 5: CAPITAL STRUCTURE OF SMES: FURTHER INSIGHTS 
FROM INTERVIEWS 

5.1 Introduction 

In the previous chapter quantitative analysis of secondary data revealed a number of important findings. 

It indicted that sampled SMEs tended to rely heavily on short-term debt to finance their business 

operations in the period 2004 to 2005. Data analysis also established that the relationship between asset 

structure and leverage differed considerably between sole trading and limited liability enterprises in the 

sample. For both forms of legal organisation the relationship was significant; for sole trading 

enterprises it was negatively significant whilst for limited liability enterprises it was positively 

significant. This indicates the limited use of formal financing mechanisms by sole-trading enterprises 

in the sample. 

In this chapter semi-structured interviews with SME managers are utilised to gain a greater insight into 

the findings from the previous chapter. Interviews provide them with an opportunity to explore their 

personal experiences and first hand observations. They are asked a series of questions in relation to the 

financing of their business. These questions are designed to help ascertain the main factors that impact 

on the financing of SMEs. 

In order to effectively understand how SMEs choose between different types of finance it is important 

to ascertain the extent to which factors, other than firm-level financial variables, determine the capital 

structure of SMEs. Previous work suggests that financial theories alone may not provide a full 

explanation as to how SMEs are financed (Barton and Matthews, 1989; Matthews et at., 1994). 

Empirical studies in both developed and developing economies suggests that the network ties possessed 

by firms, in terms of its relationships with executives from other firms, government officials and bank 

officials, might influence its ability to access external finance from banks and other financiers (Uzzi, 

1999; Nguyen and Rarnachandran, 2006; Le and Nguyen, 2009). The literature also highlights the 

influence of managerial objectives, psychology and human capital on the financing decisions of SMEs 

(Barton and Matthews, 1989; Matthews et at., 1994; Cressy, 1995; Berggren et at., 1997; Cressy and 

Olofsson, 1997; Romano et al., 2000; Cassar, 2004). 
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Semi-structured interviews will provide greater insight into how these factors influence the capital 

structure of SMEs in the Chinese context. Although research has been conducted on the firm-level 

determinants of capital structure of SMEs in the developing economy context (Klapper et al., 2006; 

Nguyen and Ramachandran, 2006; Abor and Biekpe, 2007), and on large Chinese firms (Chen and 

Strange, 2005; Huang and Song, 2006; Li et al. 2006; Li et al., 2009, Bhabra et al., 2008), there does 

not appear to be any empirical work examining the impact of managerial strategy, psychology, human 

capital and network ties on SME financing in China. 

In this chapter the research questions are presented and the methodology introduced. Following this, 

the process of data analysis is outlined. Next the results are presented and discussion undertaken. 

Finally, the limitations of this chapter are examined and conclusions made. 

5.2 Research Questions 

A number of broad research questions were developed : 

" Why do Chinese SMEs rely so heavily on short-term financing compared to their counterparts 

in developed economies? 

" Why does the nature of the relationship between asset structure and capital structure differ 

between sole-trading and limited liability SMEs? 

0 How important are a firm's network ties, in terms of the firm's relationships with other 

economic actors including executives from other firms, bank officials and government 

officials, to the financing of SMEs? 

0 To what extent does political participation improve the ability of SMEs to access external 

sources of finance? 

" To what extent does building a good relationship with external financiers over time improve 

the ability of SMEs to gain access to external sources of finance? 

0 To what extent do the personal characteristics of owner/managers impact on how SMEs 

finance their business? 

0 To what extent do the strategic objectives of owner/managers impact on how SMEs finance 
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their business? 

After defining the main research questions it is important to select an appropriate means to address 

them methodologically. Semi-structured interviews are chosen as the research method. The semi- 

structured interviews in combination with existing literature would allow for the development of a 

theoretical model that could be tested via survey questionnaires in a subsequent chapter. The 

methodology of the semi-structured interviews is set out in the next section. 

5.3 Methodology 

53.1 Choice of methods 

In this chapter semi-structured interviews were adopted. In semi-structured interviews the researcher 

follows a main theme or set of questions but may vary the order in which the questions are asked, or 

may omit or ask additional questions depending on the particular circumstances of the interview 

(Saunders et al., 2003). 

Semi-structured interviews with SME owner/managers were chosen as they allow for greater flexibility 

than would be the case in a standardised interview format. Lines of thought identified by early 

interviewees may be incorporated into the interview process with later interviewees (Bryman, 2008). 

They also permit clarification and elaboration on the answers provided by the interviewee (May, 2001), 

allow for adaptation of the interview questions to the respondent's level of understanding (Fielding and 

Thomas, 2001) and provide a greater opportunity to get closer to, and build up a rapport with the 

respondents, assisting them in the provision of full and frank answers to the questions asked. 

Based on the research questions proposed in the previous section a number of broad interview 

questions were developed (see Appendix 1). This would allow the respondents to speak about the 

issues that were important to them. The questions served as a general guide to the areas to be covered 

during the interview rather than a rigid set of questions to be asked during the interview (Kvale, 1996). 

As the interview process went on the interview questions were updated to encompass the knowledge 

obtained during previous interviews. This allowed the interview time to be utilised effectively and 



103 

improved the efficiency of the interview process by helping the interviewer to save time in asking the 

questions in the most effective way (Kvale 1996). Prior to interviews being carried out the interview 

questions were translated into Chinese by a colleague bilingual in English and Chinese, who later acted 

as bilingual interpreter during the interview process. The translation of the interview questions was 

then checked by two other bilingual colleagues in English and Chinese for accuracy. 

At an early stage in the data collection process a pilot study was conducted in order to determine the 

face and content validity of the initial set of questions i. e. to identify any problems with the phrasing 

and nature of questions. This allowed the identification of relevant issues that had not been addressed 

and questions that participants may be reluctant to answer. The pilot study was conducted in the space 

of a month, and consisted of two interviews with SME owner/managers who did not make up part of 

the original sample. After conducting a pilot study the general order in which questions were to be 

asked was changed. Delicate subjects were left until the end of the interview by which time the 

interviewer should have been able to build up an atmosphere of trust with the interviewee (Rubin and 

Rubin, 2005). 

5.3.2 Sample selection 

Interview participants were selected from the dataset of enterprises used in Chapter 4. Due to the 

difficulties faced in approaching the participants directly intermediaries were used to contact a number 

of companies to request an interview. Although the use of intermediaries resulted in the use of non- 

probability sampling, the difficulties associated with using probability sampling when conducting 

research on Chinese SMEs meant that the chosen sampling method was appropriate in the 

circumstances. Without introductions from intermediaries in China it would have been extremely 

difficult to gain the trust and confidence of potential respondents due to the mistrust of outsiders and 

the limited experience of senior managers in participating in survey research. Previous research 

highlights the challenges faced in using representative sampling techniques in China (Zheng et al., 

2006; 2009). Two main intermediaries were used to gain access to the research participants; a 

government official and a local entrepreneur. Intermediaries were used to provide introductions to the 

research team and assure the respondents that replies would be voluntary and kept confidential. 
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All research participants were either the chief executive officer (CEO), chief operating officer (COO) 

or chief financial officer (CFO) of the enterprises. Care was taken to ensure that enterprises from a 

number of different industries were included in the sample of companies interviewed to ensure that the 

sample was as representative of the total population as possible. In total, 24 interviews were conducted 

with research participants from enterprises until it was felt that saturation point had been reached i. e. it 

was felt that additional interviews would not provide additional insights into how SMEs are financed. 

To gain alternative viewpoints on the research issues a bank manager and government official were 

also interviewed in addition to the respondents from industry. The bank manager had many years of 

dealing with issues regarding SME financing and the government official was head of the economic 

bureau charged with supporting the development of SMEs in the local area. It was felt that interviews 

with these respondents might help us to gain further understanding as to how bank and government 

policies impact on SME financing. 

533 Data collection 

As very few of the participants interviewed were fluent in English, an interpreter was relied upon 

during the interview process. The interpreter's role was to translate the research questions into Chinese 

and to translate the answers provided by respondents into English. When permission was granted, the 

interviews were recorded to allow for thorough analysis of what was said, and ensure that interview 

findings were not biased by failure to remember what was said during the interview process. Recording 

the interviews allows the data to be opened up to scrutiny from other researchers, assisting in 

counteracting accusations that the research findings may be influenced by the values and biases of the 

researcher (Bryman, 2008). Before interviews were conducted participants were asked to consent to 

the interviews being recorded. A promise was made to maintain the confidentiality of participants in 

any data collected during the interview process. Only one research participant (Respondent J) refused 

to give permission to have their interview recorded. For this interview, notes were taken by the Chinese 

research assistant to aid with later data analysis. 

When conducting interviews an atmosphere of trust and understanding was created to ensure 

participants felt comfortable in sharing their own experiences and opinions (Miller and Glassner, 2004). 
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To create such a climate it was important to build rapport with the interviewee. Patton (1990) 

highlights the importance of recognising the knowledge, experience and feelings of interviewees in 

building rapport. In order to build rapport the interviewer took care to find background information on 

the respondents and the firms they represented from the intermediary before the interviews were 

conducted. Care was also taken to give face to research participants. Strategies used to give face 

included lavishing praise on the interviewee and asking the interviewee to share his or her knowledge 

and experience with the interviewer. Care was also taken to maintain neutrality and avoid being 

judgemental during the interview (Patton, 1990; Miller and Glassner, 2004). 

The fieldwork was conducted during November 2008 over six whole days. Between four and six 

interviews were conducted on each day. The time spent interviewing respondents totalled 

approximately 15 hours. The interviews lasted between 25 and 50 minutes. A total of 26 interviews 

were conducted with respondents. Table 5.1 provides data on the participant firms and organisations 

and the job titles of the respondents. 

The issue of maintaining confidentially and protecting the identity of research participants is an 

extremely important part of any empirical research study. Before deciding whether or not to participate 

in the interview potential respondents were briefed about the research. They were informed that the 

interview data would only be used for academic purposes and that they would be guaranteed 

confidentiality. They were told the names of respondents and their organisations would not be 

identified in any research output. Consent forms were then obtained from the respondents who had 

agreed to cooperate in the research. Such guarantees of maintaining confidentiality ensured that 

respondents would be full and frank in providing sensitive information during the research process, 

knowing that their identity would be protected. It is believed the confidentiality of respondents was 

ensured according to the interviewees' wishes without compromising the integrity of the findings. 
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Table 5.1: Information on interview respondents 

Firm/ 
Respondent 

Industry Position 
of Respondent 

No of 
Employees 

Turnover 
(RMB) 

A Medical products CFO 300 500 million 
(retailer/wholesaler) 

B Gas supply (retailer) CEO 56 100 million 
C Construction CFO 60 400 million 
D Information technology CEO 15 15 million 

services 
E Construction materials CEO 200 60 million 

(manufacturer) 
F Electric fan (manufacturer) CEO 760 N/A 
G Machine (manufacturer) CEO N/A N/A 
H Real Estate CEO N/A N/A 

Textile (manufacturer) CEO 700 175 million 
J Construction materials CFO 400 120 million 

(manufacturer) 
K Machine (manufacturer) CEO 200 80 million 
L Pipe (manufacturer) COO 18 5-6 million 
M Pipe (manufacturer) COO 70 100 million 
N Steel structures CEO 100 20 million 

(manufacturer) 
0 Textile (manufacturer) CEO 86 10 million 
p Food processing CEO 45 10 million 
Q Textile machine CEO 47 7 million 

(manufacturer) 
R Machine tools CEO 30 5-6 million 

(manufacturer) 
S Steel (wholesaler) CEO 10 30 million 
T Automobile (retailer) CFO 30 60 million 
U Coal (retailer) CEO and CFO 7 30 million 
V Lighting (manufacturer) CEO 600 150 million 
w Machine (manufacturer) CEO 350 7.2 million 
X Food processing CEO 200 60 million 
y Government official Head of economic 

cooperation bureau 
z Bank official Branch manager 

As soon as each interview finished the recording was transcribed into Chinese by a research assistant 

who acted as interpreter during the interview process. Another research assistant checked the tapes and 

transcriptions for accuracy and edited when appropriate in discussion with the first research assistant. 

The interview transcripts \ ere then translated into English by the research assistants. The translations 

were then checked by another bilingual speaker for accuracy. Data analysis was carried out as soon as 

possible after each intern iew had finished to understand the emerging themes in the data which could 

be incorporated into subsequent interviews (Bryman, 2008). Research assistants were utilised during 

the transcription and translation process to ensure accuracy and subtlety in translation (Marshall and 

Rossman, 2006). 
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Care was taken to ensure the findings from semi-structured interviews were as valid and reliable as was 

possible. Validity can be understood as being concerned with measuring adequately what the 

researcher has intended to measure (Silverman 2001). The literature distinguishes between internal and 

external validity. A number of strategies were used to improve the internal validity of the findings. 

Feedback was sought from academic colleagues and from industry respondents in pilot interviews in 

the drafting of the initial interview script to help improve the face validity of the questions. The internal 

validity of the research was also improved by getting feedback from the key respondents during the 

interview process and after the transcription had been conducted. Care was taken to ensure that the 

interviews were recorded and the interview transcripts consistently and thoroughly analysed. Of the 26 

interviews conducted, all but one was recorded. 

External validity concerns the extent to which the findings from the research can be generalised to the 

wider population (Yin, 1994). A common criticism levied against qualitative research is the limited 

number of respondents makes it difficult to generalise the findings (Bryman, 2008). Care was taken to 

improve the external validity of the research by ensuring that the sample of firms chosen was as 

representative of the general population as possible and was diverse enough to suggest broader 

applicability (Miles and Huberman, 1994). 

Reliability can be understood as being concerned with the consistency and trustworthiness of the 

research findings (Bryman, 2008). Miles and Huberman (1994) state the main concern of reliability is 

whether the process of carrying out the research is consistent, stable over time and replicable using 

different researchers and methods. Issues of reliability also may arise in connection with the 

transcription and translation of the interviews, as to whether different interviewers will come up with 

similar transcripts and translations from the same interviews. To ensure that this research study 

conformed to the criterion of reliability great care was taken to carefully record the research procedures 

and review the research instruments. Research questions and coding categories were examined by 

academic colleagues and a number of key informants before their final utilisation (Miles and 

Huberman, 1994). Reliability was also improved through recording and careful transcription and 

translation of the interviews (Silverman, 2001). As previously mentioned translations were double 

checked for accuracy by more than one assistant bilingual in Chinese and English. 
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5.4 Data Analysis 

This section explains how the analysis of the interview data was undertaken. Coding was the main form 

of analysis used on the interview data. Coding has been defined as the attribution of keywords 

(categories) to a section of text to enable later identification and retrieval of the statement (Kvale, 

2007). Codes are tags or labels which allow for the assignment of meaning to chunks of text, which 

may be single words, sentences or whole paragraphs (Miles and Huberman, 1994). 

A thematic approach was adopted to attach codes to themes in the interview data (Ryan and Bernard, 

2003). The coding of the interview data began during the process of data collection, as soon as the first 

set of interview transcripts had been translated into English. The use of coding enabled quantification 

as to how often specific themes were addressed in the interviews and quick retrieval and examination 

of statements from across all of the interviews that refer to the same theme (Rubin and Rubin, 2005; 

Kvale, 2007). In this study the interview data was coded by hand. A decision was made not to code 

using computer programmes as coding by hand allowed better understanding and close examination of 

the interview data. The limited number of respondents also made the coding of the interview data by 

hand relatively easy than may have been the case with a larger amount of data. 

A mixed approach to coding was adopted. An initial starting list of analytical categories (codes) was 

developed prior to conducting the interview fieldwork. That list was based on the initial research 

questions and the literature (Marshall and Rossman, 2006). The starting list allowed the development 

of a category tree with which to analyse the interview data as it was collected and attribute codes to 

statements made by respondents in the interviews. Secondly, as the data analysis was carried out new 

categories of codes were developed to encompass themes that were uncovered during the process of 

analysing interview transcripts. In qualitative research it is important to ensure relevant issues emerge 

from the analysis of the data rather than simply deciding in advance the major issues that will be 

addressed (Patton, 1990). Once a new theme had been identified in the interview data a new coding 

category was developed. The new coding category was then applied to the data already coded. Coding 

of the data proved to be time-consuming. Great care was taken to ensure the analysis was undertaken to 

ensure that the analysis was as close to the data as was feasibly possible. 
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In total a number of 14 broad coding categories were developed. Figure 5.1 illustrates how the process 

of coding was undertaken. 

Figure 5.1: Process of data analysis 

Research questions 
Transcribe and translate 
interviews 

Initial categories developed from research 
questions and pilot interviews 

Check interview scripts for accuracy 

Draft of set of analytical categories/ 

yr 

Organise a category tree with which to analyse the data 

Apply categories 

cam' ý, 

Add new categories as they crop 
_ 

Check fit of categories with 
up in the process of anal sis data already coded 

Based on Arksey and Knight (1999) 

5.5 Presentation and Discussion of Findings 

5.5.1 Introduction 

In the following sections the main findings from interviews with key respondents are presented and 

discussed. The findings are separated into categories that were developed based on the research 

questions and uncovered during the intern ieww process. 

5.5.2 Internal financing 

The respondents "ere initially asked what sources are used by their firms to finance their business 

activities. Analysis of the interview data indicated that internal financing via investment of profits is 

one the main sources of financing for enterprises in the sample. Although analysis of quantitative data 

in Chapter 4 suggested the profitability of SMEs in this area of Zhejiang was quite low, discussions 

with SME owner/managers did not suggest this was the case. This may result from the fact that either 
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the interview sample was biased towards profitable SMEs or that SMEs typically under-report their 

profits to the government authorities. The importance of internal financing to the financing of their 

business operations can be illustrated by the following comments from a number of respondents: 

RB We have a surplus of floating capital, so we intend to invest the excess money we have. 

RC: Internal financing is very important of course. In our company, the profits are not 

distributed and reinvested at the end of the year...... internal financing accounts for 70 per 

cent (of our total fmancing). 

RD: Generally I use internal financing and bank financing just accounts for a small part of the 

total..... our internal funds are mainly from the original capital and profits. 

RO: Accumulation of profits is the main source of our capital. 

One of the respondents revealed his firm reinvested profits to fund the operating costs of the business 

and only used bank financing when expanding and investing in new projects. 

RK: We use our previous profits to invest in technical production. But as we increase the scale 

of the company and start new projects, we have increased the amount of bank financing. 

Two firms in the sample, firm R and firm S, revealed that they solely relied on accumulated profits to 

finance their business activities. When asked why they did not use external sources of finance they 

provided the following answers: 

RR: I have plenty of capital and don't need external financing any more. 

RS: Our capital is sufficient now... we don't need any financing at present. I just want to keep 

the business at its present scale and don't consider further development. 
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These comments suggest that firms with limited growth intentions and sufficient internal sources of 

finance will have less debt in their capital structure, confirming the findings from previous empirical 

work (Cressy, 1995; Michaelas et al., 1999; Berggren et al., 2000). 

