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Chapter One: Introduction 

1.1 Introduction 

This study empirically analyses the determinants for obtaining formal bank finance 

among the small and medium-sized enterprises (SMEs) in China during the period 2004 

to 2015, and investigates in particular the effects of political connections. In this chapter, 

brief background information on Chinese SMEs is presented in Section 1.2. The research 

problems and justification for this study are discussed in Section 1.3, and Section 1.4 lists 

the objectives and hypotheses of this study. The contributions of this study are described 

in Section 1.5, Section 1.6 discusses the data and methodology, and Section 1.7 outlines 

the structure of this dissertation. 

1.2 Background information  

The modern origins of Chinese SMEs dates back to the eve of China’s national economic 

reform in 1978, known as the Open Door Policy (Huan, 1986). Chen (2006) divided the 

development of Chinese SMEs into three mainly phases. In the first phase (from 1978 

to1992), Chinese SMEs diverged from privately owned, township and collective 

enterprises. However, due to institutional restrictions, most SMEs were suppressed 

throughout the 1980s. The second phase was from 1992 to 2002. In order to solve the 

problem of weak performance and high reported losses of Chinese SOEs, the Chinese 

Government conducted the nation-wide state-owned enterprises reform (Enterprise 

Ownership Reform) by restructuring or spinning-off poorly performing SOEs into 

non-stated-owned SMEs or joint venture SMEs with foreign investors. This stage saw the 

prospering of non-state-owned SMEs, particularly private SMEs. The last phase started in 

2003, when China promulgated the Small and Medium-Sized Enterprises Promotion Law, 

which symbolised that SMEs had become important in the Chinese economy. During the 

following years, the Chinese Government improved the policy for the development of 

SMEs, such as technological innovation and industry structure optimising. According to 

the Yearbook of China Small and Medium Enterprises (various issues from 2003 to 2015), 
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the number of Chinese SMEs has had a stable increasing trend from 162,667 in 2002 to 

352,546 in 2014, constituting over 90 per cent of total Chinese enterprises in 2014. As the 

largest Chinese enterprises group, SMEs have become the main force driving Chinese 

economic growth. Zhang and Xia indicates (2014), by the end of 2014, SMEs accounted 

for over 60 per cent of gross domestic product (GDP), 50 per cent of government total tax 

revenue, 75 per cent of gross industry output (GIO), and 75 per cent employment in 

urban areas. 

 

On the whole, Chinese small and medium-sized enterprises (SMEs) have developed 

rapidly, and have already become the largest group of enterprises in China since the 

reform and opening-up, contributing significantly to the Chinese economy. However, the 

treatment of Chinese SMEs does not match their contribution, and SMEs still face many 

obstacles in their operations. Lack of access to bank loans has become the main problem 

for development of SMEs, and is caused mainly by bank discrimination. In China, 

discrimination against Chinese SMEs is not new and has been in evidence since 1979, in 

the form of limited bank supply and high credit rates. Among the SMEs, non-state-owned 

SMEs have been the most heavily constrained by this sort of institutional flaw. For 

instance, these type of enterprises were unable to access formal bank credit until 1997, 

when the central government instituted state-owned commercial banks to eliminate the 

discrimination (Park & Sehrt, 2001). The banking constraints have been significantly 

impeding the growth and potential of SMEs. The Chinese Government has put in 

significant effect to overcome this barrier. For instance, the SME Promotion Law was 

enacted in 2003, and was the first legal contribution to protecting the interests of Chinese 

SMEs. Also, the State Council on Encouraging, Supporting and Guiding the 

Development of Private and Other Non-Public Owned Economics and The SME Growth 

Project were published in 2005 and 2006, respectively, with the hope of strengthening the 

legal protection of SMEs. Both of publications highlighted and aimed at resolving the 

financial constraints faced by SMEs (Liu, 2008). Nevertheless, the results have only been 

moderately successful. According to the International Finance Corporation (IFC) (2012a), 

in 2011, Chinese SMEs only obtained 12 per cent of their total finance from state 

commercial banks, which is much lower than other Asian counterparts like Vietnam and 
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India. Also, other two surveys (Lin, 2002, 2003) indicated that Chinese SMEs were less 

dependent on bank loans due to the limited access to formal bank finance. For example, 

around 75 per cent of SMEs are using internal finance as their first choice for making 

investments, and less than a third of Chinese SMEs are using loans from banks. 

Furthermore, compared with larger enterprises, SMEs usually have to pay relatively 

higher interest rates (FSI, 2014). Most SMEs are unable to obtain bank loans, and they 

can only access external capital from shadow banking institutions with significantly 

higher annual interest rates (around 24 per cent) (Xinhua, 2015).  

1.3 Statement of research problem  

As discussed above, since the onset of China’s national economic reform in 1979, the 

number of SMEs in the economy has been gradually increasing, and this sector has 

become the most dynamic sector in the Chinese economy; however, they face 

discrimination when accessing bank loans, such as higher expected returns (interest rates) 

and insufficient supply of bank loans. In order to help SMEs overcome these bank 

constraints, it is useful to estimate what determinants still influence Chinese SMEs when 

obtaining bank loans. 

Previous studies have provided a detailed explanation of the financial constraints faced 

by Chinese SMEs. 