Only one respondent indicated that his firm did not rely on internal sources of finance to fund 

investment. He stressed the limited growth opportunities of his firm meant there was little need to 

reinvest profits: 

RA: We don't accumulate a lot (of profits). We just use the original investment, bank finance 

and some credit finance 

The findings from interview data provide further support for the findings from the previous chapter and 

empirical work which demonstrates a negative relationship between profitability and leverage (Van der 

Wijst and Thurik, 1993; Chittenden et al., 1996; Jordan et al., 1998; Michaelas et al., 1999; Cassar and 

Holmes, 2003; Sorgorb-Mira, 2005). Although many respondents did not directly point out how their 

profitability influenced the capital structure of their business, those that did suggested that firms with 

greater access to internal financing via investment of profits tended to rely less on debt financing. Such 

findings support the assertions of the pecking order theory (Myers, 1984) which proposes that firms 

will only seek external sources of finance when they have exhausted all sources of internal finance. 

5.5.3 Bank financing 

When asked what sources of finance are used by their firms the overwhelming majority (83.3 per cent) 

of respondents confirmed the use of bank financing in their capital structure. Only a small proportion of 

firms (16.7 per cent) did not use any bank financing at all. The others used varying amounts of bank 

financing. Whilst some mainly rely on internal sources of finance and informal financing mechanisms, 

others rely heavily on bank financing. The respondents were asked to indicate how important bank 

financing was to the capital structure of their firm. A number of respondents indicated it was the main 

source of finance for their firms. 

RG: Bank financing is the main source of capital for our firm. 
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RH: 90 per cent of our financing is bank loans. 

RX: Our primary source (of financing) is bank loans... without their (the banks) support, it 

would not be possible for us to buy land and equipment, and to build a factory. 

Several respondents highlighted the critical importance of bank financing to the capital structure of 

their firms, revealing that other sources of finance are not sufficient to fund sustained business growth. 

RN: In the past we just needed a small amount of money, so we always borrowed from 

individuals. Now we need several million in capital, so we borrow from the bank. 

RP: We finance from the bank if our own capital is insufficient... it accounts for around 48 to 

50 per cent of our financing now. 

A small proportion of respondents in the sample (16.6 per cent) revealed that their firms use no bank 

financing at all. The following comments provided by respondents highlight a number of reasons for 

the lack of bank financing in the capital structure of their firms: 

RB: We have enough money to finance or business unless we decide to develop our business 

further. 

RD: We don't need a large amount of money from the bank 
... we mainly provide business 

services so we don't need too much money. 

RU: Borrowing money from the bank is so inconvenient. You should guarantee your debts by 

assets, and the procedure is long and inconvenient'. 

The above comments suggest that the availability of internal financing sources, limited investment 

opportunities and the difficulties faced in applying for finance from the bank may lead to the limited 
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use of bank financing by some firms in their capital structure. 

Overall the findings from analysis of interview data suggest that bank financing is becoming more 

widespread as a source of business financing for SMEs, especially those with limited liability. Over 90 

per cent of firms in the sample stated they were able to borrow money from the bank if they choose to 

do so. This seems to contradict previous work which suggests that private SMEs continue to face huge 

constraints in accessing finance from the banking sector (Farrell et al., 2006). 

5.5.4 Prevalence of short-term bank financing 

When the respondents confirmed the use of bank financing in the capital structure of their firms they 

were asked to indicate whether they borrowed mainly in the short or long-term. Their responses to this 

question seem to confirm the results of the previous chapter; that the overwhelming proportion of SME 

bank financing is short-term in nature. Out of the firms in the sample around 80 per cent had no or very 

little long-term bank financing in their capital structure. Only respondents from around 20 per cent of 

firms indicated the use of significant amounts of long-term financing in the capital structure of their 

firms. In this section the explanations provided by respondents for the popularity of short-term over 

long-term financing will be examined. 

The following comments made by respondents indicate that the complicated application and approval 

procedures are one of the factors that make it difficult for SMEs to access long-term financing from 

financial institutions. 

RE: Since last year the credit cooperative started to do project financing which is long-term. 

However the application procedure is very complicated. 

RQ: The procedure (of applying for long-term loans) is troublesome and you have to pay back 

the principal loan before the due date. 

RI: A three or five year loan is difficult to apply for. 
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The following comments made by the branch manager of a state-owned bank substantiate the views of 

respondents from industry, indicating that the relatively straightforward application and approval 

process for short-term financing compared to that of long-term financing leads to the limited use of 

long-term financing in the capital structure of SMEs. 

RZ: Generally, it is more complicated for firms to get long-term debt approval from the banks. 

It involves an evaluation process of the investment project and a market investigation. It might 

take around three to four months to complete this work. Hence, the application process for a 

short-term loan is comparatively simple and less time-consuming. Usually one month is 

enough. For these reasons, SMEs prefer short-term loans. 

She then went on to comment: 

RZ: I think the difference in the application process is the major reason. You know, firms 

prefer immediate money and banks prefer less work. 

The comments provided by a number of respondents indicate that many firms have no choice but to 

apply for short-term financing because their lenders do not provide long-term loans. 

RE: Banks don't provide long-term financing to us. 

RG: Generally the bank only offers short-term loans. 

RX: Banks only issue one-year loans. 

A number of respondents indicated that the type of financing used by their firms is determined by what 

the capital is needed for. The following comments reveal that banks only provide long-term financing 

for certain types of investment: 

RC: We mainly use short-term financing 
... long-term debt is used as project debt or real estate 
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operating debt. 

RK: There are two types of bank loans; one of them is for investment in long-term projects, 

and the other for liquid capital in the short-term. 

The following comments from a branch manager of a state-owned bank support the above comments 

indicating it is bank policy only to lend money for certain types of project: 

RZ: Generally, we only lend long-term money to firms for technology transfer, the purchase 

of land, building new factories, or purchasing equipment.. . As for the purpose of borrowing 

for daily operation expenses, such as buying raw materials, we prefer to lend in the short-term 

in the form of a working capital loan with a period of one year. 

A further explanation for the prevalence of short-term financing was provided by a government official 

who suggested that many SMEs rely on short-term financing because they did not invest in fixed assets, 

simply needing money to finance the daily operation of their business. 

RY: Long-term loans are usually used for investment in fixed assets, for example, building 

factories and buying equipments. As for short term loans, they are used to borrow money for 

the daily operation and production. 

Several respondents emphasized that the renewable nature of short-term debt means it is more like 

long-term debt in practice. 

RA: We mostly borrow in the short-term for periods of three, six or nine months. When the 

loans expire we renew them, so in actual fact the short-term debt is more like long-term debt 

in practice. 

RH: pur assets are used as collateral for short-term loans and the loans are renewed every 

time, so they are like long-term loans. 
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The following comments made by a government official suggest that SMEs, unable to access long-term 

financing from their banks, rely on short-term financing which they renew on a regular basis: 

RY: When a SME fails in getting adequate long-term financing from banks it may use its 

current capital to solve the financing problem and keep renewing its short-term loans regularly. 

Consequently, the proportion of short-term financing becomes larger. 

Although short-term financing was more prevalent than long-term financing in the capital structure of 

most firms, a number of respondents forwarded the opinion that they would prefer long-term financing 

if their bank was willing to provide it. 

RC: The longer period would be better for us so that we don't need to renew every year. 

However, banks may not be willing to lend for a longer period because it is risky. 

RP: It (long-term financing) would be better for us. Previously, I explained to the Banking 

Regulatory Bureau that paying back the principal loan every year increases the burden on 

enterprises. If the amount of principal is very huge, I have to borrow from friends, even from 

guarantee companies. Such a requirement may cause financial chaos. 

RX: Generally for enterprises, long-term loans are definitely more favourable. But now banks 

only issue 1-year loans, they do not issue long-term loans. 

A number of respondents explained the difficulties faced in having to renew short-term debt meant they 

would prefer long-term over short-term financing if it was available to them. 

RQ: Long-term financing is better because renewing debts is inconvenient for us. The 

procedure is troublesome and you also have to pay back the principal loan before the due date. 
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RV: When I renew the loan, I need to prepare money, say 10 million. I have to prepare ten 

million and deposit it in the bank as repayment. After two or three days, I borrow them from 

the bank again. You know, it's tedious. 

A preference for short over long-term financing was indicated by a number of respondents. The 

following comments underline the reasons why many firms do not seek long-term financing: 

RD: We prefer short term financing.. . we don't want to have too much debt and just want to 

develop steadily. 

RA: If it is for working capital, I think six months to one year is enough. 

RO: We do not consider long-term debt. Although the procedure is more difficult when debts 

have to be renewed every year, we feel less pressure because if we don't need so much money, 

we can return it to the bank earlier than required. 

RR: Generally we use short-term loans because long-term loans have a high interest rate. 

Although the overwhelming proportion of firms in the sample use more short-term than long-term 

finance, a small number of firms use more long-term than short-term finance in their capital structure. 

The CEO of one of these enterprises revealed that long-term financing from banks accounts for around 

two-thirds of his firm's total financing. He forwarded the following comment, explaining the 

prevalence of long-term financing in the capital structure of his firm: 

RK: For my company, we need long-term financing and long-term financing is more 

preferable. 

He went on to stress that his company was involved in a key project of the province lasting longer than 

two years and therefore was able to gain access to long-term financing from the banks. He mentioned 

that once the project had finished the following year all the debt will be transferred into short-term debt. 
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The above findings support the assertion that the majority of SME financing is short-term. The analysis 

of interview data indicates that this reliance on short-term financing results mainly from the apparent 

unwillingness of banks to lend on a long-term basis to SMEs. These findings support the conclusions 

drawn from previous empirical studies which suggest that in developing economies such as China with 

weak investor protection and a relatively underdeveloped financial sector banks tend to more risk 

averse, resulting in a preference to lend in the short-term (Demirguc-Kunt and Maksimovic, 1999; 

Booth et al., 2001; Fan et al., 2006). As a result enterprises are more likely to employ short-term debt 

than long-term debt in their capital structure. 

5.5.5 Asset structure and capital structure 

In the previous chapter analysis of firm-level data revealed a negative relationship between asset 

structure and both short-term and total leverage for sole-trading enterprises. This was in contrast to a 

positive relationship for limited liability enterprises in the dataset. It was suggested that one possible 

explanation for the lack of a positive link between asset structure and leverage for sole-trading 

enterprises was their widespread use of alternative financing mechanisms, in which fixed assets are not 

used as security for lending. Interviews with respondents confirm the widespread use of these 

alternative financing mechanisms by sole-trading enterprises in our sample who have limited access to 

formal financing mechanisms. 

The findings of the previous chapter also hinted that a firm's network ties might play an important role 

in allowing them to access external sources of financing, rather than fixed assets which have been 

found to determine capital structure in previous empirical work (Van der Wijst and Thurik, 1993; 

Chittenden et al., 1996; Hall et al., 2000; Cassar and Holmes, 2003; Sorgorb-Mira, 2005; Ortqvist et al., 

2006). The importance of network ties to SME financing is examined later in this chapter. 

It was hypothesised that another possible reason for a negative relationship between asset structure and 

capital for sole-trading enterprises might be the use alternative forms of security for bank loans other 

than fixed assets. In order to assess the use of alternative financing mechanisms respondents were 

asked what types of security were used when borrowing money from the bank. Respondents from sole- 
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trading enterprises in our sample forwarded a number of comments in response to this question, 

suggesting that in addition to fixed assets, sole-trading enterprises used a number of instruments as 

security for their banks loans including the personal assets of the owner/manager personal guarantees 

from shareholders and inter-firm guarantees. 

RD: We use personal assets, just our home. 

RN: We use both (firm assets and personal assets) but to a greater extent firm assets. I will 

even consider using it (an inter-firm guarantee) if we don't have enough assets as security for 

our debts. 

The branch manager of a state-owned bank confirmed that most banks accept both the personal assets 

of the owner/manager as well as company assets as security when lending to SMEs. She emphasised 

that few firms used personal assets as security as most business owners preferred to keep their personal 

property and firm assets separate. However, she indicated that sole-trading enterprises would be more 

likely to use personal assets as collateral and personal guarantees as security when borrowing from 

banks. 

A number of respondents use a combination of personal assets, fixed assets and inter-firm guarantees 

by their firms when borrowing from the bank. The importance of different types of security can be seen 

from the following comments. 

RI: Banks have different requirements, sometimes banks want collateral, sometimes a 

guarantee from friends is sufficient. 

RT: In the beginning we used personal assets and asked other companies to guarantee our 

debts. Now we also use company assets as security. 

RV: Generally, we use buildings as collateral. If it is not enough, we will use a guarantee. For 

instance, we may ask our business partners with good reputation and relationships to 
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guarantee for us. 

One respondent revealed than in addition to the use of firm assets as security he and the other 

shareholders of the firm provided personal guarantees as security. His comments illustrate the role 

played by personal guarantees in the ability of his firm to access finance from the banking sector. 

RE: If the company fails to repay the loans, our personal assets would be used as repayment. 

A number of firms use inter-firm guarantees in addition to their fixed assets as security when they 

borrowed from the bank. The importance of inter-firm guarantees to the external financing of SMEs 

can be illustrated by the following comments from a number of respondents: 

RK: The assets we use as security are not sufficient, so we need a guarantee for the remainder. 

Generally, companies guarantee each other's business. 

RM: If our assets are insufficient but we need more working capital, we will ask another 

company to provide a guarantee. 

RP: We will use guarantees from other companies if our assets are not sufficient. In the early 

stages of our development, we have used company guarantees. 

RQ: Generally we use company assets as security, but another company once provided us with 

a guarantee in the past. According to bank regulations, assets should be used as security for 70 

per cent of the debt, and guarantees from other companies can only be used as security for the 

remaining 30 per cent. 

The findings from analysis of interview data suggest that there might be a number of reasons to explain 

the existence of a negative relationship between asset structure and leverage for sole-trading enterprises, 

where the opposite is the case for limited liability enterprises. It was established that smaller sole- 

trading enterprises tended to make greater use of other forms of collateral including personal assets, 
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personal guarantees and inter-firm guarantees when borrowing from the bank than limited liability 

enterprises, which tend to use the fixed assets of the enterprises as security. 

5.5.6 Informal financing 

When asked whether their firms use informal financing the majority of respondents revealed that their 

firms made limited use of informal financing mechanisms at the present time. However, a number of 

respondents indicated that their firms had used informal sources of finance in the early stages of their 

development. 

A significant proportion of respondents (around 40 per cent) confirmed that they had borrowed money 

from friends and family in the early stages of business development. This can be evidenced by the 

following statements: 

RA: Our company used informal financing from individuals in its early stages, but doesn't use 

it today. 

RN: We borrowed money from friends and relatives in the past. 

A small number of respondents indicated that they still continued to finance their business through 

borrowing informally from friends and relatives. These respondents were amongst the smallest 

enterprises surveyed and predominantly sole-traders. The CEO of one of the smallest firms interviewed, 

revealed that his firm continued to borrow from relatives and friends as they had difficulties accessing 

bank financing. He emphasised that this method of financing was more flexible and sometimes even 

cheaper than bank financing 

RL: In the short-term, we pay them back when they need us to... we should pay interest to 

them but it is lower than that of the banks sometimes. 

The CEO of another sole-trading enterprise indicated his firm's reliance on informal sources of 
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financing from friends and family. 

RU: I use some of my own money and borrow some money informally from my friends and 

classmates. We don't use any bank finance ... The main source of finance is personal. 

Sometimes I borrow money from my previous leaders who trust me. 

Later on in the interview he stressed even though the interest rate when borrowing money informally 

was higher than that of the bank interest rate and his relationship with the bank was good, he still 

preferred informal financing over formal bank financing. In explaining this preference he remarked: 

RU: Bank finance is inconvenient. So many procedures should be handled and you also need 

to guarantee your debts. 

The following comments made by a government official indicate that the use of informal financing was 

common amongst firms in the early stages of their development but not appropriate for older and larger 

firms: 

RY: Talking about borrowing from relatives and friends, this is quite common, especially 

during the beginning stage of enterprise development, since it is hard for SMEs to get 

adequate money from banks at that time.. . This kind of borrowing cannot meet the capital 

requirements for a SME when it enters the development stage. It has to finance through other 

channels. 

Although the use of informal financing via family and social networks was relatively widespread very 

few respondents admitted borrowing informally from underground financing institutions such as 

guarantee companies and credit networks. One respondent commented that his firm had used such 

types of informal financing, but only as a last resort, in times of financial hardship. 

RE: If you really have difficulties in formal financing, you have no choice but to turn to 

informal channels. There was a time when we were in great difficulties as we had to repay our 
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bank loans. We borrowed 0.2 million informally at an interest rate of 5 per cent for three days. 

According to a government official the use of underground financing mechanisms by SMEs is not 

widespread. He commented that firms only resort to this type of financing in the very short-term. 

RY: In most cases, SMEs borrow informally for short-term needs. For instance, if a SME has 

to repay millions of bank loan at the end of this month, it may borrow informally to meet that 

obligation and pay it back immediately after it receives the renewed bank loan the next month. 

One respondent indicated that the use of informal financing is less common today than it was in the 

past due to the increased ability of enterprises to access formal financing mechanisms: 

RC: Informal financing is less important today, because the procedure of financing is handled 

more and more regularly. 

The branch manager of a state-owned bank suggested that informal financing was widely used in 

underdeveloped parts of the country, but only to firms shut out of formal financing. 

RZ: Although informal financing is quite common nowadays, it is still only popular in less 

developed areas and among companies that cannot borrow money from banks. Companies 

with good performance will always choose bank fmancing over informal financing. 

A government official indicated that the phenomenon of informal financing was more popular in some 

areas of his province than others. He added that despite the use of informal financing most firms rely 

on formal financing mechanisms. 

RY: The situation varies among different cities. The phenomenon is more severe in Wenzhou 

and Taizhou because most of SMEs there are private enterprises while SMEs here are 

transformed from collective and township enterprises, which are usually larger than private 

enterprises in scale. Hence, underground markets account for a smaller percentage of total 
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finance in Shangyu, Shaoxing, and Ningbo. The main financing channels are still formal. 

The findings from the interview data seem to suggest the limited reliance of firms on informal 

financing mechanisms, especially by the limited liability enterprises in the sample. These findings seem 

to contradict the results of previous empirical studies which estimate that around 30 per cent of SME 

financing in the East of China came from informal sources (OECD, 2005). However, the findings 

indicate that in the initial stages of enterprise development informal sources of financing, especially 

those which involve borrowing from family and social networks, were important to a number of 

enterprises in the sample. 

5.5.7 Financing via employee loans 

A small number of firms borrow directly from their employees to finance their business activities. This 

allowed them to obtain capital in the short-term with relatively ease and flexibility. The following 

comment illustrates the importance of this financing source to one of the firms in our sample: 

RE: We use internal financing from employees sometimes by providing a higher interest rate 

than that of banks... Currently we use 19 million RMB of bank loans and 4 million RMB of 

internal funds. 