 

Firstly, the uniqueness of SMEs can directly influence banks’ confidence in granting 

loans, because SMEs involve more risk than large firms. Thus, Chinese banks, 

particularly state-owned commercial banks (SOCBs), are reluctant to lend to SMEs, 

as they wish to generate profits with low risk (Bai, Lu, & Tao, 2006; Cull & Xu, 

2003). Other factors that contribute to the high default risk of SMEs include their 

unstable profitability and unqualified collateral. Two regional surveys from 

Shandong Province and Wenzhou City revealed that poor credit history and 

asymmetric information are the primary factors that hinder SMEs from obtaining 

bank loans (Xuegong & Xueyan, 2011). Voordeckers and Steijvers (2006) suggested 

that most SMEs provide misleading accounting information to mask their true 
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financial situation, which generates serious agency problems between SMEs and 

banks, and increases the possibility of adverse selection and moral hazard. Chan and 

Kanatas (1985) indicated that most SMEs cannot provide sufficient collateral, like 

their own buildings and land. Two other studies by Arnoud, Thakor, and Udell 

(1991), and Garnaut (2012) also reported similar results. 

 

The second aspect is the political pecking order that prevents the Chinese banking 

system from lending to SMEs (Brandt & Li, 2003; Cheng & Wu, 2015). Two 

institutional flaws are used to explain this issue. First, most Chinese banks, 

particularly the SOCBs, systematically favour large and stated-owned firms, given 

their backup from central- and regional-level governments. Lu, Thangavelu, and Hu 

(2005) conducted a study about Chinese banks’ lending behaviour and 

non-performing loans and concluded that large and state-owned firms can access 

more loans with lower default risks, which gives them a natural advantage. Second, 

SMEs are, in fact, excluded from annual credit plans that are drafted by the state 

commission. Although this discrimination has been eliminated by the central 

government in recent years, Xuegong and Xueyan (2011) found that it is still difficult 

for Chinese SMEs to access formal bank loans. For example, in 2008 the Chinese 

economy experienced a lending spree by the Chinese Government, with four trillion 

RMB (586 billion US dollars) in the form of bank loans being issued to combat the 

global financial crisis (GFC) onset; however, Chinese SMEs did not receive much 

help during the financial crisis, because most of the loans were received by 

local-government sponsored financing or state-owned enterprises.  

 

It is notable that Chinese SMEs have been looking for some approach to overcome the 

lack of well-functioning markets, and the political connection is the one of the most 

important informal mechanisms (Li, Meng, & Zhang, 2006). In early 1990s, most of the 

non-state-owned firms were seeking an approach to “wearing a red hat” by registering 

themselves as collective enterprises. Recently, as previous studies have indicated, 

entrepreneurs have trended to participate in politics to overcome the institutional political 

pecking order to receive more benefits, including some bank finance benefits (Cheng & 
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Wu, 2015; Zhou, 2009). The most prominent method for firms to participate in politics is 

via the CEO/Chairman holding a membership in the Chinese Communist Party (CCP), 

People’s Congress (PC), and Chinese People’s Political Consultative Conference 

(CPPCC) (Cheng & Wu, 2015; Li et al., 2006; Nee, Opper, & Wong, 2007; Pan & Tian, 

2015; Yang, Lian, & Liu, 2012; Zhou, 2009). By participating in these political bodies, 

the financial constraints faced by these firms can be alleviated partially, particularly in a 

poor institutional environment or non-government supported industry (Pan & Tian, 2015; 

Yang et al., 2012). However, no existing studies, to our knowledge, have examined this 

nexus through the lens of Chinese SMEs. This study is designed to fill the gap.  

 

Using the data from Chinese Market and Accounting Research (CSMAR), this study 

conducts an empirical analysis of the determinants of SME bank finance, which has 

particular relevance to the policy arena.  

1.4 Objectives and Hypotheses of Study  

1.4.1 Objectives of this study 

This study aims to: 

1. Conduct an empirical analysis of SME bank finance by exploring the determinants of 

Chinese SMEs obtaining loans from banks based on previous empirical theory. 

2. Identify the evidence of the influence on SMEs of using political connections to access 

loans from banks. 

3. Further analyse the effects of political connections on Chinese SME bank finance from 

several perspectives (regional, industrial, financial distress, and bank structure).  

1.4.2 Hypotheses  

In this study, we explore the key determinants of the Chinese SMEs obtaining formal 

bank loans based on the bank 5Cs lending criteria, lending technology, and previous 

capital structure theories. Specifically, we further analyse the influence of political 

connections on SME bank finance from several perspectives. Thus, the hypotheses that 
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are considered in this study are as follows: 

H1: Due to the information opacity between banks and SMEs, growth opportunity has 

a negative relationship with bank loans, and banks will depend more on hard 

information when lending to SMEs. Also, the financial indicators that include 

quality collateral assets, or large firm size are positively related to the received 

bank loans.   

H2: Because SMEs are more sensitive on the cost of finance, firm’s profitability, cash 

flows, and length of operating are negatively related to SMEs bank finance.  

H3: As an informal mechanism, political connections have a positive effect on the bank 

finance of SMEs in China.  

H4: Due to lack of legal and government policy protection, SMEs located in poor 

institutional environments, or classified as a non-government support industry, are 

more likely to build their political connections to counteract bank discrimination. 

H5: After the recent global financial crisis (GFC), political connections can help SMEs 

overcome financial distress, as it enables SMEs to obtain more bank loans.  

H6: As the centralisation of lending power still exists in the Chinese banking system, 

there is minimal effect of rural SMEs’ political capital on their bank finance, 

because the local rural bank manager has lost granting authority.  

1.5 Contribution of the study  

The contribution of this study is fourfold. First, it provides empirical evidence of the 

determinants of SME bank finance in the case of China. This new analysis will provide a 

timely update on the current state of affairs. Second, this is the first study that specifically 

focuses on the relationship between political connections and SME bank finance in China, 

which fills the current research gap. Third, this study uses a new methodology to review 

and update past political connection studies on Chinese firms’ bank finance. Specifically, 

it proves that the new method (GMM) estimates results more precisely. The last 

contribution relies on whether the identified general politics finance nexus is sensitive to 

exogenous conditions, such as geographical environments, government industrial support, 

financial crisis, and centralisation of the banking system.  



7 

 

1.6 Data and methodology 

This study uses firm level data obtained from the Chinese Market and Accounting 

Research (CSMAR) database, which is compiled by GTA (Guo Tai An) Information 

Technology Company Ltd. The sample for this study includes data from 754 SMEs for the 

2004−2015 period, accounting for 4782 firm-year observations. In order to estimate data, 

we develop the equation based on the nested model of pecking order and trade-off theory 

(López-Gracia & Sogorb-Mira, 2008) to test the determinants of SMEs obtaining formal 

banks loans, with an emphasis on political connections. Because the granting of loans 

from banks is highly dependent on previous loans records, this study employs the 

dynamic panel methods, which include the lag dependent variable in the regression. In 

this study, five different methods including the GMM are employed to analyse the 

determinants of finances of SMEs. First, we apply a pooled OLS estimator as the 

benchmark estimation for this study. However, this estimation fails to consider individual 

effects that could potentially bias the results. As such, a fixed effects estimator and 

random effects estimator are employed to deal with the individual heterogeneity issue. A 

Hausman test indicates that the random effects estimator has serious endogeneity problem, 

and the fixed effects model cannot estimate the key variable political connections 

(time-invariant variable), so we further employ the Hausman-Taylor estimator by using 

instrumental variable techniques. Additionally, the system 

generalized-method-of-moments (GMM) method is applied in this study to control 

endogeneity and dynamic bias simultaneously. Notably, in order to further analyse the 

effects of political connection on SME bank finance, we analyse the sample data from 

different perspectives, including regional, industrial, financial distress, and bank 

structure.  

1.7 Organisation of the thesis 

The primary objective of this chapter is to set the scene for analysing the determinants 

that influence Chinese SMEs in obtaining bank loans, and specially focus on the effects 

of political connections. To achieve this, this thesis is organised as follows. Chapter One 
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states the research objectives and research questions in this study, followed by the 

contributions that such a study can provide. Chapter Two provides background 

information on the Chinese SMEs. Specifically, it describes recent developments with the 

economic reform, the Chinese banking system, other available finance for SMEs, and the 

way for Chinese SMEs to build political connections. Chapter Three reviews theoretical 

issues and previous studies about the determinants of SME bank finance, specifically 

focusing on the effects of political connections. Chapter Four provides detailed 

information about the data, variable selections, and empirical models. In addition, this 

chapter also discusses and outlines the methodologies employed, which include the OLS 

estimator, fixed effects estimator, random effects estimator, Hausman-Taylor estimator, 

and system GMM estimator. Chapter Five presents the key regression results, which are 

then compared and contrasted to our working hypotheses. Chapter Six concludes this 

study with the main findings, policy implications, limitations, and future directions for 

research.     
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Chapter Two: Overview of Small and Medium-Sized 

Enterprises (SMEs) in China  

2.1 Introduction  

The chapter presents essential background information on SMEs and provides the 

contextual setting for this empirical analysis. It contains four subsections, which are 

organised as follows. Section 2.2 provides an overview of SMEs in China, including their 

definition, growth, economic contributions, and types. Section 2.3 introduces the 

available formal and informal financial institutions for SMEs, with specific focus on bank 

finance, and further discusses the constraints on SMEs obtaining formal bank loans. 

Section 2.4 highlights political connections in China and their impact on SMEs. Section 

2.5 focuses on several macro factors that influence the bank finance of SMEs. A final 

section provides a summary for this chapter.    

2.2 Overview of SMEs in China  

2.2.1 Definitions of SMEs 

At the global level, the criteria for defining SMEs has two aspects: the number of 

employees and a financial index. For example, the International Finance Corporation, as 

a private sector arm of the World Bank Group (WBG), identifies SMEs based on the 

number of employees, total assets, and total annual sales revenue (IFC, 2012a). However, 

there is no universally accepted definition or standard criteria of SMEs across the world, 

and the definition depends on the particular local background and situation. For instance, 

the Georgia Institute of Technology (GIT) counted around 55 different SME definitions 

in 75 countries (Manuh & Brown, 1987). Recently, many government institutions, such 

as the Australian Bureau of Statistics (ABS) and the US Small Business Administration 

(UBA), have begun to support official definition standards of SMEs. Both institutions 

define their local SMEs based on the characteristics of different industries. For example, 

the UBA further defines the specific standards of SMEs in manufacturing, exporting 
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services, and farm industry. 