5.5.8 Changes in the financing behaviour of SNIEs 

When asked whether the financing behaviour of their businesses had changed over the last ten years 

respondents gave varied answers. A number of respondents indicated that they now borrow money 

from the bank, whereas in the past they relied mainly on informal sources of financing. 

RD: I would borrow money from my friends and pay them back. However, we no longer use 

this informal financing now. 

RL: In the beginning we used our own money and borrowed some from friends and relatives. 

Today we use bank financing and reinvest accumulated profits. 
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RN: In the past we just needed a small amount of money, so we always borrowed from 

individuals. Now we need several million in capital, so we borrow from the bank. 

RV: At first we used our own money or borrowed from relatives... now, we use only bank 

financing. 

One respondent highlighted how important bank financing had become to his business over the last 

decade. 

RH: Only 30 per cent of our funds came from banks ten years ago. Now its 90 per cent. 

The following comments from key respondents suggest that the increased competition in the banking 

sector has led to greater access to finance for SMEs: 

RC: We mostly used informal financing, and borrowed money from friends and enterprises 

with which we had a good relationship. Besides we had a certain amount of bank financing 

but not too much.. . bank financing is easier than before, mainly because there were fewer 

banks, all owned by the state in the past, but there are many commercial banks nowadays. 

RG: We only used the four big state-owned banks in the past, but now we can choose to 

borrow money from joint"venture commercial banks. 

The interview data suggests that the liberalisation of the financial sector in China has made it easier for 

SMEs to borrow from banks than was the case in the past. This seems to contradict the findings of 

recent work that suggest that private SMEs continue to face huge constraints in accessing financing 

from the banking sector (Farrell et al., 2006). 

5.5.9 Network ties and S1fE financing 

The previous literature suggests that the network ties of the SME owner/manager may provide them 
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with greater ability to access external sources of financing (Uzzi, 1999; Nguyen and Ramachandran, 

2006). In the following sections the importance to firms of building strong relationships with other 

firms, political officials and bank officials will be examined. 

5.5.10 Financing via business networks 

When asked how important other firms were to the financing of their businesses a number of 

respondents illustrated that the provision of loans and financial guarantees from other firms within their 

business network had a significant role to play in their business financing. 

RD: In the past ... I preferred to borrow from other companies because I had a good 

relationship with them based on long-term trust. 

RF: Keeping a good relationship with other firms, especially with suppliers and customers is 

very important. Sometimes, we borrow from each other or guarantee for each other. 

RN: (The relationship with other firms) is important to us, an example is the inter-firm 

guarantee... I will use it if we don't have enough assets as security for our debts. 

Financing via business networks was especially important to the short-term financing needs of some 

firms, especially when paying back loans to the bank. A number of firms sought inter-firm financing as 

a stop-gap measure during the process of renewing loan agreements with their banks. This can be 

illustrated by the following comments: 

RO: We can borrow from them (other firms) when our bank loan is due but we don't have the 

necessary capital to pay on time. 

RP: We help each other. I borrow money from them (other firms) when my debts become due. 

One respondent highlighted in greater detail the critical role played by financing via inter-firm 
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networks to the survival of his business. 

RI: Occasionally for some small amounts, we will lend or borrow between enterprises... when 

we run enterprises, we work as a group of enterprises and we guarantee each others' loans. 

Therefore none of us will go out of business. 

Another respondent from the real estate industry highlighted the importance of inter-firm networks to 

the financing of construction projects in China: 

RH: Sometimes we borrow from other companies... the relationship with our partners is quite 

important, especially when we do a big project together... after the project has started, we 

borrow from banks jointly in the form of project debt. 

The analysis of interview data suggests that inter-firm financing plays a significant but somewhat 

limited role in SME financing for enterprises in our sample. A number of respondents highlighted the 

importance of relationships with other firms to the financing of their business. Several firms revealed 

they had used inter-firm guarantees when they had insufficient assets to pledge as security. Other 

respondents indicated they had borrowed money from other fines in their business network in times of 

financial difficulties. 

5.5.11 Trade credit 

When asked how important trade credit was to the financing of their businesses respondents gave a 

wide range of answers. The importance of trade credit seemed to vary quite considerably between firms 

in different industries. The importance of trade credit to several of the firms can be seen from the 

following comments. 

RA: We have large amount of trade credit with our suppliers and our customers with us. 

RV: Seventy or eighty percent of my suppliers usually give us two to three months to clear the 

payment... it's a buyers' market now. So trade credit is a kind of marketing. 
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RX: In our company, for distributors, we ask for prepayment. Goods will be delivered one 

week after the payment. We settle with our suppliers one month after delivery, usually 30 or 

45 days. 

One of the respondents interviewed pointed out his firm relied exclusively on trade credit for external 

financing. 

RB: As we have a good reputation, we get trade credit when we purchase from Zhenghai 

Refining and Chemical Co and BP (our main suppliers). We don't need to pay the first 1.5 

million RMB on all business with BP. They provide us with a similar amount of trade credit 

all year round. 

Another respondent highlighted the importance of trade credit from his largest customer, a UK firm. 

RE: This really helps us in financing. We may experience great difficulties if we didn't have a 

customer like the UK company... trade credit is important. 

In direct contrast to the above evidence a one respondent commented that trade credit was not 

important to the financing of his business. 

RO: We have no accounts payable. We pay in advance when we purchase equipment and 

material because we hope to get them at the lowest price. 

Other respondents indicated that their firms only relied on trade credit to finance their business when in 

serious financial difficulties: 

RK: This is a rare situation (use of trade credit), but sometimes it happens. For example, it 

happens when the.. . company has cash flow problems. 
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RQ: Sometimes we have a problem with working capital, and we need to be paid in advance, 

but it happens infrequently. 

The above statements indicate that trade credit is a significant source of financing for a significant 

number of the enterprises in our sample. This confirms the findings of previous studies in the Chinese 

context which suggests that trade credit is used by firms who are shut out of the formal credit markets 

(Cull et al., 2007; Ge and Qiu, 2007). The results indicate that without trade credit, financing 

difficulties may impact on the ability of a small but significant number of firms to develop and prosper. 

5.5.12 Political relationships and financing 

When asked how important relationships with government officials were to the financing of their 

businesses the respondents provided a variety of answers. Several respondents emphasized the 

importance of the government relationships to firm success in China. 

RI!: I think it's crucial to maintain a good relationship with the government in China... not 

only banks but all the resources belong to the government... we need to pay great attention to 

our relationship with government. 

RI: When running companies in China you cannot ignore the relationship with government. 

Basically the government and enterprises are not autonomous... it (the relationship with 

government) is important to our business. 

It was the view of a significant number of respondents that government support is an influential factor 

in determining the ability of SMEs to access financing from the banking sector. The following 

comments made by a CEO of a sole-trading enterprise suggest that relationships with government 

officials may lead to improved access to bank financing for SMEs: 

RD: You must have a good relationship with some officials in China. For example, a friend of 

mine who needed bank financing but had some difficulty asked for my help in introducing 
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him to an official. In China, relationships are more important than reason and law. You can 

know more people through officials. 

Two respondents highlighted the importance of relationships with government officials in gaining 

access to financing to support projects their firms were involved in. 

RA: When we have a project where we need to raise extra money the relationship with 

government is important. 

RC: We are a construction company, so lots of procedures must be completed such as 

applying for a builder's licence and a builder's presale permit. So we should keep a good 

relationship with the government. It allows us to deal with the procedures quicker. 

Another respondent indicated the support provided by government officials was crucial when applying 

for a loan from the bank. 

RX: At first, I asked for a loan of 50,000 RMB. At that time, they (the bank) did not know 

much about us and refused to lend, even though 50,000 RMB was not a large amount. Later 

we managed to borrow it with the guarantee of an officer in the town government. 

He then went on to reveal the generous financial support the local government provides for firms in the 

agricultural sector. 

RX: Each year, the government of the city awards us 400,000 to 500,000 RMB, the 

government of the town awards us 70,000 to 80,000 RMB. Besides, the Technology Bureau 

awards us and other projects in the province. The government offers strong support for our 

company. The total amount of awards is at least 600,000 to 700,000 RMB each year. We get 

money for nothing. We take it and never need to pay back. 



131 

He also outlined the support national government provided SMEs during the financial crisis. He 

revealed the national government had reduced interest rates, encouraged greater communication 

between private firms and banks, encouraged banks to issue more loans and asked banks to defer 

repayment of loans for firms in financial trouble. 

The CEO of one firm revealed he was the secretary of the local Communist party committee. When 

asked whether political participation helped to improve the ability of his firm to access external 

financing he forwarded the following comments: 

RG: Yes, it helps you to a certain degree. We have a good social position. 

Several respondents highlighted the vital role played by government officials in enabling firms to build 

effective relationships (guanxi) with their banks. 

RI: Sometimes when you have some projects, the government will help you to negotiate with 

the banks. 

RP: The government has given us great support to communicate with the bank. In the early 

stages of development the government helped us a lot.. . private companies cannot survive 

without the help of government... the government gives us some help in relation to financing. 

If we don't know the bank officials, they can provide us with an introduction. 

RW: If a company has favourable guanxi with government, it can also build effective guanxi 

with banks. Within the interaction between companies and banks, it is possible that 

government reinforces guanxi between the two. From this perspective... companies should 

put government relationships first, and relationships with banks second. If government is not 

considered initially, your guanxi with banks may not be very effective. Putting government 

first and banks second, means that their support can be effective. 
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RX: The government functions as a bridge between banks and enterprises. It builds the bridge 

and introduces one party to the other. Generally, presidents of banks should have good guanxi 

with government. They need the help of government. 

RZ: The government... has a role to play in establishing some platform to help banks and 

firms to communicate with each other. 

The above comments indicate that the government may have an important role to play in bringing bank 

officials and firms together. In this way government support of individual firms may lead to greater 

access to bank financing for SMEs. 

One respondent explained in some detail the role played by government officials in facilitating lending 

from banks to SMEs. 

RX: I once wanted to build guanxi with ... CITIC Bank. I did not know anyone there, as I had 

no guanxi with the president or anyone else. At that time, Secretary Hong, bridged the gap. In 

March last year, he organised a seminar between banks and enterprises. He invited presidents, 

vice presidents and client managers of banks, as well as the outstanding enterprises, to 

the ...... government offices. The enterprises were asked about the difficulties they faced and 

whether they were short of money. We had the opportunity to consult with and meet the banks. 

Then after meeting the banks they would evaluate the conditions of the company. As these are 

very good companies, banks would provide a loan if the company had suitable property; if not, 

the business itself could be a guarantee. 

Another respondent revealed that the local government in his area had provided direct financing to a 

local commercial bank in order to support lending to SMEs. 

RE: Shangyu has put 50 million RMB in Shaoxing Commercial bank who promised to lend 

0.5 billion RMB to SMEs. The 50 million is used as a risk fund and kept by the bank. The 

government gave a list of SMEs or industries that have priority in borrowing money. 

Despite evidence to suggest that relationships with government officials continue to play an important 

role in allowing firms to access bank financing, a number of respondents suggested that such 

relationships are becoming less and less important to the financing of SMEs. The following comments 
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indicate that the government plays more of a limited role in the financing of private SMEs than was the 

case in the past. 

RB: The role of government today (in financing) is less and less as banks have the 

responsibility to provide financing themselves. 

RE: Generally, local government... has little influence on banks nowadays...! think it plays a 

less and less important role in financing... Banks have transformed their ownership. They 

appoint the directors themselves. 

RK: Generally speaking, the government is not involved in the financing of private enterprises. 

Only for some big projects, the government will coordinate financing... Most of the 

enterprises get financing based on their own credit and their relationship with banks, so 

government participation is not normal. 

RQ: The government acts as a supporter, but provides no practical help. Nowadays, banks 

consider more carefully than you think. If the company is not good they will not lend you 

money. 

The comments of a bank official seemed to confirm these viewpoints. When asked whether the 

government played a role in the lending process she emphasised that the government had no direct 

influence over individual decisions to grant credit. 

RZ: Banks are enterprises now and the management system is vertical which means we are 

not affected by local government-the government does not directly influence our decision 

whether or not to lend. 

Some respondents said the relationship with government had no role to play in the financing of their 

businesses. When asked how important the relationship was with government to their business 

financing the following answers were provided: 

RL: It is not so important, the government doesn't care about us. 
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RN: It is not so important for small companies. Small companies mainly rely on the support of 

banks and their productive ability. 

RO: It is not so important, we mainly depend on the strengths of our company. 

These responses seem to suggest that the enterprise performance is more important than relationships 

with government in determining which SMEs get access to credit from the banking sector. 

Interview data suggests the government has little direct influence over deciding which enterprises 

would get access to credit from the banking sector. It is apparent that the decision to grant credit is 

taken at the bank level and is generally dependent on the financial performance of the individual 

enterprise. The analysis of interview data clearly demonstrated that government influence over credit 

allocation at a micro-economic level is much more limited than was the case in the past. This confirms 

the findings of previous research which indicate the role played by social relationships (guanxi) in 

financing is declining in importance (Fock and Woo, 1998; Guthrie, 1998; Tsang, 1999; Hutchings and 

Murray, 2002; So and Walker, 2006). 

Despite the fact that the influence of government officials over credit allocation was decreasing, it was 

clear from the interviews that the government still had an important role to play in the financing of 

SMEs. A number of enterprises in the sample highlighted the importance of their relationships with 

government officials to the financing of their enterprises. Government officials, in many cases, act as a 

bridge between enterprises and banks. 

5.5.13 Bank/firm relationships and financing 

The respondents were asked how important the relationship with their banks was to the financing of 

their businesses. A number of respondents indicated that a strong relationship with their bank increased 

their ability to access adequate financing. Typical comments provided highlight the importance of the 

bank/firm relationship in SME financing: 

RW: If we want to develop rapidly, by leaps and bounds, then it is definitely not sufficient to 
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rely solely on internal sources of finance. If you want to develop, you will need the effective 

help of banks... (My company) is considering some issues, such as how to develop, and how 

to establish our own original business lines. These business lines cannot be successful without 

the credit relationship and the comprehensive support from banks. This is unavoidable. We 

cannot do it without banks. 

Several respondents suggested what firms might do build effective relationships with their banks. The 

importance of communicating with the banks was highlighted in a number of interviews. 

RN: You should market your brand and organizational culture to the bank. Let banks trust you 

and keep in touch with them. Sometimes you need to invite them to come to your company to 

see its real situation and treat them as friends. 

RX: We should try to know more about each other, and keep communicating. If you have any 

concerns, you should discuss with banks in advance.. . if you have the intention to invest or to 

do other things, you should communicate in time and banks will support you. Otherwise when 

you are short of money and in a bad situation, and you ask for loans at that time, banks may 

not be willing to issue the loans. Communication should be conducted in advance. 

A significant number of respondents forwarded the opinion that the most important criteria for the bank 

when deciding whether or not to lend money to a firm was the financial position of the firm and not 

simply whether the fine had a good relationship with bank officials. Several respondents suggested that 

firm reputation and repayment history were the main criteria used by banks when deciding whether or 

not to grant credit. When asked how their firms built a good relationship with their banks respondents 

forwarded the following comments: 

RP: Reputation and prompt payment of the loan are extremely important. We just need to pay 

our interest into the bank account when the debt becomes due, or we can pay in cash the 

following day. Actually, the banks trust you when they lend you money, so you do not need to 

do anything else to build a relationship with them. 
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RQ: We believe the good relationship between the bank and our company is built on good 

reputation and creditability. 

A branch manager of a state-owned bank when asked whether a firm may find it easier to access bank 

financing if they have a personal relationship with bank officials made the following comments: 

RZ: Such circumstances do exist. However, the major criterion is the performance of the 

applicant, especially the financial performance. Companies that have personal relationships 

with us may enjoy priority if they measure up. But if they fail in meeting the basic 

requirements, I don't think that personal relationship work. 

A number of the respondents revealed how they were able to build a good relationship with the bank 

after being introduced by a third party intermediary. The intermediary played a critical role in vouching 

for the reputation and creditworthiness of the business to the bank. In some cases the intermediary was 

a government official, in other cases it was a customer or supplier with which the firm had a strong 

business relationship. The following comments highlight the role of intermediaries in the development 

of bank/firm relationships: 

RT: Generally we build a relationship with the bank after an introduction from a third party. 

The bank officials then visit our company to see whether the company is profitable. 

RP: The government has given us great support to communicate with the bank ... if we don't 

know the bank officials, they can provide us with an introduction. 

It was clear from the interviews that the bank/firm relationship was an important factor in determining 

its ability to access debt financing from the bank. This is in line with previous research in the 

developing economy context which found a positive relationship between the importance placed by 

firms on building relationships with banks and their leverage level (Nguyen and Ramachandran, 2006). 
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5.5.14 Control aversion of owner/manager and financing 

One reason commonly given for the reluctance of SMEs to rely on external sources of finance is the 

desire of owner/managers to maintain independence and control over the decision-making in their 

enterprise (Harvey and Evans, 1995; Hutchinson, 1995). When asked whether the majority shareholder 

would be willing to give up control of part of the company in return for investment from an outside 

partner respondents provided mixed answers. 

Interviews with several respondents suggest that control-averse owner/managers are less likely to 

accept external financing, especially those that involve a sale of equity to outsiders. 

When asked whether the owners of their firms would be willing to give up a stake of the business in 

return for outside investment to finance growth respondents provided the following answers: 

RT: I don't think they (the owners) will do this. 

RC: The owners don't need to do this, as they want to keep absolute control in the family. 

RD: In the past we have had offers (from outside partners) but we have never accepted them. 

RU: No, I don't want it. 

A significant proportion of respondents indicated their firms' willingness to take on new shareholders 

if it meant increased financing for their business. When asked if they would be willing to sell a part of 

their business to an outside investor in return for quicker expansion of their business respondents 

provided the following answers: 

RG: We are willing to (seek new shareholders). I believe this is the only way our company can 

become stronger and bigger. 

RI: I will give up a proportion of the shares now to a prospective partner. 
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RR: I am willing to (involve new shareholders) if they have high technology to give to the 

business. 

RV: Yes, absolutely, if there is a chance. 

RW: You asked about the possibility of forming joint ventures with big companies, I would be 

very glad to do so... cooperation or a joint venture with big companies, a large investment or 

public offering. .. all of these options will be taken into consideration. 

RX: Yes, it will be OK. 

On respondent indicated he was actively seeking cooperation with outside partners in order to gain 

financing for his business: 

RE: We are focusing on the cooperation with the UK company, hopefully we will become a 

joint venture. If we want to maximise our profits, our firms should join together. 

Another respondent revealed he was in negotiations with a foreign venture capital firm to sell a stake in 

his firm in return for equity investment. He pointed out the investment by a venture capital firm would 

be a prelude to listed on an overseas stock exchange. 

RK: If it benefits both sides then that (the deal) would be agreed. 

The answers provided by key respondents in the sample suggest that the owner/managers of SMEs are 

not as control averse as has been implied from previous empirical work (Harvey and Evans, 1995; 

Hutchinson, 1995; Berger and Udell, 1998). The lack of control aversion was most obvious in growth- 

oriented firms. For these firms, their owner/managers recognised the importance of attracting external 

finance to fulfil their growth potential and ensure their long-term survival. 
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Answers provided by a number of key respondents indicate that SME owner/managers who exhibit 

control aversion are less likely to rely on external sources of debt to finance their business activities. 

This supports the findings of previous empirical work (Harvey and Evans, 1995; Hutchinson, 1995) 

suggesting a negative relationship between control aversion and use of external financing. 

5.5.15 Strategic objectives and financing 

There is a body of previous literature to suggest that the strategic objectives of SMEs impact on how 

they finance their business activities (Barton and Matthews, 1989; Cressy, 1995; Chittenden et al., 

1996; Jordan et al., 1998; Michaelas et al., 1999; Berggren et al., 2000; Romano et al., 2000; Cassar, 

2004). Respondents were asked to outline the major strategic objectives of their business and how these 

impact on the financing of their enterprise. 

A number of respondents revealed that the main strategic objective of their business was growth. The 

analysis of interview data indicated that firms with significant growth intentions tended to rely to a 

greater extent on external financing. The following comments provide evidence of such a link: 

RN: We must use bank financing because the accumulation of internal profits is too slow ... we 

want to be number one in our industry in China. 

RK: As we increase the scale of the company and start new projects, we have increased the 

amount of bank financing.. . we will try to increase our sales.. . and be listed within five years. 

In contrast, firms with limited growth intentions relied to a lesser extent on external sources of debt 

financing, content to finance their operations internally through reinvestment of profits. Several 

respondents with limited growth intentions pointed out that their firms had limited use of debt in their 

capital structure. 

RD- We just want to stay roughly the same size ... we don't want to have too much debt and 

just want to develop steadily... generally I use internal financing. 
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RR: I don't want to enlarge my business.. 
. now I have plenty of capital and don't need 

external financing any more. 

RS: I just want to keep the business at its present scale and don't consider further 

development... We don't need any external financing. 

These results support the findings of previous empirical work, which establishes a positive link 

between growth intentions and leverage (Cressy, 1995; Michaelas et al., 1999; Berggren et at., 2000). 

The findings suggest that firms with growth intentions will place greater emphasis on seeking external 

sources of finance, especially bank financing, when internal financing is inadequate and work harder to 

build up strong relationships with outside financiers. 

A summary of the interview findings are provided in Table 5.2. 
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5.6 Summary of Key Findings 

The findings of this chapter provide further support for the pecking-order theory indicating that firms 

typically finance via internal sources before seeking external sources of finance. Bank financing was 

used by a large proportion of enterprises, but most lending was done in the short-term due to risk 

aversion on the part of the lending institutions. This chapter also helped us to understand why there was 

a negative relationship between asset structure and capital structure for sole-trading enterprises in the 

previous chapter. Sole-traders made less use of asset-based financing than limited liability firms, 

relying to a greater extent on trade credit and informal financing. When lending from the bank they 

typically use alternative forms of collateral such as personal guarantees and personal assets in addition 

to the fixed assets of the firm. 

Limited reliance on informal financing mechanisms, especially by limited liability enterprises, was also 

evident from data analysis. Firms only borrowed informally via the social and familial networks of the 

owner/manager in the early stages of their growth. However, trade credit and financing via business 

networks continue to play an important role in business financing for many enterprises. 

As regards the role of government in SME financing, data analysis revealed that the government 

authorities have little direct influence over the granting of credit to private SMEs by financial 

institutions. Lending decisions are taken by bank officials and tend to be dependent on the financial 

performance of the individual enterprise. However, government officials play an important role in 

acting as a bridge between private SMEs and financial institutions. They are able to vouch for the 

creditworthiness of the individual enterprise and provide introductions to bank executives, smoothing 

the process of seeking bank financing. 

Finally the control aversion of SMEs owner/managers was an important factor influencing their 

financing decisions. Control aversion on the part of owner/managers seemed to have a negative 

influence on their willingness to seek external financing. 
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5.7 Policy and Managerial Implications 

The research findings of this chapter provide some important implications for policy makers in China 

looking to support the development of SMEs. They suggest that the government can play an important 

role in acting as a bridge between SMEs and financial institutions to facilitate greater lending to SMEs 

in their local area. Government should consider developing forums in which bank officials and SME 

executives are provided with an opportunity to meet each other in an informal setting. This should 

improve the ability of SMEs to build social capital and strengthen their corporate reputation with 

financial institutions. This is especially relevant for sole-trading enterprises, characterised by high 

levels of asymmetric information. Government officials might also work proactively to encourage 

financial institutions to give sole-trading enterprises improved access to financing. 

The research findings also have implications for managers. They should consider working hard to build 

networks ties with other economic actors as an important part of their business strategy. Analysis of the 

interview data indicates that firms with strong relationships with bank officials, government officials 

and executives at other firms find it easier to borrow formally from financial institutions, as well as 

gaining access to other scarce resources. There are a variety of ways in which firms can build network 

ties. Firstly, owner/managers might consider joining a business association in which they can develop 

relationships with other entrepreneurs and government officers. They might also consider seeking 

membership of the Communist party in order to increase legitimacy and support. SMEs might also 

consider investing time and effort in developing close working relationships with financial institutions 

in order to improve access to debt financing. They should recognise the need for frequent 

communication and the importance of disclosing financial information on a regular basis in order to 

build up trust and reduce asymmetric information between themselves and their lenders. 

However, the findings suggest that network ties alone do not guarantee access to external financing. 

The interview data revealed that financial performance of the firm is the main criteria used by financial 

institutions when deciding whether or not to grant credit to the SME. Firms must also take great care 

not to become over-indebted to entities with which they have social relationships. The network ties 

possessed by a firm might be a liability if it is unable to reciprocate favours provided by another 
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individual or organisation within their social network (Gu et al., 2008). 

5.8 Limitations and Suggestions for Future Research 

As with the previous chapter, the main limitation that results from this chapter concerns the extent to 

which its findings can be generalised to other firms within Zhejiang Province and across China. 

Interviews with key respondents from SMEs in different geographical locations could be undertaken to 

assess the robustness of the findings. Such replication efforts could be easily undertaken with sufficient 

time and access to participants. In the next chapter the findings from this chapter will be used to 

develop and test hypotheses through the distribution of a survey questionnaire. This will reveal whether 

the interview findings are generalisable to the wider population. 

Another limitation of this chapter is the potential bias towards successful firms in the sample. As 

intermediaries were used to introduce key respondents it is suspected that highly profitable and well 

performing firms might have been over represented in the sample and that firms who are facing 

financial difficulties might have been less interested in talking to the research team. 

5.9 Conclusion 

This chapter identified and analysed the factors which influence the capital structure decisions of SMEs 

through semi-structured interviews with key respondents from 24 SMEs from one area of Zhejiang 

Province. Additional interviews were also conducted with a government official responsible for 

promoting SME development and a bank official from the same area to gain a deeper understanding of 

the factors which impact on how SMEs are financed. 

In the first section of this chapter research questions were developed and the methodology presented. 

The process of data collection and data analysis was then outlined. Next the results were presented and 

discussion undertaken. Finally, the limitations of this chapter were examined and conclusions made. 
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In the following chapter a theoretical model will be developed based on the discussion of findings from 

this chapter and the previous literature. The model will then be tested by analysing data collected 

through the distribution of a survey questionnaire. 
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CHAPTER 6: RECONCEPTUALISING THE CAPITAL STRUCTURE OF 
SMES: TOWARDS AN ALTERNATIVE THEORETICAL FRAMEWORK 

6.1 Introduction and Theoretical Background 

This chapter investigates the extent to which factors, other than those posited by financial theories of 

capital structure, can assist in explaining the capital structure decisions of Chinese SMEs. In the 

previous chapter semi-structured interviews were utilised to help explain the factors which influence 

their financing decisions. Its findings indicated that financial theories alone might not fully explain how 

Chinese SMEs are financed. On the basis of these findings and the literature presented in Chapter 3a 

theoretical model, which examines the relative importance of managerial factors on capital structure 

decision making, is developed and empirically tested through the distribution of a survey questionnaire. 

Specifically, it examines the relative influence of the business objectives, psychology, human capital 

and network ties of owner/managers on the financing decisions of firms in the SME sector, and helps in 

the development of a theoretical framework to explain capital structure decision making in the 

following chapter. 

In Section 2 of this chapter the hypotheses are developed. Section 3 outlines in detail the methodology 

of this research. In Section 4 the empirical results are presented. The implications of the research 

findings are discussed in Section 5 and in Section 6 their managerial and policy implications are 

discussed. In Section 7 the research limitations and suggestions for future research are presented and in 

Section 8a conclusion is made. 

6.2 Hypothesis Development 

6.2.1 Growth intentions 

Analysis of interview data in the previous chapter suggests that the growth intentions of 

owner/managers may impact on how SMEs are financed. Several of the respondents who intended to 

rapidly expand their business operations revealed that they were more reliant on external financing than 

those with limited or no intentions to grow in size. 
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There has been limited examination of the impact of growth intentions of owner/managers on the 

capital structure of firms in the developing economy context. Previous research on SMEs in developing 

economies demonstrates that actual firm growth is a determinant of leverage (Nguyen and 

Ramachandran, 2006). However, recent work on larger listed firms in China finds no evidence of a 

relationship between firm growth and leverage (Chen, 2004; Chen and Strange, 2005). 

Only one study at present has investigated whether the growth intentions of the owner/manager impact 

on the capital structure of SMEs (Cassar, 2004). Cassar (2004) finds a significant relationship between 

the growth intentions of the owner/manager and bank financing, but no relationship with total and 

long-term leverage. He argues that firms with rapid growth intentions have a higher proportion of bank 

financing in their capital structure as these firms have a greater incentive to develop close relationships 

with their banks as early as possible in order to access adequate sources of financing in the future. 

It is possible to suggest that the growth intentions of the owner/manager will be an important 

determinant of capital structure in the Chinese SME context leading to the following hypotheses: 

Hypothesis M. The growth intentions of the owner/manager are positively related to leverage 

Hypothesis Ib. The growth intentions of the owner/manager are positively related to short-term 

leverage 

Hypothesis I c. The growth intentions of the owner/manager are positively related to long-term leverage 

Hypothesis Id. The growth intentions of the owner/manager are positively related to bank financing 

6.2.2 Profit maximisation objectives in the short-term 

As of present, limited empirical work has been conducted on how the intention to maximise profits on 

the part of the owner/manager impacts on the financing decisions of SMEs. It is suspected that firms 

with intentions to maximise profits in the short-term will seek higher levels of short-term financing, to 

take advantage of economic opportunities that present themselves. Such firms however should 

therefore be less reliant on long-term financing in their capital structure. This leads to the following 

hypotheses: 
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Hypothesis 2a. The intention to maximise profits on the part of the owner/manager is positively related 

to leverage 

Hypothesis 2b. The intention to maximise profits on the part of the owner/manager is positively related 

to short-term leverage 

Hypothesis 2c. The intention to maximise profits on the part of the owner/manager is negatively related 

to long-term leverage 

Hypothesis 2d The intention to maximise profits on the part of the owner/manager is positively related 

to bank financing 

6.23 Control aversion 

Analysis of the interview data in the previous chapter provided some support for a negative relationship 

between the control aversion exhibited by owner/managers and their willingness to use debt in their 

capital structure. Respondents who were more control averse typically indicated their intention to limit 

the use of external financing by their firms. This is in line with the findings of empirical studies in the 

context of Western economies which revealed that SME owner/managers typically prefer to rely on 

internal sources of funds, for the fear that reliance on external sources of finance might lead to a loss in 

control over the firm and limit their power to make decisions independently of their financiers (Harvey 

and Evans, 1995; Hutchinson, 1995; Berger and Udell, 1998). In China, the control aversion of 

owner/managers has been cited as one reason for the reluctance of SMEs to seek external financing for 

their business (Pukthuanthong and Walker, 2007). Indeed, insights gained from semi-structured 

interviews in the previous chapter seem to confirm such assertions, leading to the following 

hypotheses: 

Hypothesis 3a. The control aversion of the owner/manager is negatively related to leverage 

Hypothesis 3b. The control aversion of the owner/manager is negatively related to short-term leverage 

Hypothesis 3c. The control aversion of the owner/manager is negatively related to long-term leverage 

Hypothesis 3d. The control aversion of the owner/manager is negatively related to bank financing 
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6.2.4 Risk propensity 

The risk-taking propensity of Chinese individuals has been found to be a major factor that influences 

their propensity to engage in entrepreneurial activity (Tan, 2001). Despite this there has been limited 

work investigating how this influences the strategic orientation of Chinese SMEs, especially as regards 

financing. Barton and Matthews (1989) and Matthews et al. (1994) propose that the risk propensity of 

owner/managers will influence the amount of debt they are willing to consider in the SMEs capital 

structure. They argue that in cases where the owner/manager pledges their personal assets as security 

when they borrow money from the bank, their risk propensity will have an even greater bearing on the 

amount of debt the business is willing to take on. 

Although analysis of data obtained from semi-structured interviews in the previous chapter failed to 

elicit much on the link between risk aversion and capital structure it is suspected that the risk 

orientation of the owner/manager will positively impact on the amount of debt they are willing to take 

on to finance the activities of their business. This leads to the following hypotheses: 

Hypothesis 4a. The risk propensity of the owner/manager is positively related to leverage 

Hypothesis 4b. The risk propensity of the owner/manager is positively related to short-term leverage 

Hypothesis 4c. The risk propensity of the owner/manager is positively related to long-term leverage 

Hypothesis 4d. The risk propensity of the owner/manager is positively related to bank financing 

6.2.5 Educational level of the owner/manager 

Theoretically the educational achievements of the owner/manager should provide lenders with a signal 

as to the quality of the enterprises' human capital and improve their ability to access external financing. 

Despite this empirical work looking at the relationship between the education level of the SME 

owner/manager and the firm's financing behaviour does not produce consistent results (Bates, 1990; 

Scheu et al., 1994; Coleman and Cohn, 2000; Cassar, 2004, Bell and Vos, 2009). Bates (1990) and 

Coleman and Cohn (2000) find that SMEs whose owner/managers are more educated have more debt 

in their capital structure than their less educated counterparts. However, empirical work by Scherr et al. 

(2003), Cassar (2004) and Bell and Vos (2009) find conflicting evidence. Both Scherr et al. (2003) and 
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Bell and Vos (2009) find a strong negative relationship between the education level of the 

owner/manager and use of external financing. Bell and Vos (2009) argue that this may result from the 

fact that more educated owner/managers are more financially content and show greater understanding 

of what is valuable to them in the long-term. Such individuals gain higher utility from financial 

freedom and are more risk averse when making decisions. In contrast Cassar (2004) finds no evidence 

of a relationship between the educational level of the SME owner/manager and use of bank financing. 

Recent empirical work on Chinese SMEs by Zhang (2008) reveals that firms whose owner/managers 

have a higher education are more likely to rely on formal financing mechanisms than those who do not 

leading to the following hypotheses: 

Hypothesis Sa. The educational level of the owner/manager is positively related to leverage 

Hypothesis Sb. The educational level of the owner/manager is positively related to short-term leverage 

Hypothesis Sc. The educational level of the owner/manager is positively related to long-term leverage 

Hypothesis Sd. The educational level of the owner/manager is positively related to bank financing 

6.2.6 Managerial experience of the owner/manager 

As with education the experience of the owner/manager should in theory provide lenders with a signal 

as to the quality of the enterprises' human capital and improve their ability to access external financing. 

Despite this, previous empirical work generally reveals no or a negative relationship between the 

managerial experience of the owner/manager and firm leverage (Scherr et al., 1993; Coleman and Cohn, 

2000; Cassar, 2004). Scherr et al. (1993) finds evidence of a negative relationship between the 

entrepreneur's managerial experience and use of external debt. Coleman and Cohn (2000) find no 

evidence of a relationship between years of managerial experience and external debt. Cassar (2004) 

demonstrates a negative although not strongly significant relationship between years of experience and 

leverage. He suggests these findings might be explained by the fact that owner/managers with greater 

experience tend to be more risk and control averse than owner/managers with less experience. These 

results may also be explained by the fact that owner/managers with a strong managerial background 

may be able to conduct business with less financial capital than their less experienced counterparts, due 

to their knowledge and expertise (Chandler and Hanks, 1998). 
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In contrast to the results of empirical work in mature economies recent work on Chinese SMEs by 

Zhang (2008) finds that SMEs whose owner/managers with prior business experience before 

establishing their own business are more likely to rely on formal financing mechanisms than those who 

have not, leading to the following hypotheses: 

Hypothesis 6a. The managerial experience of the owner/manager is positively related to leverage 

Hypothesis 6b. The managerial experience of the owner/manager is positively related to short-term 

leverage 

Hypothesis 6c. The managerial experience of the owner/manager is positively related to long-term 

leverage 

Hypothesis 6d. The managerial experience of the owner/manager is positively related to bank financing 

6.2.7 Age of the owner/manager 

Generally, empirical work in developed economies indicates a negative relationship or no relationship 

between the age of the owner/manager and the SMEs reliance on external sources of finance (Van der 

Wijst; 1989, Scherr et al., 1994; Romano et al., 2000; Bell and Vos, 2009). Van der Wijst (1989) find 

that older owner/managers use less external debt finance and are less willing to accept external equity 

than younger owner/managers. Scher et al. (1994) hypothesise that lenders may be more willing to 

lend to older and more experienced owner/managers as they will more confident over their ability to 

perform. However, their results show the opposite, a negative and statistically significant relationship 

between the age of the owner/manager and use of external financing. They suggest this may be a result 

of a number of factors: the reluctance of financiers to lend to older people because of their shorter 

expected time of ownership, the fact that older owner/managers are more risk averse than younger ones 

and the fact that older owner/managers are wealthier and use more of their personal wealth to finance 

their business operations than younger owner/managers. In contrast, Romano et al. (2000) find that the 

age of the enterprise owner/manager is not a significant predictor of the reliance on an SME on external 

sources of finance. Bell and Vos (2009) find a negative relationship between the age of the 

owner/manager and use of debt financing. They argue that this results from the fact that older 
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owner/managers are less concerned with gaining wealth and more concerned about maintaining control 

and independence of their business. 