 

The Law of People’s Republic of China on Promotion of Small and Medium-Sized 

Enterprises was adopted by the Chinese National People’s Congress (NPC) on 29 June 

2002, and has been in effect since 1 January 2003, which is the milestone for Chinese 

SMEs in their success in the Chinese transaction economy, as well as an effective 

guideline of China SMEs fair (Liu, 2008). Table 2.1 shows the definition of SMEs in 

China. 

Table 2.1:Definition of SMEs in China 

Industry 

Number of 

Employees 

Total Assets 

(million RMB) 

Operating Revenue 

(million RMB) 

Manufacturing  <2000 <400 <300 

Construction <3000 <400 <300 

Wholesale <200 

 

<300 

Post <1000 

 

<300 

Retail  <500 

 

<150 

Hotel & Restaurant <800 

 

<150 

Transportation  <3000 

 

<300 

Note: A firm meeting only one of these three criteria is identified as an SME. 

Source: SME Promotion Law of China, 2003 

 

As Table 2.1 indicates, the definition of Chinese SMEs mainly covers the number of 

employees, the operating revenue, and the total assets of the enterprises. Also the criteria 

applied to each industry are different based on the specific characteristics of each industry. 

For instance, the upper limit on labour in a labour intensive industry (manufacturing 

industry, construction industry, and transportation industry) is much higher than a service 

industry (wholesale industry, post industry, retail industry, and hotel industry). 

Additionally, it is noticeable that only manufacturing industry SMEs and construction 

SMEs have a limitation of total assets. Overall, a Chinese SME is defined as a firm that 

employs less than 3000 employees or generates no more than 300 million RMB in 

operating revenue. Thus, compared with the SME standards in other countries, such as 

Japan, Malaysia, and the USA, SMEs in China are larger (Cunningham & Rowely, 2008). 
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2.2.2 Increasing role of SMEs in China  

In China, small and medium-sized enterprises (SMEs) have become the largest enterprise 

group. By the end of 2014, there were a total of 353,000 enterprises operating in China. 

Among them, 343,000 were classified as SMEs, which means 97 per cent of the total 

enterprises in China are SMEs. Also, as Figure 2.1 indicates, Chinese SMEs have had a 

stable growth rate in the last 12 years. However, there was a significant drop in number in 

2011, which was caused mainly by the financial crisis, but the number gradually 

recovered in the following three years. 

 

 

Figure 2.1: The number of Chinese SMEs and their percentage share (2002－2014) 

(Source: Yearbook of China Small and Medium Enterprises (2003－2015)) 

 

Since 1978, when the Chinese Government conducted economic reform, SMEs have 

gradually become a crucial driving force in the Chinese economy. As Figure 2.2 

illustrates, SMEs have gradually become the largest contributor to the gross industry 

output (GIO) of China, namely, from 22.4 per cent in 1978 up to 75.4 per cent in 2014. 

Also, the SMEs have offered many work opportunities, and provided employment for 

around 74.8 per cent of the national labour force in 2014.  
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Figure 2.2: Gross industry output (GIO) and employment contributed by Chinese 

SMEs  

(Source: Chinese Statistics Yearbook (1978－2002), Yearbook of China Small and Medium 

Enterprises (2003－2015)) 

 

Additionally, a recent research project reports from Zhang and Xia (2014) indicated that 

in 2014, Chinese SMEs contributed around 60 per cent GDP to Chinese economic growth, 

as well as 50 per cent in government total tax revenue. Therefore, as the largest 

contributor to the Chinese economy and society, SMEs have achieved sustainable growth 

and success in the last two decades, which is consistent with Liu’s (2008) conclusions.   

2.2.3 Types of SMEs in China  

The generation of Chinese private SMEs since 1978 

The remarkable economic reform named the Open Door Policy, which was initiated by 

Deng Xiaoping (Chinese leader), has generated private-owned enterprises (POEs) since 

1978, which marked the advent of the earliest SMEs that conducted business activities in 

the Chinese economy. These SMEs played an indispensable role in Chinese economic 
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growth. According to the Chinese Statistics Year Book 2014, Chinese POEs contributed 

83.4 per cent of work opportunities as well as 71.6 per cent of gross industry output at the 

end of 2013. Also, 99.2 per cent of the POEs are small and medium-sized businesses 

(193,300 private SMEs), which presents 56.3 per cent of total SMEs in China. These 

figures show that POEs have made a huge contribution to Chinese gross industry output 

and employment. 

 

POEs have experienced bank discrimination since they entered the Chinese transition 

economy, mainly because of the political pecking order of the Chinese banking system, 

which is strongly against non-state-owned enterprises, especially private firms. For 

example, an initial capital survey of Chinese POEs indicated that most POEs relied on 

self-financing and retained profits, because they were not allowed to borrow funds from 

banks until 1998, when the Chinese Government removed the bank loans prohibition on 

private firms (Cheng & Wu, 2015). Even after the bank loans prohibition was removed, 

POEs still relied more on retained earnings (Lardy, 2014) and informal channels of 

finance, such as trade credits and inter-personal loans (Allen, Qian, & Qian, 2005). 