It is suspected that in China a negative relationship will be found between the age of the 

owner/manager and firm leverage. Analysis of interview transcripts in the previous chapter suggests 

that older owner/managers are more control and risk averse, preferring to rely on their own sources of 

funds before resorting to external financing. This leads to the following hypotheses: 

Hypothesis 7a. The age of the owner/manager is negatively related to firm leverage 

Hypothesis 7b. The age of the owner/manager is negatively related to short-term leverage 

Hypothesis 7c. The age of the owner/manager is negatively related to long-term leverage 

Hypothesis 7d. The age of the owner/manager is negatively related to bank financing 

6.2.8 Network ties 

Over the last decade there has been a growing literature on the relationship between network ties and 

firm performance in the Chinese context (Peng and Luo, 2000; Zhang and Fung, 2006; Fung et al., 

2007). However, limited work has been done as to whether the network ties of an SME influence their 

financing decisions. Research studies in other developing economies suggest that the network ties 

owner/managers possess with executives at other firms and financiers are an important determinant of 

capital structure (Nguyen and Ramachandran, 2006; Le and Nguyen, 2009). Nguyen and 

Ramachandran (2006) find that building close inter-firm and bank/firm relationships enables SMEs to 

get preferential access to credit over their competitors and employ more debt, especially short term 

debt, in their capital structure. Le and Nguyen (2009) find that networking with customers and 

government officials promotes the use of bank financing in their capital structure. Empirical work in 

the US context also demonstrates that firms are able to gain better access to bank financing at a more 

competitive price when their transactions with financiers are embedded in social relationships (Uzzi, 

1999). These findings along with the findings from the previous chapter indicate that the network ties 

of the owner/managers, are an important determinant of capital structure for SMEs. In China where the 

government continues to maintain significant control over the banking sector (Farrell et al., 2006; 
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Brandt and Zhu, 2007) it might be expected that firms with stronger network ties have better access to 

external sources of finance leading to the following hypotheses: 

Hypothesis 8a. The stronger the network ties of the SME the higher the leverage in their capital 

structure 

Hypothesis 8b. The stronger the network ties of the SME the higher the short-term leverage in their 

capital structure 

Hypothesis 8c. The stronger the network ties of the SME the higher the long-term leverage in their 

capital structure 

Hypothesis 8c. The stronger the network ties of the SME the higher the proportion of bank financing in 

their capital structure 

The proposed analytical model incorporating the stated hypotheses can be seen in Figure 6.1. In the 

following section the methodology adopted to test the theoretical model will be outlined. 

Figure 6.1: Capital structure determinants of Chinese SMEs. Proposed analytical framework 
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6.3 Methodology 

6.3.1 Choice of methods 

In the present study survey questionnaires were utilised as the firm-level dataset used in Chapter 4 did 

not provide the relevant information that would be needed to test the proposed model. The survey 

collected information on managerial strategy, psychology, human capital and network ties for each 

enterprise in the sample. A major benefit of self-completion questionnaires for this particular research 

is that respondents feel more comfortable providing sensitive financial information in an anonymous 

form than would be the case in a face-to-face interview. 

The questionnaire was developed with reference to the findings from interviews in the previous chapter 

and the body of theoretical and empirical literature. The final version of the questionnaire and cover 

letter in both English and Chinese are in Appendices 2 and 3. The questionnaire contained eight major 

sections. The first and second sections asked for information on financing sources and the major 

barriers to financing. In the third section respondents were asked to provide information on their 

relationship with their bank. The fourth section asked for information on the firm's network ties with 

other firms, financial institutions and government officials. In the fifth and sixth sections respondents 

were requested to provide information on their strategic orientation and evaluate their attitudes towards 

external financing. In the seventh section respondents were asked to provide information about the firm 

and its finances and the eighth and final section asked for personal information on the CEO of the 

business. 

Care was taken to ensure the questionnaire was perceived by respondents as easy to complete, 

interesting and professional. The original version of the questionnaire in English was translated into 

Chinese by a research assistant bilingual in English and Chinese. Care was taken to ensure the lexical, 

grammatical and experiential meaning of the original questionnaire was fully conveyed in the Chinese 

translation (Usunier, 1998). The Chinese version was then checked by two other bilingual colleagues in 

English and Chinese for accuracy. The back-translation procedure recommended by Brislin (1993) was 
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then followed as previously. When it was discovered that the translated questionnaire was inconsistent 

with the original version discussions were undertaken between the translators and an agreed translation 

was arrived upon. The final versions of the original English version and the translated Chinese version 

were then judged for equivalency by a bilingual colleague independent of the translation process. 

Prior to the questionnaire being distributed it was pilot tested to determine its face validity and 

readability. It was distributed to five owner/managers of SMEs in the area of Zhejiang Province in 

which the research was to be carried out. Care was taken to ensure that the group were as similar as 

possible to the final population of the research sample. Each questionnaire was examined to see 

whether respondents had any trouble answering questions and all were fully answered. Respondents 

were also interviewed to obtain further information about problems with the questionnaire. The 

interviews were used to find out whether any questions were unclear or ambiguous, whether the 

structure of the questionnaire was appropriate, whether there were any questions that the respondents 

were unable or unwilling to answer and the required time it took to answer the questionnaire. 

As a result of the examination of completed questionnaires and interview feedback from pilot testing 

some slight changes were made to the questionnaire. The order of questions was changed. Difficult and 

potentially sensitive questionnaires were placed at the end of the questionnaire to ensure a better 

response rate. If these questions had been put at the front of the questionnaire it may have resulted in 

the failure of some respondents to complete the questionnaire. 

6.3.2 Sample and data collection 

Before distributing the survey questionnaires to respondents, approval was gained from the ethics 

committee of the university to carry out the research. During the period July-August 2009 the 

questionnaires were distributed to 200 SMEs in Shaoxing city, Zhejiang Province, from the dataset of 

1539 firms included in Chapter 4. All firms to which the questionnaires were distributed met the 

Chinese government definition of SMEs by employee numbers, annual revenue and total assets (see 

Table 2.1 in Chapter 2). Due to the difficulties in obtaining an adequate sample size in this location, 

100 questionnaires were also distributed to SMEs in Taizhou city, the fifth largest city in Zhejiang 

Province. 
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The sampling strategy adopted was influenced by the difficulties inherent in conducting research on 

SMEs in China. Previous research highlights the challenges faced in using representative sampling 

techniques in China, where a general distrust of outsiders results in low response rates to mail-based 

surveys (Zheng et al., 2006). In order to overcome these challenges survey questionnaires were 

distributed with the help of three intermediaries, one of whom was a local government official and the 

others entrepreneurs. 

Before agreeing to participate in the research each respondent was provided with a statement about the 

research, promised confidentiality and informed the survey was only to be used for academic purposes. 

Although the use of intermediaries resulted in the use of non-probability sampling, the difficulties 

associated with using probability sampling when conducting research on Chinese SMEs meant that the 

chosen sampling method would be more representative of the population than through the use of a 

probability-based approach (Tabachnick and Fidell, 2000). 

Packages containing a covering letter and a questionnaire were distributed to the CEO of each 

enterprise. The covering letter set out the aims of the research project and stressed that all individual 

responses would be kept anonymous and confidential. Respondents were requested that they fill in the 

questionnaire in consultation with their chief financial officer. 

The questionnaires were collected at a later date by the research team. Out of 300 questionnaires 

distributed a total of 214 were returned to the research team, giving a response rate of around 70 per 

cent. This is high in comparison to other similar studies in the SME context where response rates of 

less than 10 per cent are common (Curran and Blackburn, 2001). The use of intermediaries to provide 

an introduction to research participants was one of the major factors behind the high response rate. Out 

of 214 questionnaires returned 52 were discarded from analysis due to incomplete responses, leaving 

162 completed questionnaires. 

6.3.3 Operationalisation of variables 

The operationalisation of variables used in the survey is described in this section. 
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Dependent variables 

Leverage was measured by three variables: total, short-term and long-term leverage. Total leverage (TL) 

was measured as total debt divided by total assets, short-term leverage (STL) as short-term liabilities 

divided by total assets and long-term leverage (LTL) as long-term liabilities divided by total assets. 

Respondents were asked to provide figures for the last financial year. Bank financing was also included 

as a dependent variable (BF). It was measured as the proportion of total financing accounted for by 

bank financing. 

Independent variables- managerial strategy 

Two variables were included to measure the strategic objectives of owner/managers. 

Growth intentions (GI) were measured using one item `One of our major objectives is to increase 

market share as quickly as possible'. CEOs were asked to indicate the extent to which they agreed with 

each of the items on five-point Likert scales where 1= strongly disagree and 5= strongly agree. 

Short-term profit maximisation intentions (PM! ) were measured using one item `One of our major 

objectives is to maximise profits in the short-term'. CEOs were asked to indicate the extent to which 

they agreed with each of the items on five-point Likert scales where 1= strongly disagree and 5= 

strongly agree. 

Independent variables- managerial psychology 

Control aversion (CA) was measured using one item `we intend to retain a majority stake in the 

business for the founders'. CEOs were asked to indicate the extent to which they agreed with the item 

on a five-point Likert scale where 1= strongly disagree and 5= strongly agree. 

Risk propensity (RP) was measured using a one item `when doing business it is important to take risks'. 

CEOs were asked to indicate the extent to which they agreed with the item on a five-point Likert scale 

where 1= strongly disagree and 5= strongly agree. 

Independent variables- managerial human capital 

The human capital of the owner/manager was measured using several variables, consistent with proxies 

utilised in previous work (Bates, 1990; Scherr et al., 1994; Coleman and Cohn, 2000; Cassar, 2004). 



160 

They were age (MANAGE), experience (EXP) and educational background (EDU). Owner/manager age 

(MANAGE) was measured as age in years. The experience of the owner/manager (EXP) was measured 

as length of experience as senior manager, and educational level of the owner/manager (ED U) was 

measured by a dummy variable, whether or not they had received a university education. University 

educated CEOs were coded 1, those who had not graduated from university were coded 0. 

Independent variables- network ties 

Managerial network ties (NET) were measured using three items taken from Wu and Leung (2005). 

These items assess the strength of the CEOs network ties with other firms, government and financial 

institutions. The items were `we have many close relationships with other firms', `we have very good 

business relationships with local government officers' and `we have very good business relationships 

with banks'. CEOs were asked to indicate the extent to which they agreed with each of the items on 

five-point Likert scales where 1= strongly disagree and 5= strongly agree. This scale was chosen in 

order to obtain more reliable responses than would have been the case had more sensitive questions 

been asked such as "how much do you spend on entertaining government/bank officials". The name 

generator approach which has been used in social network analysis was also inappropriate for 

measuring network ties, due to the fact that the CEOs spoken to typically considered their contacts with 

officials as a business secret which they were unwilling to disclose. Exploratory factor analysis was 

conducted on the three item scale. The scale had a composite reliability estimate (Cronbach's Alpha) of 

0.741, which is greater than 0.7, the threshold commonly used for reliability (Fornell and Larcker, 

1981). This suggests that the three items loaded clearly onto one factor and demonstrates good 

discriminant validity of the construct. 

Control variables-firm level 

The same proxies were used to measure the control variables as in Chapter four. The size of the firm 

(SIZE) was measured as the log of total revenue (Titman and Wessels, 1988) in natural logarithm to 

control for any possible heteroscedasticity and ensure linearity in the data. The age of the firm (AGE) 

was given as age in years at the end of the last financial year (Michaelas et al., 1999; Abor and Biekpe, 

2007). Profitability (PROF) was taken as return on assets before interest (Michaelas et al., 1999; 

Cassar and Holmes, 2003; Johnsen and McMahon, 2005). Asset structure (AS) was measured as the 
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ratio of fixed assets to total assets (Hall et al., 2000; Johnsen and McMahon, 2005; Nguyen and 

Ramachandran, 2006). A dummy variable (INC) was utilised to measure incorporation of the firm. It 

took a value of 0 for a sole trading enterprise and value of 1 for a private limited enterprise. 

The cross-sectional OLS regression estimated, based on the above variables, is presented in Formula 

6.1. 

Formula 6.1 

Y-Xß+e 

Y denotes the dependent variable which in this case is measured by four separate variables to capture 

total leverage, short-term leverage, long-term leverage and proportion of bank financing. Xrepresents 

the vector of explanatory variables of capital structure, described above, and e stands for the error term. 

To account for any potential heteroscedasticity and obtain robust regression results, the estimation is 

conducted using White's heteroscedasticity-consistent standard errors estimation technique. 

63.5 Descriptive statistics 

In Section A of the questionnaire respondents were asked to rank the importance of each financing 

source to their businesses on a Likert scale of I to 5, where 5= very important and 1= not important, 

and indicate the approximate percentage of total financing provided by each source of finance. The 

findings are presented in Table 6.1. Retained profits and bank loans were the most important sources of 

finance. This was followed by new equity and loans from the owner/directors and their family 

members. Trade credit, government loans and equity investment from outside investors were then the 

next most important sources of finance. The least important sources of finance were loans from credit 

networks, leasing and other informal sources of financing respectively. As for the reported percentage 

of financing obtained from each source retained profits ranked first, accounting for over 33.1 per cent 

of all enterprises financing. This was closely followed by bank loans at 26.5 per cent, and new equity 

and loans from the owner/directors and their family members at 12.6 per cent and 8.1 per cent 

respectively. Other significant sources of finance came from loans from friends (4 per cent), 

government loans (4 per cent) and trade credit (3.5 per cent). Informal financing such as loans from 
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credit networks money lenders (0.8 per cent) and other informal sources (2.2 per cent), were not widely 

use by the enterprises in the sample. These findings are in line with the findings fron semi-structured 

interviews in the precious chapter which indicate a growing reliance on formal financing mechanism 

by SMEs in China. The (cast popular sources of Financing were venture capital funds and leasing, 

which accounted for 1.4 per cent and I per cent respectively. 

Table 6.1: Financing sources 

Financing Source Importance 
Percentage 

of total 

Retained profits 3.98 33.1% 

New equity from the owners/directors and their family members 3.08 12.6% 

Loans from the owners/directors and their family members 2.86 8.1% 

Bank loans 3.98 26.5% 

Loans from friends 2.57 4.0% 

Loans from credit networks/money lenders 1.76 0.8% 

Loans from other informal sources 1.98 2.2% 

Government loans 2.60 4.0% 

Trade credit 2.65 3.5% 

Venture capital funds 2.05 1.4% 

Equity from outside investors 2.49 2.9% 

Leasing 1.97 1.0% 

In Section B of the questionnaire respondents were asked to indicate the extent to which they 

considered several factors to be barriers to accessing adequate sources of external on a liken scale of I 

to 5. where 5=significant constraint and 1= no constraint. The results can be seen in Table 6.2. The 

collateral requirements of banks were seen as the most significant barrier, followed by high interest 

rates and loan application time. Poor accounting records were considered less of a barrier to accessing 

finance compared to the other factors. 
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Table 6.2: Financing barriers 

Barriers to Accessing Finance Importance 

High interest rates charged by banks 3.36 

Collateral requirements of banks 3.48 

Length of time required to get a loan 3.35 

Poor accounting records 3.19 

In Table 6.3 the correlations between study variables, and descriptive statistics are presented. The 

correlation coefficients between regressors are less than 0.6, and therefore are not large enough to 

suggest any problem with collinearity. 

With regard to the independent variables, the SMEs in the sample averaged around 29 million RMB in 

turnover and had been in business for an average of 8.69 years. The figures for average turnover and 

age were higher than that of the firms in the 2004-2005 dataset utilised in chapter 4.24.2 per cent of 

the enterprises in the survey were sole trading enterprises and 75.8 per cent private limited enterprises. 

The SMEs in the sample had an average total debt to assets ratio of around 49 per cent. This is 

significantly lower than for the enterprises in the dataset used in Chapter 4 which contained data for the 

period 2004 to 2005. The average short-term debt to assets ratio for enterprises in the sample was 

around 29 per cent and the long-term debt to assets ratio was around 20 per cent. The amount of long- 

term debt in proportion to total debt was much higher than that in the 2004-2005 dataset utilised in 

Chapter 4, and that of listed firms sampled in previous empirical studies (Chen, 2004; Huang and Song, 

2005). This suggests that access to long-term financing may have significantly improved for SMEs in 

the areas of Zhejiang Province in which the survey was distributed over the four years to 2009. The 

results from the survey also seem to contradict the findings from the semi-structured interviews, which 

suggested that little use is made by SMEs of long-term debt in their capital structure. 

One reason for these apparent contradictions may be the fact that high-performing, more profitable 

enterprises might have been over represented in the sample compared to firms in the original 2004- 

2005 dataset. Although difficult to confirm, it is possible that poor performing enterprises would have 

been less likely to respond to the survey questionnaire. Indeed the average profitability (return on 
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assets) for sampled firms was much higher in the present survey at 14 per cent compared to minus 0.1 

per cent for firms in the 2004-2005 dataset. The proportion of fixed assets to total assets was also much 

higher than for firms in the 2004-2005 dataset at 46 per cent compared to 24 per cent. The higher levels 

of profitability and proportion of fixed to total assets might have also arisen as the enterprises in the 

present sample were larger in size and older than the enterprises in the 2004-2005 dataset. The fact that 

only firms in the original 2004-2005 dataset were sampled, to the exclusion of firms who had been 

established over the last 3 years may have resulted in survivorship bias as only successful firms who 

had survived the early years of business development were included in the sample. This may have been 

another reason for the higher reported levels of long-term debt, profitability and fixed assets to total 

assets ratios for sampled enterprises. Another possible reason for the higher levels of profitability of 

SMEs sampled in this chapter, is that while they may tend to under-report their profits to the 

government authorities in order to reduce tax liabilities, they may be more likely to provide accurate 

figures in anonymized surveys to outside researchers. 

In Section D of the questionnaire respondents were asked to indicate how strong they believed their 

relationships were with other firms, government officials and their banks. Analysis of the data revealed 

that their working relationships with other firms and their banks tended to be significantly stronger than 

their working relationships with government officials. In Section E respondents were asked to indicate 

the extent to which they viewed growth and profit maximisation as important business objectives of 

their firm. As can been seen in Table 6.3 both growth and short-term profit maximisation were both 

considered important objectives by the sampled respondents, with growth receiving a marginally higher 

rating. In section F of the questionnaire respondents were asked to indicate the extent to which they 

agreed with certain statements designed to elicit their levels of control aversion and risk propensity. 

Their answers indicated general aversion to dilution of ownership which would lead to a loss of 

majority control of the firm by its original owners. This finding confirms the results of previous work 

which indicates high level of control aversion amongst the owner/managers of SMEs (Harvey and 

Evans, 1995; Hutchinson, 1995; Berger and Udell, 1998). The respondents also revealed generally high 

levels of risk propensity, with the majority of respondents indicating their willingness to take risks 

when doing business. 
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As for the demographic profile of the respondents to the survey, on average they were 43.56 years of 

age and had 11.34 years of managerial experience as CEO of their existing firm or in the same industry. 

42.1 per cent of them were university educated. 
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6.4 Results 

A total of eight regressions were undertaken on the data with results presented in Table 6.4. A 

summary of the results are provided in Table 6.5. In regressions one and two the relationships between 

the explanatory variables and total leverage were investigated. In the first regression two control 

variables, profitability and asset structure were excluded from the analysis due to the lack of 

observations for a significant number of firms. In regression two these variables were included, 

resulting in a smaller sample size. The data analysis provided no support for hypotheses la and 2a. 

Both growth and profit maximisation intentions were not found to be significantly related to total 

leverage. In both regressions control aversion and risk propensity were found to influence the total 

leverage of sampled firms, in line with hypotheses 3a and 4a. A negative relationship was found 

between control aversion and total leverage. This indicates that the more control averse the 

owner/manager of the SME the more likely they were to limit the amount of debt in their capital 

structure. The opposite was true of risk propensity. Owner/managers who were more willing to take 

risks were more likely to have larger amounts of debt in their capital structure. Out of the three 

variables included to represent human capital, only managerial experience was found to be positively 

related to total leverage, in line with hypothesis 6a. No support was found for hypotheses 5a and 7a, 

indicating that both the age and education levels of owner/managers did not significantly impact on the 

amount of debt used in their capital structure. Surprisingly, a negative association was found between 

the firm's network ties and their total leverage, contrary to hypothesis 8a. This suggests that firms with 

stronger relationships with other economic actors were more likely to have lower amounts of debt in 

their capital structure. As for the control variables incorporated firms were found to have significantly 

higher levels of debt than non-incorporated firms when data analysis was conducted on the full sample 

of firms (regression one). When asset structure and profitability measures were added to the regression 

(regression two) size and asset structure were found to be positively related to leverage, and the 

relationship between incorporation and leverage became insignificant. In contrast to the findings from 

Chapter 4, no evidence was found of a significant relationship between firm age and profitability, and 

total leverage. 

In regressions three and four the relationships between the explanatory variables and short-term 

leverage were investigated. Profitability and asset structure were excluded from analysis in regression 
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three whereas in regression four these variables were included resulting in a smaller sample size. Data 

analysis revealed some influence of the strategic objectives of owner/managers on the short-term 

leverage of firms in the sample. Although growth intentions was not found to significantly influence 

the short-term leverage of sampled firms a positive relationship was found between profit maximisation 

intentions and short-term leverage confirming hypothesis 2b. Contrary to the findings of regressions on 

total leverage, no significant influence of control aversion and risk propensity was found on the short- 

term leverage of sampled firms in both regressions, providing no support for hypotheses 3b and 4b. 

None of the variables included to measure managerial human capital significantly influenced the 

amount of short-term leverage of sampled firms, contrary to hypotheses 5b, 6b and 7b. CEO age, 

education level and experience were not found to influence the short-term financing decisions of SMEs. 

In line with findings for total leverage, network ties were found to be negatively related to short-term 

leverage in regression three, the opposite of what was hypothesized in hypothesis 8b. However, when 

profitability and asset structure were controlled for, the relationship between network ties and short- 

term leverage became insignificant. As for the control variables, size was positively related to short- 

term leverage in both regressions three and four. This suggests that as companies grow in size they 

have more access to short-term financing as a proportion of total financing. Incorporation was found to 

be significantly related to short-term leverage in regression three. However, when profitability and 

asset structure were adopted as control variables in regression four, the impact of size on short-term 

leverage became insignificant. None of the other control variables were significant determinants of 

short-term leverage. 

In regressions five and six the relationships between the explanatory variables and long-term leverage 

were investigated. As is the previous sets of equations, profitability and asset structure were excluded 

from analysis in regression five whereas in regression six these variables were included. Analysis of 

the data provided no support for hypotheses Ic and 2c, revealing limited influence of the strategic 

objectives of owner/managers on the use of long-term financing by sampled firms. No significant 

relationship was found between growth and profit maximisation intentions, and total leverage. As for 

total leverage, control aversion and risk propensity were found to significantly influence the amount of 

long-term leverage in the capital structure of firms in both regressions, in line with hypotheses 3c and 

4c. Control aversion was negatively related to long-term leverage, indicating that control averse owners 
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were likely to limit the amount of long-term debt in their capital structure. Risk propensity was 

positively related to long-term leverage indicating that owner/managers with high levels of risk 

propensity were more likely to use larger amounts of long-term debt in their capital structure. Limited 

support was found between the three variables included to represent the human capital of the 

owner/manager and long-term leverage. Only one variable, CEO experience, was significantly related 

to long-term leverage in regression six. However, when asset structure and profitability were not 

controlled for on the full sample of firms in regression five, this variable became insignificant. Data 

analysis provided no support for hypotheses 5c and 7c. A negative relationship was found between 

network ties and long-term leverage in both regressions, as for total leverage, the opposite of what was 

hypothesised in hypothesis 8c. This suggests that firms with stronger relationships with other economic 

actors were more likely to have lower amounts of long-term debt in their capital structure. As for the 

control variables a positive relationship was only found between asset structure and long-term leverage. 

None of the other control variables were significant determinants of long-term leverage in the capital 

structures of sampled firms. 

In regressions seven and eight the relationships between the explanatory variables and bank financing 

were examined. In contrast to the other dependent variables, bank financing did not measure the total 

amount of bank financing as a proportion of total assets, but the proportion of bank financing as a 

percentage of total financing. As for the other dependent variables, profitability and asset structure 

were excluded from analysis in the first regression (regression seven). Analysis of the data provided 

some support for the influence of the strategic objectives of owner/managers on the proportion of bank 

financing in the capital structure of sampled firms. In line with hypothesis Id a positive relationship 

was found between growth intentions and proportion of bank financing in both regressions. However, 

no support was provided for hypothesis 2d. This suggests that profit maximisation objectives did not 

influence the use of bank financing by sampled firms. No evidence was found in support of hypothesis 

3d in both regressions, indicating that the control aversion of owner/managers did not influence the use 

of bank financing by the sampled SMEs. In regression seven a positive relationship was found between 

risk propensity and use of bank financing in line with hypothesis 4d. However, when asset structure 

and profitability were controlled for in regression eight, this variable became insignificant. The three 

variables included to represent human capital did not impact on the use of bank financing by sampled 
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firms. Neither CEO age, experience or education level impacted on their propensity to use bank 

financing, contradicting hypotheses 5d, 6d and 7d. 

Contrary to hypothesis 8d network ties did not significantly impact on the proportion of debt in the 

capital structure of sampled firms in both regressions. This indicates that firms with stronger 

relationships with other economic actors do not necessarily have better access to bank financing as was 

hypothesised. As for the control variables, both size and profitability were significantly related to the 

use of bank financing as a proportion of total financing. Size was found to be positively related to bank 

financing in both regressions and profitability was found to be negatively related to bank financing in 

regression eight. All other control variables were not significantly related to the use of bank financing. 
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Table 6.5: Summan of the results 

HIa: The growth intentions of the owner/manager are positively related to leverage Not 
Supported 

H1b: The growth intentions of the owner/manager are positively related to short-term Not 
leverage Supported 
HIc: The growth intentions of the ownerimanager are positively related to long-term Not 
leverage Supported 
HId: The growth intentions of the owner/manager are positively related to bank Supported 
financing 
H2a: The intention to maximise profits on the part of the owner/manager is positively Not 
related to leverage Supported 
H2b: The intention to maximise profits on the part of the owner/manager is positively Supported 
related to short-term leverage 
H2c: The intention to maximise profits on the part of the owner/manager is negatively Not 
related to long-term leverage Supported 
H2d: The intention to maximise profits on the part of the owner/manager is positively Not 
related to bank financing Supported 
H3a: The control aversion of the owner/manager is negatively related to leverage Supported 

H3b: The control aversion of the owner/manager is negatively related to short-term Not 
leverage Supported 
H3c: The control aversion of the owner/manager is negatively related to long-term Supported 
leverage 
H3d: The control aversion of the owner/manager is negatively related to bank Not 
financing Supported 
H4a: The risk propensity of the owner/manager is positively related to leverage Supported 

H4b: The risk propensity of the owner/manager is positively related to short-term Not 
leverage Supported 
H4c: The risk propensity of the owner manager is positively related to long-term Supported 
leverage 
H4d: The risk propensity of the owner manager is positively related to bank financing Partially 

supported 
H5a: The educational level of the owner/manager is positively related to leverage Not 

Supported 
H5b: The educational level of the owner/manager is positively related to short-term Not 
leverage Supported 
H5c: The educational level of the owner/manager is positively related to long-term Not 
leverage Supported 
H5d: The educational level of the owner/manager is positively related to bank Not 
financing Supported 
H6a: The managerial experience of the owner/manager is positively related to leverage Supported 

H6b: The managerial experience of the owner/manager is positively related to short- Not 
term leverage Supported 
H6c: The managerial experience of the owner/manager is positively related to long- Partially 
term leverage supported 
H6d: The managerial experience of the owner/manager is positively related to bank Not 
financing Supported 
H7a: The age of the owner/manager is negatively related to firm leverage Not 

Supported 
H7b: The age of the owner/manager is negatively related to short-term leverage Not 

Supported 
H7c: The age of the owner/manager is negatively related to long-term leverage Not 

Supported 
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H7d: The age of the owner/manager is negatively related to bank financing Not 
Supported 

H8a: The stronger the network ties of the SME the higher the leverage in their capital Not 
structure Supported 
H8b: The stronger the network ties of the SME the higher the short-term leverage in Not 
their capital structure Supported 
H8c: The stronger the network ties of the SME the higher the long-term leverage in Not 
their capital structure Supported 
H8d: The stronger the network ties of the SME the higher the proportion of bank Not 
financing in their capital structure Supported 

6.5 Discussion 

The anal}sis of survcy data in this chapter revealed that long-term financing, is becoming increasingly 

important to SMEs. The enterprises sampled in this chapter had much higher proportion of long-term 

financing in their capital structure than those sampled in Chapter 4 and in previous empirical studies in 

China (Chen. 2004. Chen and Strange, 2005). These findings can be reconciled in several ways. The 

present survey was conducted at least four years after previous data had been collected suggesting that 

recent reforms such as the introduction of the SME Promotion Law in 2003 and the Law on Property 

Rights in 2007 may have led to improvements in the ability of SMEs to borrow formally from financial 

institutions. As a result of the promulgation of the SME Promotion Law local governments were 

required to develop local support systems that provide finance and business support services to local 

enterprises (Atherton, 2008). The recognition of private property under the Law on Property Rights 

should have also improved the ability of private SMEs to use property as collateral for bank loans 

(Atherton, 2009). In addition, the findings might also be explained by the fact that the Chinese 

government authorities have encouraged banks to provide more long-term credit to SMEs in the 2008- 

2009 economic downturn which seriously affected the global economy (Interview respondent Z, 

Chapter 5). A third explanation for the findings is the fact that firms who responded to this survey had 

been in business for over 8.5 years on average. This is in comparison to around 4.5 years for firms in 

the dataset used in Chapter 4. Previous research indicates that as firms get older they become more 

information transparent which results in greater willingness on the part of lenders to provide them with 

long-term financing (Li et al., 2009). 

The beliefs and attitudes of SME owner/managers towards debt financing, in particular their desire for 

control and risk a%crsion. Here found to be a major influence on their financing decisions, especially in 
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the long-term. Such findings are supportive of the theoretical propositions developed by Barton and 

Matthews (1989) and Matthews et al. (1994) which highlight the influence of managerial attitudes on 

financing decisions in SMEs. As regards the influence of control aversion of SME decision makers on 

financing choices, data analysis revealed that the use of debt is strongly related to the perceived risk of 

losing control over their business. This is in line with the findings from previous empirical work which 

reveal a negative relationship between control aversion and use of debt in the capital structure of SMEs 

(Harvey and Evans, 1995; Hutchinson, 1995; Berger and Udell, 1998). Owner/managers who fear that 

use of external financing might lead to a loss of flexibility and control over decision making to 

financiers are more likely to limit the amount of debt in their firm's capital structure. As regards the 

impact of the attitude of management towards risk on the financing of SMEs strong evidence is found 

of a positive relationship between the risk propensity of the owner/manager and the use of debt in the 

capital structure of SME. This is in line with Barton and Matthews (1989) and Matthews et al. (1994) 

who argue that the risk propensity of decision makers will have a significant influence on the debt 

position of the firm, especially when they provide security for the money that is being lent, in the form 

of personal assets (Barton and Matthews, 1989; Matthews et al., 1994). 

Contrary to Barton and Gordon's (1987) and Barton and Matthew's (1989) theoretical assertions and 

what was hypothesized, the strategic objectives of owner/managers were only found to influence 

capital structure decision-making in the SME sector to a limited degree. Although no relationship was 

found between the growth and profit maximisation intentions of owner/managers, and the total and 

long-term leverage in the capital structure of surveyed firms, significant relationships were found 

between growth intentions and the use of bank financing, and short-term profit maximisation intentions 

and short-term leverage. The positive relationship between growth intentions and the use of bank 

financing is in line with Cassar (2004) who found a significant relationship between growth intentions 

and access to bank financing but no relationship between growth intentions and both total and long- 

term leverage. This suggests that growing SMEs who perceive a need for capital to fund their future 

development will emphasise building strong relationships with their banks, leading to greater amounts 

of bank financing in their capital structure than firms with limited growth intentions. 
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In contrast to the findings of previous work on SMEs in developing countries (Nguyen and 

Ramachandran, 2006) a negative relationship was found between network ties and all types of 

financing in the sample. Given the significant constraints faced by Chinese SMEs in seeking external 

sources of financing as highlighted in the previous literature (Gregory et al., 2000; Batra et al, 2003; 

Bai et al., 2006), these findings were highly surprising. A number of factors might explain these 

findings. SMEs with stronger network ties might have lower leverage than those with weaker ties for 

several reasons. On explanation might be the fact that Chinese firms with stronger network ties are 

typically more profitable than firms with weaker ties (Peng and Luo, 2000), and as a result are not 

under the same pressure to seek external sources of debt financing. Indeed, the descriptive statistics for 

sampled firms revealed a positive relationship between the strength of network ties and the profitability 

of the firm. When firm profitability was controlled for the strength of the relationship between network 

ties and total leverage became weaker and the relationship between network ties and short-term 

leverage became insignificant. Good relationships with government officials and executives at other 

firms also provide SMEs with greater access to a whole host of resources, other than access to external 

financing. These resources might include preferential information as regards government policies and 

business opportunities, business licenses, land, access to market and distribution channels, and 

favourable policies regarding taxation (Tsang, 1999; Fan, 2002; Tan et al., 2009). Such factors may 

enhance their performance and reduce their need to seek external financing to support business growth. 

Additionally, the negative relationship between network ties and leverage might be partly explained by 

the positive correlation between control aversion and network ties which can be seen from the 

descriptive statistics. Although firms with strong network ties have the ability to access large amounts 

of external financing they tend not to do so due to the perceived risk of losing control over their 

business that this may entail. 

The human capital of the owner/manager, as measured by their age and educational achievements was 

not found to significantly influence the capital structure decision-making of sampled SMEs. This is 

supportive of the findings from recent work on Australian SMEs (Romano et al., 2000; Cassar, 2004), 

but conflicts with findings from previous work in the US (Bates, 1990; Coleman and Cohn, 2000). It 

also goes against the findings of recent work by Zhang (2008) on Chinese SMEs in Sichuan Province 

which revealed that firms whose owner/managers have a higher education are more likely to rely on 
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bank financing than those who do not. Data analysis also revealed that firms run by owner/managers 

with longer experience tended to have higher total leverage than those with less experienced 

owner/managers. This seems to contradict the findings from previous studies which find no significant 

or a negative influence of managerial experience on the leverage of SMEs (Scherr et al., 1993; 

Coleman and Cohn, 2000; Cassar, 2004). These findings suggest that financiers place greater emphasis 

on the experience of owner/managers when making lending decisions than on their educational 

background. They might also be partly explained by the fact that more experienced owner/managers 

tend to be less control averse and more willing to take risks than those with less experience, as can be 

seen from the descriptive statistics. This is consistent with Zhang's (2008) findings that SMEs 

owner/managers with prior business experience before establishing their own business are more likely 

to have greater access to external financing than those with no business experience. 

With regards to the firm-level variables a strong relationship was found between the asset structure and 

capital structure of sampled firms, especially in the long-term. This indicates that SMEs are getting 

better access to long-term financing from the banking sector than in the past. In line with the results of 

Chapter 4 and previous studies a negative relationship was found between profitability and all forms of 

leverage, although only the relationship between profitability and bank financing was statistically 

significant. A positive relationship was also found between size and all forms of leverage, apart from 

long-term leverage, where the relationship displayed a negative coefficient. Size was found to be 

significantly related to both the use of short-term and bank financing. As for age no evidence was 

found for a significant relationship with all forms of leverage, contrary to the findings of Chapter 4. 

Additionally, in contrast to the findings of Chapter 4, incorporation was positively related to leverage, 

suggesting that limited liability firms had higher debt to asset ratios. However, when profitability and 

asset structure were controlled for the relationship the influence of incorporation on capital structure 

became insignificant. 

6.6 Policy and Managerial Implications 

The findings of this chapter have important implications for policy makers, managers and financiers. 

Policy makers must seek to understand what drives the financing decisions of SMEs in order for them 

to better target their resources and support to stimulate the economy in the most effective way possible. 
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Data analysis in this chapter indicated that Chinese SMEs are, to a large extent, control averse, and that 

control aversion was negatively related to leverage in the capital structures of sampled firms. This has 

important implications given the contributions made by SMEs to job creation, productivity 

improvements and innovative activity. When developing effective support mechanisms Chinese policy 

makers should be aware of how the control aversion of owner/managers impacts on the development of 

the SME sector. Scepticism towards external control firms may prevent SMEs from seeking and 

obtaining adequate financing for their business operations (Berggren et at., 2000). This in turn may 

impact on their ability to grow in size, and ultimately affect their chances of survival. 

Instead of simply providing general measures to support the whole population of SMEs it might be 

more effective for policy makers to concentrate resources on those SMEs who need finance to grow but 

face difficulties in accessing it due to significant asymmetric information between them and their 

potential lenders. Support need not be provided for those enterprises whose owner/managers exhibit 

high levels of control aversion, and are not actively seeking external sources of finance. 

Policy makers should also take into account the dynamic nature of the particular industry when 

developing mechanisms to support SME development (Berggren et al., 2000). SMEs engaged in 

innovative, new industries marked by rapid technological development will need greater support than 

SMEs involved in traditional industries, with little potential for growth. Support should be channelled 

towards enterprises that are most likely to need it rather than to all enterprises irrespective of their 

individual situation. Policy makers must be also aware of the mismatch of supply and demand for 

financing in the SME sector when designing policies to support SME development. Profitable firms, 

with strong networks are less motivated to seek external sources of financing that may subject them to 

greater scrutiny. They tend to reinvest their profits, before seeking external financing. In contrast firms 

with fewer network ties have the greatest need for external financing but face greater difficulties 

borrowing formally due to the existence of high levels of asymmetric information between them and 

potential financiers. As a result they tend to rely to a greater extent on informal financing mechanisms 

which result in higher financing costs. 



178 

Policy makers must find ways of redirecting support away from successful firms towards firms to those 

who are in greater need of formal financing but are less able to access it. This may be done by 

developing effective mechanisms for guaranteeing the debts of firms in innovative new industries that 

have great potential for growth in the long-term and new firms without the requisite network ties. The 

government might also help entrepreneurs improve their network ties by holding forums in which they 

might develop their network ties with business owners and bank officials. 