Moreover, to overcome the drawbacks of bank finance, POEs looked to resolve the bank 

discrimination issue through building their political capital (Cheng & Wu, 2015; Zhou, 

2009). 

Restructuring of state-owned enterprises in China  

Stated-owned enterprises (SOEs) made up the majority of the Chinese economy under the 

planned economy before 1978. By the end of 1978, Chinese SOEs contributed over 75 

per cent to the national workforce and gross industry output (Jefferson, Rawski, & Zheng, 

1992). The managers of SOEs are appointed by the Chinese Government and most of 

them are Chinese Communist Party members (Zhong, 2014).  

 

According to the China Enterprise Reform Projects from the WorldBank (1999), Chinese 

SOEs faced serious operating problems in the early 1990s, including high reported losses, 

high debt to equity ratios, too many unsold inventories, over-capacity in many industries, 

and employment excess problems. In order to solve these kinds of weak performance 
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problems, the Chinese National Peoples’ Congress (NPC) approved an economic reform 

in 1997 (Woo, 1999), which included the following approaches (WorldBank, 1999): 

 

a. Transferring and restructuring large state-owned enterprises into small and 

medium-sized enterprises. 

b. Solving the enterprise debt through workout, mergers and bankruptcy. 

c. Consolidation of historical sub-scale large state-owned enterprises into more 

competitive enterprise groups on the local level. 

d. Transferring firms’ social assets to multiple authorities or non-state operators.   

e. Spinning-off of non-core assets from large stated owned enterprise to non-state 

operators. 

f. Supporting the private small and medium-sized enterprises as a key to absorbing 

the laid-off state enterprise workers.  

 

Thus, there were many small and medium-sized state-owned or non-state owned 

enterprises (NSOEs) generated during the above Chinese enterprise reform. Similarly, 

after 2004, many non-state owned SMEs emerged, as a result of the Chinese Ownership 

Reform in state-owned enterprises (Cheng & Wu, 2015).  

 

According to the Yearbook of China Small and Medium Enterprises, 2014, by the end of 

2013, there were 6831 state-owned enterprises in China. Of these SOEs, 88.9 per cent 

were small and medium-sized enterprises, and made up 1.8 per cent of total SMEs in 

China.  

Other forms of SMEs in China 

Township and village enterprises (TVEs), which comprise the majority of Chinese 

collective enterprises, were found in the form of agriculture collectives from 1958 

(Harvie, 1999). When the economic reform officially launched in 1978, the Chinese 

Government started to encourage and recommend TVEs, as it was aiming to promote 

market competition and push SOE reform (Liang, 2006). Thus, various friendly policies 

of the Chinese Government, allowed VTEs to receive favourable loan terms, as well as 
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tax reductions. There are two main groups of TVEs in China: those that are conducted by 

communes (township-run enterprises or village-run enterprises) and those that are run by 

individuals (farmer cooperatives and individual or family-run businesses) (Tian, 2000). 

The first group of TVEs are more likely to have connections with local government than 

the second group, and are able to benefit more from local government support, as they 

have some government ownership (Harvie, 1999). 

 

Foreign enterprises were limited in conducting business until the Chinese Government 

released the constraints (e.g. currency) in the late 1970s. During the following decades, 

foreign investment enterprises flourished in China, especially after the Southern Tour in 

1992 by the Chinese Leader, Deng Xiaoping, and after China successfully entered the 

World Trade Organization (WTO) in 2001 (Wei & Liu, 2001; Zhong, 2014). In China, 

foreign enterprises are mainly divided into two main types: wholly foreign-owned 

enterprises (WFOE), with 100 per cent foreign capital, and joint ventures (JV), with both 

foreign and Chinese capital (EU-SME-Centre, 2012). The foreign investment enterprises 

are more likely to receive specific support policies from local government, as most 

Chinese local governments want to attract foreign direct investment (FDI) (Sun, Tong, & 

Yu, 2002). Also, enterprises from Hong Kong, Macau, and Taiwan are a specific foreign 

investment enterprise group that receives more favourable policies (Deloitte, 2012).  

 

As the Yearbook of China Small and Medium Enterprises, 2014 indicates, by the end of 

2013, there were 4817 VTEs and 47,402 foreign investment enterprises operating in 

China, with over 97 per cent of them being SMEs, representing 17.1 per cent of total 

SMEs in China. Additionally, it is noticeable that over 45 per cent of foreign investment 

enterprises are conducted by ethnic Chinese, from Hong Kong, Macau, and Taiwan. 
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2.3 Formal sources of financing for SMEs in China  

2.3.1 Financing from banks  

Chinese banking system for SMEs 

Banking finance is one of the most important external capital resources for SMEs. Figure 

2.3 describes the Chinese banking financial institutions. 

 

Banking Institutions

Postal Savings Bank

Policy Banks

Commercial Banks 

Small and Medium-Sized 
Rural Financial Institutions

Foreign Banks

Regional or City Commercial Banks 

Joint-Stock Commercial Banks 
(JSCBs)

Large State-Owned Commercial 

Banks 

( “Top five” banks )

Rural Cooperative Financial 
Institutions

New-Type Rural Financial 
Institutions 

 

Figure 2.3: Banking System for SMEs in China 
(Source: China SME Finance Report 2014) 

 

According to Figure 2.3, Chinese banking institutions are divided into four main 

categories: policy banks, commercial banks, postal savings banks, and small and 

medium-sized rural financial institutions.  