As for the managerial implications of this research owner/managers of SMEs need to assess the 

consequences that their control aversion and risk aversion might have on their ability to grow and 

prosper. In doing this they need to conduct an assessment of the industry in which they operate in order 

to decide whether it is feasible for them to remain control or risk averse or whether these factors might 

affect their survival in the long-term, especially if their competitors are more willing to take risks 

and/or let in new investors in order to achieve rapid growth. They also need to recognise the 

importance that developing strong network ties may bring, in improving profitability and limiting the 

need to seek external sources of financing. To improve their network ties owner/managers might 

consider seeking membership of the Communist party and that of local business associations as this has 

been shown to improve access to external financing (Bai et at., 2006). 

Financiers need to recognise the effect their lending policies might have on SMEs. Strict lending 

requirements and high levels of scrutiny from financial institutions tend to intimidate SMEs, especially 

those that are control averse. This puts many firms off seeking external financing, and may affect the 

growth of the SME sector, especially in technology intensive industries where firms require significant 

amounts of capital to grow rapidly in their initial stages of development. Financiers should consider 

changing their lending policies according to the characteristics of the market in which the firm operates 

and the firm's growth potential, and not simply make their lending decisions on the basis of past 

performance. 

6.7 Limitations and Suggestions for Future Research 

As with the previous chapters more work needs to be done to determine whether the findings of this 

chapter are generalisable outside of Zhejiang province, as previous studies indicate that the financing 
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conditions of enterprises differ quite considerably from province to province (Gregory et al., 2000). 

Future research might also be conducted in other developing economies to determine whether the 

findings of this research are unique to the Chinese cultural setting. 

Secondly, due to the use of a non-random sampling strategy the sample in this research might have 

suffered from self-selection bias. Although measures were taken to ensure the sample was 

representative of SMEs in Zhejiang Province, the sensitive nature of the questionnaire might have 

resulted in a higher response rate among more successful firms. In the future researchers should 

consider using more representative sampling techniques, although this has been shown to result in 

lower response rates in the Chinese context (Zheng et at., 2006). 

Thirdly, the study was not able to fully account for the changing nature of a firm's financing decisions 

over time. It may be worthwhile to undertake longitudinal research which would enable a more in- 

depth explanation of how financing decisions change through different stages of firm development. 

This would enable researchers to examine whether the ability of Chinese SMEs to access adequate 

sources of external financing is improving or getting worse and whether they financing follows a 

hierarchical pecking order. 

Fourthly, future research might consider using more sophisticated measures for some of the 

independent variables used in the study. Social network analysis could be undertaken to assess more 

deeply the extent of the network ties possessed by the individual enterprises. Objective measures such 

as the amount of money spent on entertainment might also be used as a proxy for building and 

maintaining network ties. Future research might also consider the use of multiple-item scales to 

measure some of the constructs in the study such as control aversion and risk propensity. Such scales 

should result in stronger psychometric properties than single-item scales. 

6.8 Conclusion 

Some researchers have argued that financial theories of capital structure do not fully explain the capital 

structures adopted by SMEs (Barton and Matthews, 1989; Matthews et al., 1994). They argue that a 

complex array of factors, not taken into account by financial theories of capital structure, influence the 
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financing decisions of firms in the SME sector. These factors include the strategic objectives, 

psychology, human capital and network ties of owner/managers. In order to examine the influence of 

these factors on the capital structure adopted by Chinese SMEs a theoretical model was developed 

taking into consideration both the previous literature in the field and the opinions of key respondents 

from SMEs. The theoretical model was tested empirically on a sample of 162 firms from Zhejiang 

Province through the use of a detailed firm-level survey questionnaire. 

Data analysis indicated that a combination of factors, other than those posited by financial theories of 

capital structure influenced the capital structure of sampled firms. In particular the control aversion and 

risk propensity of owner/managers strongly influenced the capital structure adopted by SMEs. Contrary 

to what was hypothesised the business objectives of owner/managers had only a limited influence of 

the financing decisions of SMEs. Firms whose owner/managers had greater growth intentions were 

more likely to make use of bank financing and firms whose owner/managers had greater profit 

maximisation intentions in the short-term were more likely to higher amounts of short term debt in 

their capital structure. The human capital of owner/managers also seemed to have little impact on the 

financing decisions of SMEs. Only managerial experience was found to be positively related to the 

amount of debt in the capital structure of sampled firms. Surprisingly, network ties were found to have 

a negative relationship with leverage in sampled firms. This can be explained by the fact that firms 

with stronger network ties have less of a need for external financing to higher levels of profitability and 

greater access to valuable information and business opportunities. They also showed greater control 

aversion than firms with weaker ties suggesting that although they have the ability to access greater 

amounts of external financing they do not necessarily do so due to the perception that it might result in 

loss of control over their business. 

The key findings, theoretical and methodological contributions, and policy and managerial implications 

of this study are discussed in the final chapter. 
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CHAPTER 7: CONCLUSION 

7.1 Introduction 

In this chapter the findings from this dissertation are presented in light of the proposed research 

objectives. In respect of this the theoretical and methodological contributions made to the existing body 

of literature are examined in detail. Following this the managerial and policy implications of the study 

are highlighted. The chapter then concludes by presenting the limitations of the present research and 

providing suggestions for future research. 

7.2 Discussion of Research Findings 

The main goal of this study was to establish what factors determine the capital structure of private 

SMEs in the Chinese context and assess the applicability of financial theories of capital structure to 

SME in the Chinese context. The study also set out to examine whether other theoretical perspectives 

could be utilised to explain the capital structure decisions of Chinese SMEs. 

In Chapter 2 the literature on SME development and SME financing was reviewed with a particular 

focus on the Chinese institutional context. Firstly, the contribution of the dynamic SME sector to the 

economic growth experienced in China over the last three decades was highlighted. Following this the 

constraints faced by Chinese SMEs were outlined, in particular their inability to access adequate 

financing. A review was then made of previous empirical work on SME financing in the Chinese 

context, highlighted how the SME sector has seemingly prospered with limited access to formal 

sources of financing. Following this, the role played by informal financing in the success of Chinese 

SMEs was discussed and a review was made of how banking sector and capital market reform has 

impacted on the financing of SMEs. Finally, the constraints faced by SMEs in accessing adequate 

sources of external financing were examined. 

The theoretical and empirical literature on capital structure was then examined in Chapter 3. Firstly, 

financial theories of capital structure including the static trade-off theory (Scott, 1972; Kraus and 
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Litzenberger, 1973; Kim, 1978), agency theory (Jensen and Meckling, 1976), the pecking order theory 

(Myers, 1984; Myers and Majluf; 1984) and the financial growth cycle theory (Berger and Udell, 1998) 

were presented. Following this empirical work on the firm level determinants of capital structure of 

SMEs was reviewed and a discussion was undertaken as to whether financial theories of capital 

structure fully explain how SMEs are financed. In particular previous work on SMEs from developing 

economies and larger Chinese firms was carefully scrutinised (Barton and Matthews, 1989; Matthews 

et al., 1994; Uzzi, 1999; Romano et al., 2000; Chen, 2004; Chen and Strange, 2005; Van Gennip, 2005; 

Huang and Song, 2006; Bhabra et al., 2008). Alternative theoretical perspectives that may help us to 

explain capital structure decision making were then introduced (Barton and Matthews, 1989; Matthews 

et al., 1994; Uzzi, 1999; Romano et al., 2000). A review of the literature led to the identification of a 

number of managerial determinants of capital structure not posited by financial theories. These were 

managerial strategy, psychology, human capital and network ties. In the final section of this chapter the 

methodological issues of the study were addressed with reference to the previous literature. In 

particular the choice of mixed methods research to investigate the phenomenon of SME financing was 

justified. 

In Chapter 4 the firm-level determinants of capital structure were investigated through the quantitative 

analysis of firm-level data on 1539 SMEs in Zhejiang Province in the period 2004-2005. Firm size and 

firm age were found to be positively related, and profitability negatively related, to short-term and total 

leverage. Contrary to what was hypothesised evidence was found to suggest that the sole-trading 

enterprises in the sample had significantly greater debt in their capital structures than limited liability 

enterprises. This might be explained by the fact that sole-trading enterprises have greater access to 

informal financing sources than limited liability enterprises. Only one variable, age, was found to be 

significantly related to long-term leverage. This may result from the limited use of long-term debt by 

firms sampled. The analysis indicates an overwhelming reliance by Chinese SMEs on short-term 

leverage. Contrary to expectations no relationship was found between asset structure and all forms of 

leverage. This contradicts results of previous empirical work which tends to find evidence of a negative 

link between asset structure and short-term leverage and a positive relationship between asset structure 

and long-term leverage (Cassar, 2004; Huang and Song, 2006; Bhabra et al., 2008). However, further 

regressions using an interactive variable (INCAS) indicate that the relationship between asset structure 
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and leverage differs considerably between sole trading and limited liability enterprises in the sample. 

The relationship between asset structure and both short-term and total leverage was positively 

significant for limited liability enterprises in the sample, whereas for sole-trading enterprises it was 

negatively significant. This indicates that limited liability enterprises make greater use of formal 

financing than sole trading enterprises and suggests that the pecking-order theory might be applicable 

to explain the financing behaviour of limited liability SMEs in China. Three possible explanations are 

provided for differences in the asset structure/capital structure relationship between sole trading 

enterprises and limited liability enterprises. 

One explanation is that sole-traders tend to be more informationally opaque than limited liability 

enterprises which results in the reluctance of banks to lend to them. Sole-traders also prefer financing 

mechanisms that do not require fixed assets as security, and are reluctant to borrow formally for the 

fear that they may be held personally responsible for loan default. They also have adequate access to 

finance through informal mechanisms which negates the need for them to utilise formal financing 

mechanisms. The results of this chapter are, to a certain extent, consistent with both the pecking-order 

and financial life-cycle theories of capital structure. The hypothesised determinants for the pecking- 

order theory hold true for the limited liability enterprises in the sample where a positive relationship 

between asset structure and both short-term and total leverage is borne out of the data, suggesting that 

the capital structure of enterprises varies along their lifecycle. Limited empirical support is provided for 

the static trade-off theory, indicating that decision makers in Chinese SMEs do not target a static 

optimal capital structure. 

In Chapter 5 qualitative interviews were undertaken with key respondents to elaborate on the findings 

from Chapter 4 and investigate other determinants that could not be examined through quantitative 

analysis of the firm-level data. Analysis of interview data provided further support for the applicability 

of the pecking-order theory of financing to the Chinese SME context. Enterprises sampled tend to 

finance via internal sources before seeking external sources of finance. Bank financing is also used 

widely by enterprises sampled, especially larger SMEs with limited liability. In line with the findings 

from the previous chapter, the sampled firms financed overwhelmingly in the short-term. Interview 

data revealed this could be explained by the risk-averse behaviour of Chinese banks who view long- 
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term lending to SMEs as a risky proposition. The interview data also helped to explain the findings of a 

negative relationship between asset structure and capital structure for sole-trading enterprises in 

Chapter 4. Compared to limited liability enterprises the sole trading enterprises sampled tended to 

make less use of bank financing and made greater use of alternative forms of collateral than fixed 

assets when borrowing from the bank. 

Findings from the data analysis also revealed limited reliance on informal financing mechanisms, 

especially by limited liability enterprises in the sample. For most firms in the sample informal 

borrowing via friends and family was only used in the early stages of business development. In contrast, 

trade credit and inter-firm financing continue to play an important role in the financing of many 

enterprises, suggesting that they are used as alternative financing mechanisms for firms shut out of 

formal financial markets. A significant number of firms revealed they also borrow from other firms in 

their business network when faced with financial difficulties, and use inter firm guarantees when they 

have insufficient assets of their own to pledge as security when borrowing from the bank. Semi- 

structured interviews established that government authorities have little direct influence over credit 

allocation from the banking sector. The decision to grant credit is generally taken at the bank level and 

tends to be dependent on the financial performance of the individual enterprise. 

However, it was clear from the interviews that the government still had an important role to play in the 

financing of SMEs. A number of enterprises in the sample highlighted the importance of their 

relationships with government officials to the financing of their enterprises. Government officials, in 

many cases, play an important role in introducing senior managers of SMEs to bank officials. Finally 

the interviews also indicated that the control aversion of SMEs owner/managers may be a significant 

determinant of their financing decisions. Firms whose owner/managers were control averse are less 

likely to rely on external sources of debt financing to finance their business activities whereas growth- 

oriented firms tend to be less control averse and more willing to seek external financing. 

In Chapter 6 of this study a theoretical model was developed which identified managerial factors 

influencing the capital structure adopted by SMEs, specifically the strategic objectives, psychology, 

human capital and network ties of owner/managers. The model was then tested through analysis of data 
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collected from a survey questionnaire of the owner/managers of SMEs. The analysis of survey data 

indicated that a combination of factors determined the financing behaviour of sampled firms. In 

particular the control aversion and risk propensity of owner/managers were found to strongly influence 

the capital structure adopted by SMEs. Contrary to what was hypothesised, the business objectives of 

owner/managers only had a limited influence of the financing decisions of SMEs. Firms whose 

owner/managers had greater growth intentions were more likely to make use of bank financing and 

firms whose owner/managers had greater profit maximisation intentions in the short-term were more 

likely to have higher amounts of short-term debt in their capital structure. The human capital of 

owner/managers also seemed to have little impact on the financing decisions of SMEs. Only 

managerial experience was found to be positively related to the amount of debt in the capital structure 

of sampled firms. 

Surprisingly, network ties were found to have a negative relationship with leverage in sampled firms. 

This might be explained by the fact that firms with stronger network ties have less of a need for 

external financing due to higher levels of profitability and greater access to valuable information and 

business opportunities. They also showed greater control aversion than firms with weaker ties 

suggesting that although they have the ability to access greater amounts of external financing they do 

not necessarily do so due to the perception that it might result in loss of control over their business. 

7.3 Theoretical and Empirical Contributions of this Study 

This study makes a number of important contributions to the existing body of research. Empirically, it 

extends the examination of the firm-level determinants of capital structure to the Chinese SME context. 

Although previous studies focused on analysing the determinants of the capital structure of larger, 

listed firms (Chen, 2004; Chen and Strange, 2005; Tong and Green, 2005; Huang and Song, 2006; 

Bhabra et al., 2008), there has been limited focus in the literature on what determines the capital 

structure of SMEs. In Chapter 4 an important empirical contribution to the literature is provided by 

establishing that financial theories of capital structure do not provide a full explanation for how SMEs 

are financed. Although data analysis on firm level data from 1539 enterprises revealed some support 

for the pecking-order theory of capital structure, this was only for incorporated firms in the dataset. A 

number of possible explanations for the limited applicability of established theories of capital structure 
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to Chinese SMEs, especially to unincorporated firms, arising from China's unique institutional and 

cultural context, were provided. These include the discrimination that private enterprises continue to 

face from the banking sector, the availability of informal financing due to high savings rates and 

networks of trust between social and family groups, and the high levels of control aversion exhibited by 

SME owner/managers in China. 

A second key contribution arose from understanding the influence of incorporation on the financing 

decisions of Chinese SMEs. Few studies, in the context of mature economies, have investigated 

whether incorporation leads to greater access to financing for SMEs (Storey, 1994; Coleman and Cohn, 

2000; Cassar, 2004). Distinct differences were found in the capital structures of sole trading and limited 

liability enterprises in China. The analysis indicated that limited liability enterprises had greater access 

to formal financing mechanisms while sole traders had greater access to informal financing. Such 

findings suggest that the legal form adopted by Chinese SMEs is an important determinant of capital 

structure both directly and through its link to asset structure. 

Another key contribution of this study is made in Chapters 5 and 6 through the development and testing 

of a theoretical model which provides a deeper understanding as to how managerial factors influence 

the capital structure decisions of Chinese SMEs. It highlighted the role played by managerial strategy, 

psychology, human capital and network ties in small business financing, factors which are not taken 

into account by existing theories of capital structure in the finance paradigm. 

Based on the findings from the three empirical chapters of this study a theoretical framework is 

developed that combines divergent perspectives to explain the factors influencing capital structure 

decision making of SME's in China. It is presented in Figure 7.1. As well as firm-level variables, the 

framework includes managerial factors which were found to be important determinants of the capital 

structure of Chinese SMEs. Both firm and managerial-level antecedents can be split into three main 

categories; those which influence the willingness of decision-makers to take on external debt; those 

which influence the firm's demand/need for external debt; and those which influence the ability of the 

firm to take on external debt. Firstly, the psychology of managers, as regards their risk propensity and 

control aversion, and the length of managerial experience, are factors which determine their willingness 
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to take on external debt. Those firms whose senior managers are less control averse, more willing to 

take risks and more experienced are more likely to seek external debt. Secondly, the strategic 

objectives of senior managers and the availability of internal sources of finance, impacts on the firm's 

demand/need for external debt. Firms with limited growth intentions or adequate sources of internal 

funds are less likely to seek external debt than those with significant growth intentions or limited 

internal funds. Finally, a firm's ability to access debt depends on their network ties and levels of 

information transparency. Previous research indicates that younger, smaller and non-incorporated firms 

tend to suffer from higher levels of asymmetric information, making access to external debt relatively 

complicated. As a result those firms with strong network ties (relational capital) and fixed assets 

(financial capital) should find it easier to access external debt than those without. 

Figure 7.1: Theoretical framework for capital structure decision-making 
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7.4 Methodological Contribution of this Study 

This study makes a significant methodological contribution to the literature by adopting a mixed- 

methods approach to investigate the capital structure determinants of Chinese SMEs. Previous studies 

on SME financing have tended to rely overwhelmingly on the use of quantitative methods (Chen, 2004; 

Tong and Green, 2005; Van Gennip, 2005; Klapper et al., 2006; Huang and Song, 2006; Abor and 

Biekpe, 2007). In the early stages of research design it was recognised that there was a need to 

complement the findings from quantitative analysis of data with more focused qualitative work. This 

led to the use of semi-structured interviews in this study in order to gain a deeper understanding of the 

factors which influence the capital structure decisions of Chinese SMEs. Qualitative methods were 

used in addition to quantitative methods for two main reasons. The first was to generate more accurate 

results through the process of triangulation (Alexander et al., 2008). Specifically, the use of semi- 

structured interviews in Chapter 5 enabled a better understanding of the findings from quantitative 

analysis of data in Chapter 4. Secondly, qualitative methods were used to help inform the development 

of a survey questionnaire (Greene et al., 1989). Specifically, the findings from semi-structured 

interviews in Chapter 5 assisted in the development of a theoretical model which was subsequently 

tested through the design and distribution of a self-completion survey questionnaire in Chapter 6. 

7.5 Policy Implications of this Study 

Given the importance of the SME sector to economic development in China, in terms of its 

contribution to innovative activity, productivity improvements and job creation (Chen and Feng, 2000; 

Garnault et al., 2001; Anderson et at., 2003; Chen, 2006; Yang, 2004; Dougherty and Herd, 2005; 

Farrell et al., 2006) understanding what determines the capital structure of Chinese SMEs is a topic that 

deserves the attention of policy makers. This should allow them to best target their resources to support 

SME development and stimulate the private sector in the most effective way possible. 