 

Under the category of policy banks, the People’s Bank of China (PBOC) is the only 

central bank in China’s banking system (CBRC, 2016). The main functions of the PBOC 

include the formulation and direction of monetary policy, credit plans, and interest rates; 

the regulation of the financial market; the issuance and administration of Renminbi 

(RMB); and foreign currency or domestic currency issuing. There are another three 

policy banks in the Chinese banking system: the China Development Bank (CDB), the 
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Export-Import Bank of China (EIBC), and the Agriculture Development Bank of China 

(ADBC). The main functions of these policy banks are supplying the politically 

subsidised and guaranteed loans for government fundamental construction and political 

industry support.  

 

Commercial banks can be further divided into four categories: large state-owned 

commercial banks, joint-stock commercial banks, regional and city commercial banks, 

and foreign banks. Since 1979, the PBOC as the central bank of China released its 

commercial institutional functions to five large state-owned commercial banks (“Top 

Five” banks): the Industrial and Commercial Bank of China (ICBC), the Agriculture 

Bank of China (ABC), the Bank of China (BOC), the China Construction Bank (CCB), 

and the Bank of Communication (BCM). All of these banks are state owned and 

controlled by the Chinese Ministry of Finance Department (CMFD) (Shi, 2015). In order 

to improve the efficiency of the Chinese banking system, the Chinese Government started 

establishing the joint-stock commercial banks and urban banks from the mid-1980s. The 

regional and city commercial banks are local commercial banks that focus on local or 

regional enterprises. By the end of 2015, there were 12 joint-stock commercial banks and 

more than 90 regional commercial banks in the Chinese banking system. The foreign 

banks have been authorised to open branches in China since the 1980s, and there were 

over 180 foreign-funded banks by the end of 2007. Unlike domestic banks, foreign banks 

prefer to lend based on hard information, including the scoring of collateral assets, thus 

their clients are more likely be multinational companies, foreign companies, and listed 

companies, because these firms are able to generate more qualified financial statements 

than other enterprises (Beck, Demirgüç-Kunt, & Maksimovic, 2008; Phuong & Wang, 

2013). 

 

As part of the reform of the Chinese postal system, the Postal Savings Bank of China 

(PSBC), owned by the China Postal Group, was established in 2007, and has become the 

most important bank in China, with a similar function to the commercial banks. It has 

been filling a financial gap for local SMEs and individual farmers to access funds 

especially in the rural areas. According to Zhang and Liu (2014), in recent years, the 
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PSBC has developed a specialised credit technology called “IT-pads” (I− Industry Screen, 

T−Target Market, P−Project Constitution, A−Authorization, D−Development and 

S−Supervision), which helps their customers, including local SMEs and individual 

farmers, to obtain more formal credit. 

 

Small and medium-sized rural financial institutions are divided into rural cooperative 

financial institutions (including rural credit, commercial, and cooperative banks) and 

new-type rural financial institutions (including village or township banks and lending 

companies). The small and medium-sized financial institution is crucial for SME bank 

finance, especially in rural areas. By the end of 2014, there were over 659 rural 

commercial banks and thousands of rural cooperative institutions in China (Bo, 2014).  

Regional and city commercial banks play a significant role in financing 

SMEs in China  

Compared with large banks, the lending strategies of small and medium-sized banks, 

especially regional and city banks, are more focused on SMEs. Also, from a lending 

activities perspective, state-owned commercial banks (SOCBs) and large joint-stock 

commercial banks (JSCBs) always focus on large state-owned enterprises and 

government investment projects, but small and medium-sized banks are more inclined to 

fund SMEs. 

 

Figure 2.4 shows information about the proportion of SME loans to total loans of the 

major Chinese commercial banks in 2014.  
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Figure 2.4: Proportion of SME loans to total loans of major commercial banks  
(Source: China SME Finance Report 2014) 

 

As Figure 2.4 indicates, most of the selected regional and city banks granted more than 

25 per cent of the total loans to SMEs, except for the Bank of Lanzhou, with only 14.44 

per cent. In contrast, the large banks, including the “Top Five” banks (large commercial 

banks) and JSCBs, granted SMEs loans of no more than 25 per cent of their total annual 

loan grants. 

 

Figure 2.5 indicates the outstanding SMEs loans in various banking institutions in China. 
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Figure 2.5: SME loan balances of major banking financial institutions (2012－2014) 

(Source: China SME Finance Report 2013－2015) 

 

According to Figure 2.5, during the period 2012 to 2014, the “Top Five” banks had the 

lion’s share of total SME loans, with 34.09 per cent in 2012. However, the percent share 

of these banks decreased dramatically in the following two years, falling to second place 

at 26.34 per cent in 2014. In contrast, the percent share of SME loans of regional and city 

commercial banks has been rising steadily from second place in 2012 (24.98 per cent) to 

the bellwether in 2014 (29.27 per cent). Thus, although five large state-owned 

commercial banks retain a large share of the SME loans, the regional and city commercial 

banks are trending to hold a core position in supporting SME bank finance, fully 

reflecting their dedication to the field of SMEs, and clearly proving the advantages, 

which is consistent with Beck et al. (2008). Additionally, compared with the two groups 

above, the 12 joint-stock commercial banks remain in third place with an average 17.47 

per cent share.  
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2.3.2 Constraints faced by SMEs in obtaining bank loans 

In China, the majority of formal debt is in the form of bank loans (Chang, Chen, & Liao, 

2014). For example, by the end of 2003, 86 per cent of all debt came from bank loans, 

with only 2.8 per cent from public corporate. Thus, the main available formal debt 

sources for SMEs is bank loans. Unfortunately, SMEs experience many constraints in 

their bank finance: SMEs’ uniqueness, a weak and bureaucratic institutional environment, 

and the political pecking order.  