This study highlights a number of policy implications. While private SMEs are enjoying better access 

to formal financing mechanisms there are a significant proportion of private SMEs, especially those 

which are unincorporated, which continue to face difficulties in accessing adequate sources of external 

financing to support their growth. In order to improve this situation, the Chinese authorities should 

consider developing effective means by which to improve access to formal loan capital from financial 
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institutions, especially in the long-term. This can include further liberalisation of the financial sector to 

allow for greater competition between financial institutions in SME lending. If formal financial 

institutions are provided with greater room to innovate, investors will not need to rely on informal 

sources of finance to the same extent as they do at present (Li, 2009b). 

The government should do more to encourage the growth of new financial institutions in the lending 

market such as city commercial banks, micro-credit providers, credit unions and credit cooperatives 

(Fagan and Zhao, 2009). This should lead to greater efficiency and competition in the banking system 

as a whole (Shen et al., 2009). This is especially important in rural areas of the country where the large 

state-owned banks have largely withdrawn from lending in recent years (He et al., 2009; Herd et al., 

2010). Previous empirical studies reveal that smaller financial institutions, especially rural credit 

cooperatives, typically forward a greater proportion of their credit to SMEs (Shen et al., 2009; Herd et 

al., 2010). This is due to the fact that smaller financial institutions are less hierarchical, independent of 

political considerations and more profit-oriented (Gregory et al., 2000; Shen et al., 2009). They also 

tend to focus on segments of the market that have been neglected by larger financial institutions, and 

do not discriminate against customers on the basis of their previous relationships. As a result they are 

more likely to be open to developing innovative ways to lend to the SME sector. 

In order to encourage the entrance of new financial institutions, especially in rural areas of the country, 

local governments should remove regulatory barriers that discourage market entry such as high 

registered capital requirements. Although the central government lowered the minimum capital 

requirements for rural lending institutions in 2006 many local governments continue to adopt minimum 

capital requirements for new entrants much higher than those stipulated by the central government (He 

et al., 2009). For example, regulatory provisions require new financial institutions registering in Beijing 

to have ten times the amount of registered capital required by the regulatory authorities. The central 

government should do more to ensure that local governments abide by their minimum requirements. 

More could be done to encourage foreign banks to establish a greater presence in China, especially in 

rural areas of the country where they have limited market share, as foreign market entry has been 

shown to lead to increased lending to SMEs (Leigh and Podpiera, 2006). In order to achieve this, 

'd< I'll, 
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policy makers should consider removing the regulatory restrictions faced by foreign banks from 

investing in rural credit cooperatives (He et al., 2009). 

National and local governments should also consider the development of effective credit rating and 

guarantee schemes for SMEs, which should reduce the costs to financial institutions of screening loan 

applications, and reduce the asymmetric information between lenders and borrowers. Such schemes 

been shown to have a significant impact on SME access to credit (Herd et al., 2010). Although the 

government has tried to develop credit guarantee schemes in the past these schemes have generally not 

worked due to significant red tape and a lack of ongoing financial support from government (Mu, 2002; 

He et al., 2009). Compared to other countries guarantees are infrequently used by Chinese SMEs (He et 

al., 2009). According to recent research only 1 per cent of SME lending is guaranteed, compared with 

20 per cent in Korea and 40 per cent in Japan (Asian Development Bank, 2007). In the future, emphasis 

should be placed on making guarantee schemes more straightforward and less bureaucratic. The 

government authorities should also provide greater financial backing to guarantee schemes. This should 

allow businesses with a limited track record, to seek adequate financing to support their early stages of 

their development. 

Greater effort should also be made to improve SME access to the equity markets as they are over- 

reliant on bank-based financing compared to their counterparts in mature economies. At present, the 

Chinese government continues to control IPO approval and timing which results in state-owned 

enterprises dominating new IPOs (Herd et al., 2010). The administrative and financial requirements 

placed on firms looking to gain entry to the Chinese stock market cannot be met by most SMEs (Fagan 

and Zhao, 2009). Feasibly, they are only able to seek market listing on the Shenzhen SME bourses and 

overseas stock markets. In order to improve the ability of SMEs to seek external equity financing the 

Chinese government could follow the example of other countries and create new bourses which serve a 

wider variety of financing needs. They should also move to a system in which firms are given more 

autonomy in the IPO process as this has been shown to improve the quality and diversity of listed 

companies (Herd et al., 2010). 

The government should also consider introducing reforms to develop the corporate bond market as an 
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alternative financing mechanism for SMEs. At present, it is extremely difficult for non-listed SMEs to 

issue bonds due to regulatory restrictions (He et at., 2009). Until recently bank guarantees were 

required as security for issued bonds meaning that bond issuers were largely limited to large state- 

owned enterprises (Herd et al., 2010). 

The control and risk aversion of owner/managers leads to a reluctance on the part of many SMEs to 

seek external capital from financial institutions. The government authorities should be aware of how 

such behaviour impacts on the development of the SME sector when developing policies aimed at 

supporting the SME sector. They should refrain from simply providing blanket measures to support the 

whole population of SMEs, regardless of their demand for external financing, and concentrate on 

providing specific support for those enterprises that need it the most and are actively demanding it. 

These enterprises tend to be in their early stages of development and suffer from significant levels of 

asymmetric information with their potential lenders due to a lack of historical financial data on which 

their creditworthiness can be ascertained. Industry specific factors should also be taken into account in 

the development of policies to support the SME sector (Berggren et al., 2000). Compared to traditional 

industries, firms operating in new innovative industries with significant potential for growth will need 

greater support due to their short history, which leads to significant levels of asymmetric information 

between them and their lenders. 

Policy makers should also consider what can be done to incentivise SMEs to be more transparent in 

their financial dealings and adopt more formal accounting systems. This should assist them in getting 

better access to external sources of finance and could be done in a number of ways. Initially, the 

accounting regulations could be further strengthened in order to ensure more accurate financial 

reporting by SMEs. Local governments should also consider providing training programmes to help 

enterprises develop more formal management and accounting systems (Fagan and Zhao, 2009). These 

should improve the ability of financial institutions to assess creditworthiness of loan applicants from 

the SME sector. 

A systematic effort should also be made to reduce the discrimination faced by private enterprises, 

especially as regards the levy of arbitrary and non-transparent fees and the payment of higher tax rates 
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than state-owned enterprises (Gregory et al., 2000; Fagan and Zhao, 2009). This kind of discrimination 

leads to reluctance on the part of business owners to fully disclose their true financial position to the 

government authorities for the fear that they may be the target of rent-seeking behaviour by 

government officials and arbitrary taxation by government departments. 

7.6 Managerial Implications of this Study 

In order for SMEs to obtain sufficient capital to finance their business operations it is important for" 

their decision makers to be aware of the factors which may influence their capital structure. Based on 

the findings of the previous chapters the managerial implications of this study for the owner/managers 

of Chinese SMEs are highlighted. 

High levels of asymmetric information between SMEs and their lenders constrain firms from accessing 

adequate sources of external capital from financial institutions. This is especially true for 

unincorporated enterprises that are under less stringent financial reporting requirements. Managers who 

are seeking formal sources of finance should be aware of the importance placed by financiers on 

financial information and past performance when making lending decisions. In order to improve access 

to external sources of debt and equity financing they should take steps to improve their accounting 

systems and processes. This should allow potential financiers to fully assess their true financial position. 

High levels of control and risk aversion significantly affect the ability of SMEs to access adequate 

sources of external financing. SME managers must recognise that in order to fund rapid growth they 

must consider taking on external debt. This is especially important in new, high growth industries in 

which those who move the quickest are able to build market share quickly and benefit from economies 

of scale, allowing them to build a competitive advantage. SME owner/managers, who are inherently 

control and risk averse must be aware of how their behaviour may impact negatively on the 

competitiveness of their business in the long-term, especially if their competitors are open to taking on 

external capital to fund rapid business growth. 

The importance of building strong network ties for Chinese SMEs must not be underestimated. The 

research findings suggest that SMEs with stronger network ties with the government, banks and other 
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firms are generally more profitable than firms with weaker ties. This reduces the need for them to seek 

external debt financing, leading to lower amounts of debt in their capital structure. To improve their 

network ties owner/managers might undertake a number of strategies. Seeking membership of the 

Communist Party and business associations might be one way in which they could do this. 

7.7 Implications of this Study for Financial Institutions 

Finally, implications can be drawn from the findings of this study for financial institutions engaging in 

lending to the SME sector. At present many SMEs are put off from seeking loan capital from financial 

institutions due to high levels of scrutiny and strict lending requirements. Banks and other financial 

institutions must consider developing flexible lending criteria for SMEs. They should recognise the 

impact that strict lending criteria might have on SMEs and consider changing their lending policies 

according to suit the individual circumstances of the firm and the characteristics of the industry in 

which the firm operates. Instead of solely assessing the creditworthiness of the firm by looking at its 

past financial performance, they might consider placing greater weigh on other factors such as its 

growth potential and the viability of its future business plans. Financial institutions might also consider 

broadening the range of items they accept as collateral (Fagan and Zhao, 2009). At present banks 

typically only accept fixed assets as security on loans, and regulations prevent the use of receivables, 

inventory and equipment as collateral (Herd et al., 2010). 

7.8 Limitations of Present Study and Suggestions for Future Research 

The fact that this study only examined the determinants of capital structure of private SMEs in one 

Chinese province brings into question the generalisability of its findings to the whole of China. 

Previous research conducted in the late 1990s that there are considerable differences between provinces 

in the ways in which SMEs are financed (Gregory et al., 2000). It is hoped that future research may 

address these deficiencies by controlling for regional differences. Despite these concerns, the fact that 

Zhejiang Province is at the forefront of private sector development in China and has the highest 

percentage of GDP accounted for by private sector activity made this an ideal setting for this research 

study. In order to demonstrate whether the research findings are generalisable to the whole of China 

follow-up research would need to be conducted across a number of provinces. At present resources 
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limitations and difficulties in accessing data from all Chinese provinces make this a difficult 

proposition. Perhaps with greater access to resources and firm-level datasets such research might 

become viable in the future. 

In addition, the present study only examined the determinants of capital structure for private SMEs. 

The extent to which the findings of this study are applicable to other organisational forms are still to be 

established. Previous work, for example, indicates considerable differences between the financing 

behaviour of state-owned and private firms in China (Li et al., 2009). Future work may examine 

whether the findings of this study, as regards the capital structure determinants of SMEs are replicable 

to SMEs with different ownership characteristics. 

The lack of longitudinal data also made it difficult to investigate such variables such as growth and risk 

which had been found to determine the capital structure of enterprises in other contexts (Cassar and 

Holmes, 2004). A lack of longitudinal data also made it difficult to determine whether the determinants 

of capital structure may change over time. In order to reduce these concerns future research could 

utilise longitudinal data to examine the replicability of the findings over a longer time frame. This 

should allow us to better ascertain the applicability of the pecking-order and lifecycle theories. Indeed 

previous longitudinal research suggests that firms may have different pecking-orders depending on the 

evolutionary experiences of the firm and its owner/managers (Atherton, 2009). The lack of longitudinal 

data also made it difficult to use more sophisticated methods to analysis firm-level data in chapter 5. If 

longitudinal data had been available a series of robustness checks could have been performed through 

the use of fixed-effects or GMM regressions. This would have enabled the concerns of firm-specific 

heterogeneity and potential endogeneity of the independent variables to be addressed. 

Future work might also extend the work in this study to SMEs in other developing economies. This 

will allow for further testing as to whether institutional differences impact on how SME are financed. 

Research investigating the capital structure determinants of Indian SMEs might be of some interest 

considering the fact that India, in addition to China, is one of the largest and most dynamic economies 

in Asia. 
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APPENDICES 

Appendix 1 

Interview Script 

1. Please introduce your business. 
" What industry do you operate in? 
" How long have you been running this business? 
" Is it a family business? 
" What did you do before you started your business? 
" What is your educational/professional background? 

2. What are the main financing needs of your business? 
" Are they mostly short-term or long term financing needs? 

3. What sources of finance does your company mainly use? 
" How important are internal sources of finance to you business? 
" How important are external sources of finance to your business? 
" What factors affect the sources of finance you use? 
" Have the sources of finance used by your business changed as your business has 

grown in size? 
4. Do you feel constrained in your ability to access external sources of finance? 

" If so, explain the difficulties faced in accessing external sources of finance 
5. We have noticed that SMEs rely heavily on short-term financing. 

" Is this the case for your business? 
" If so, what explanation is there such a high prevalence of short-term financing 

compared to long-term financing? 
6. What are your major strategic objectives for your business? 

" How do your strategic objectives impact on how you finance your business? 
7. Are you willing to take on new owner/partners in return for quicker growth of your business? 
8. How important do you consider the building of good relationships with external financiers, 

including banks and venture capitalists to the future success of your business? 
9. How important do you consider building relationships with other firms (customers and 

suppliers) in accessing financing? 
10. Are you a member of any political organisations? 

" Do you think political participation improves the ability of private enterprises to 
access external sources of finance? 
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Dear Participant 

We are undertaking research on the sources of funding and barriers to finance of small and medium- 

sized enterprises (SMEs) in Ningbo. To help in this research, we would like to request that you complete the 

attached questionnaire. The validity of the questions will increase if all questions are answered 

completely and accurately. We wish to stress that all replies to the questions will be treated in the strictest 

confidence. Neither you nor your organisation will be identified at any stage of the analysis, nor in the 

publication of the results. 

We have a number of aims in carrying out the research, but we are particularly interested to know about how 

owners of small and medium-sized enterprises in Ningbo finance their businesses and the barriers they face in 

raising finance. This will enable the government to provide more support for the financing of small and 

medium-sized enterprises. 

The questionnaire should only take a short time to fill in, but your answers will be enormously 

valuable to the research project. When the analysis is complete we will be pleased to send you a summary 

of the findings. 

Any questions regarding this project may be directed to Alex Newman (contact: 0547 88180110, 

ales. newman(a nottin2ham. edu. en) 

Thank you very much for your interest and time in helping to make this study possible. 

Alex Newman 

Teaching Fellow in International Business 
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*N1(I t()'. 
Sources of Finance 

Please indicate the importance of the following sources of finance to your firm using the scale 
below to circle the appropriate number from I to 5. 

2 

Not Important Limited Importance Some 

345 
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Please indicate the approximate percentage of total financing provided by each of the 
following sources of finance 

I Retained profits 

2 New equity from the o, 

3 Loans from the owners 

4 Bank loans 

5 Loans from friends 

6 Loans from credit netv 

7 Loans from other infor 

8 Government loans 

9 Trade credit 

10 Venture capital funds 

11 Equity from outside in 

12 Leasing 

vners/directors and their family members % 

/directors and their family members % 

'orks/money lenders % 

mal sources 

vestors 

% 
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Barriers to Finance 

Please indicate the extent to which you consider the following factors to be a barrier to raising 
finance for your business by using the scale below to circle the appropriate number from I 
to 5. 

12 

L No Barrier 

I High interest rates charged by banks 

2 Collateral requirements of banks 

3 Length of tine required to get a loan 

4 Poor accounting records 

SECTION C 
Relationships with Banks 

3 4 
_r 

5 

Serious Barrier 

12345 

1; 2,3 45 

5 12345 
r±i 

4 

1. What is the length of the relationship your firm has with its main bank? years 

2. How many banks does your firm have a banking relationship with? banks 

3. How often do you discuss your financial position with your bank(s) 

Daily Q Weekly Q Monthly Q 
Quarterly Q Yearly Q Only when a loan is needed Q 
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\ chN orl: Resources 

Please indicate the extent to which you agree or disagree with each of the following statements 
by using the scale below to circle the appropriate number from I to 5. 

2345 

Strongly Disagree Disagree 
Neither Agree Nor 

Disagree Agree Strongly Agree 

I We have many close relationships with other firms 12345 

2 We have very good business relationships with local government officers 
L12345 

3 We have very good business relationships with banks 12345 

4 We are satisfied with the relationship we have with our banks f1J2345 

SECTION E 
Business Objectives 

Please indicate the extent to which you agree or disagree with each of the following statements by using 
the scale below to circle the appropriate number from I to 5. 

12345 

Strongly Disagree Disagree 
Neither Agree Nor 

Disagree Agree Strongly Agree 

I One of our major objectiv es is to increase market share as quickly as possible 12345 

2 One of our major objectives is to maximise profits in the short-term 12T345 
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Fxtcrrial Financiriz 

Please indicate the extent to which you agree or disagree with each of the following statements by using 
the scale below to circle the appropriate number from I to 5. 

2345 

Neither Agree Nor 
Strongly Disagree Disagree 

Disagree Agree Strongly Agree 

1 'We intend to retain a majority stake in the business for the founders. j1 2345 

2 It is important to take risks when doing business 12345 

SECTION G 
Firm Information 

Please remember that your responses are completely anonymous. 

1. Age of firm }ears 

2. Is your firm family controlled (i. e. does one family own more than 50 percent of the shares)? 
Yes No 

3. In which industrial sector is your firm? 
Retail Manufacturing Q 

Hotel/restaurant Financial services Q 

Consultancy Building and construction Q 

Transport Q Other (Please Specify) 

4. Number of employees 

5. Form of business ownership (please tick as appropriate) 
Limited company Sole proprietor Q 

Partnership = Other (Please Specify) 

6. Have the number of employees working at your firm increased in the last financial year? 
Yes : No 

7. Total revenue in the last financial year 

8. Total assets in the last financial year 

9. Fixed assets in the last financial year 
__ 
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10. Total liabilities in the last financial year 

11. Short-term liabilities in the last financial year 

12. Total profits in the last financial year (indicate losses with a negative sign) 

13. Did your firm have an initial written business plan at the time you started the business? 
Yes No 

14. If yes to question 13, did you get advice when writing the business plan? 
Yes Q No 

15. If yes to question 14, who gave you advice when writing the business plan? 
Bankers Consultants 

Friends Q Other (Please Specify) 

Personal Characteristics of CEO 

Please remember that your responses are completely anonymous. 

1. Gender of CEO (please tick as appropriate) 
Male ,i Female 7 

2. Age of CEO years 

3. Education of CEO (please tick the category that describes the highest level completed or 
degree received). 

Middle school or lower Q High school certificate o 
Bachelor's degree Q Master's degree Q 
PhDQ 

4. How long has the present CEO been CEO of the firm? years 

5. Did the CEO have previous managerial experience in the same industry before joining or 
establishing your existing company? 
Yes L No 

6. If ves, how many years of managerial experience did he/she have before joining or 
establishing the present firm? years 

7. Is the CEO a member of any of the following organisations (please tick as appropriate) 
Communist Party ý- People's Political Consultative Committee Q 
People's Congress Q Private Entrepreneur's Association Q 
Private Business Association , -1 

Thank you very much for taking the time to complete this questionnaire 
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