The uniqueness of SMEs 

SMEs are limited in their access to bank loans because of their three main unique 

characteristics. Firstly, one of most cited unique characteristics of SMEs that influence 

bank finance is the issue of asymmetric information between SMEs and banks. Normally, 

most SMEs are not public firms, which means they are not required to disclose their 

financial statements and business information to outsiders, resulting in information 

asymmetry, which is consist with (Xuegong & Xueyan, 2011). In addition, Voordeckers 

and Steijvers (2006) noticed that SMEs are more likely to provide misleading accounting 

information to mask their true profitability. Furthermore, although SMEs may have good 

financial performance, it is difficult for them to duplicate the information that large firms 

can provide to convey quality and to build an equivalent reputation (Berger & Udell, 

1998). 

 

Secondly, insufficient collateral assets is a serious problem for SME bank finance. As 

signalling theory states, the collateral asset is a good signalling device of borrower quality. 

Due to the information opacity of SMEs, banks always rely more on collateral assets than 

screening SMEs to determine their ability to repay loans (Manove, Padilla, & Pagano, 

2001). For example, the banks in Malawi, Moldova, and Mozambique request more than 

150 per cent loans guarantee for local SMEs (Phuong & Wang, 2013). Unfortunately, 

compared with larger firms, most SMEs are younger firms without very much capital 

accumulation, stable retained earnings, and personal fixed-assets, which means SMEs 

normally cannot provide sufficient collateral as security for bank loans (Garnaut, 2012; 
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Voordeckers & Steijvers, 2006). Moreover, SMEs are more sensitive about using 

collateral assets because most SME owners use their personal assets as security for bank 

loans, which means the cost of default is serious for these owners’ personal profits 

(Berger & Udell, 1998).  

 

Last but not least, from a performance aspect, most SMEs seem unstable and unprofitable, 

which means they may have difficulty surviving during server under of sever market 

fluctuation conditions (Bai et al., 2006). From the banks’ perspective, it is hard to predict 

an SME’s future performance when they are unable to generate stable revenue and cash 

flow. So, compared with large firms, the default risk of SMEs is much higher. In order to 

generate profits with low risk, banks will make restrictive lending requirements in 

contracts with SMEs, such as high interest returns or high collateral assets requirements.  

Weak and bureaucratic institutional environment  

A weak legal and institutional environment can influence SME bank finance. As Allen et 

al. (2005) state, compared with other developed countries, China has a poor institutional 

environment, particularly in property protection and government quality. From the 

property perspective, the Chinese Bankruptcy Law was established in 1988 with the 

purpose of protecting property for enterprises, especially for POEs (Wang, 2015). 

However, there are still problems of law enforcement (Fan, Wong, & Zhang, 2007). 

Particularly with credit rights, fixed assets can be sold cheaply and creditors often 

experience difficulty recovering the debt. Hence, in order to maximise profits with low 

risk, Chinese banks restrict lending to SMEs. On the other hand, the bureaucratic process 

for SMEs to obtain loans is costly in terms of both money and time, especially for 

non-state owned SMEs (Garnaut, 2012). In some circumstance, SMEs need to pay extra 

costs by way of bribes to government officers or bank managers, and build networks with 

state-owned banks (Bai et al., 2006; Cull & Xu, 2003).  

Political pecking order  

The Chinese banking system is dominated by several Chinese state-owned banks. In 
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order to keep social stability and a high employment rate, the Chinese Government 

usually pressures banks to supply loans to SOEs, even if it harms the banks’ self-interest, 

so SOEs can gain access to loans from banks. In contrast, non-state-owned firms usually 

experience discrimination, with access only to banking loans with high transaction costs 

(Brandt & Li, 2003; Cull & Xu, 2005), particularly in the case of monetary contracts 

(Chang et al., 2014). Thus, as most SMEs (including listed SMEs) are non-state owned 

enterprises, they cannot access bank loans as easily as SOEs, indicating that SMEs are 

more likely to experience bank discrimination. In recent years, the Chinese Government 

has conducted a serious reform to improve the Chinese banking system, including 

removing the discrimination of banks towards SMEs. For instance, the state-owned bank 

decentralisation conducted by the government since 1990, and listing them all on the 

stock market at the end of 2010, means the Chinese banking system tends to be more 

market intensive than political intensive.  

 

In spite of this, and to reduce NPLs and improve interest, most banks started centralising 

the lending process in the 1990s. The new process required bank managers, especially at 

branch level, to rely more on hard information to evaluate SMEs’ credit capacity, because 

they have less authority for adjudication and lending decisions (Canales & Nanda, 2012; 

Stein, 2002). Also, as the Chinese Government remains the majority owner of these banks, 

the influence of the political pecking order still exists (Cheng & Wu, 2015).   

 

From the aspect of lending behaviour, the bank managers also prefer to provide loans to 

large and state-owned enterprises. The main reason for this phenomenon is that large and 

state-owned enterprises are safer because these firms usually have stable performance 

and sufficient tangible assets, which enable banks to grant loans confidently. In some 

cases, these firms get special treatment from government investment projects, allowing 

them to access banking loans easily through the government guarantee. Even if these 

firms face financial distress, they are more likely to be bailed out by the local government 

(Cheng & Wu, 2015). Thus, bank managers have a lower personal risk, as the 

government is using their fiscal resources as security to help large or state-owned firms 

access loans. Even if the firm might default, the manager can still help the bank to 
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recover the loss from the government without too much obstruction. Furthermore, the 

centralisation of the Chinese banking system has strengthened in recent years (Yeung, 

2009), which means the bank manager, especially at branch level, must rely on hard 

information as they have less authority on adjudication and leading decisions (Canales & 

Nanda, 2012; Stein, 2002). Compared with SMEs, large firms, especially stated-owned 

firms, can provide qualified hard information to access loans.  

2.3.3 Other financial institutions available to SMEs in China  

Apart from the Chinese banking system, there are three main kinds of non-banking 

finance approaches for SMEs: quasi-financial institutions, private finance, and financial 

markets.  

These are described in Figure 2.6. 
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of Chinese SMEs

Quasi-Financial 
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Figure 2.6: Non-banking financial institutions for SMEs in China 

(Sources: OECD (2016); China Finance Report 2014)  

Quasi-financial institution 

As Figure 2.6 indicates, quasi-financial institutions exist in five different forms: financial 

leasing, micro-credit companies (MCCs), pawning enterprises, venture capital institutions, 
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and credit guarantee institutions. Amount them, MCCs and venture capital are two crucial 

informal financial resources for SME finance in China.  

 

The Sample Survey of Micro Credit Companies Nationwide states that the major target of 

MCCs is SMEs rather than individuals, and the MCCs exist in various types, depending 

on their advantages, such as prospective borrowers, loan interest rate, and guarantee 

types. 

Figure 2.7 describes the number of MMCs in China during the period 2008 to 2013. The 

number of MMCs has maintained a constant and stable increasing trend, from only 339 

MMCs in 2008 to 7839 MMCs in 2013.  

 

 

Figure 2.7: Number of micro-credit companies in China (2008－2013) 

(Source: China SME Finance Report 2014) 

 

Venture capital, such as business angel and venture capitalist, began in the Chinese 

economy in 1979, mainly in the form of private and foreign investments.   

 

During the transition economy, the Chinese financial market still lacked a standard 

financial framework for enterprises, which provided a great opportunity for venture 

capital investment with some political policy support. As the National Research Center 

(NRC) suggests, the venture capital system was established in 1984, with the purpose of 
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promoting the high technology industry (Xuegong & Xueyan, 2011). In the following 

two decades, Chinese local government always recommended that venture capital invest 

in local SOEs (Phuong & Wang, 2013). Then, Zhang and Zhang (2014) indicated that the 

Chinese Government gradually allowed them to obtain finance from venture capital 

investments, as SMEs became the driving force of the Chinese economy. Venture capital 

investments always focus on investing in early stage SMEs, which is a crucial financing 

approach for SMEs, especially for the SMEs with potential growth opportunities.  

 

 

Figure 2.8: The venture capital investments of SMEs in China (2008－2013) 

(Source: (OECD, 2016)) 

 

Figure 2.8 indicates that venture capital investments for SMEs have had a stable growth 

rate, increasing from 413.4 million RMB in 2008 to 913.1 million RMB in 2013. 

However, the proportion of venture investment is still small compared with other funding 

sources, such as bank lending and the stock market (OECD, 2016). 

Private finance  

Most of the SMEs in China rely on private finance to survive, especially when they face 

serious constraints from formal financial institutions. Figure 2.9 describes Chinese 

private lending from 2006 to 2012, indicating a stable increasing trend of Chinese private 

lending for SMEs, which was already in excess of four trillion RMB at the end of 2012. 
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Figure 2.9: Chinese national private lending (2006-2012) 
(Sources: China Finance Report 2013) 

 

According to Figure 2.6, private finance is divided into three main types. The first kind 

of private finance for SMEs is the owner’s personal assets and loans, and loans or 

investments from the owner’s family members or friends. As most SMEs are personally 

owned or family owned, this kind of private financial resource is usually used as firm 

working capital, especially for younger and smaller firms. The second type of private 

finance for SMEs is mainly from some informal outside financial institution, such as the 

Rotating Savings and Credit Association (ROSCA) and the shadow banking system. 

ROSCA is a lending approach that involves both savings and credit services amongst 

members of an association (Shi, 2014). The informal shadow banks are financial firms 

that perform similar functions to formal banks but request a higher lending return (OECD, 

2016). Last but not least, the online lending platform has gradually been playing a more 

important role in Chinese SME finance in recent years. There are three main forms of 

online lending: P2P (peer-to-peer financing), crowdfunding, and payment delays for B2B 

(business-o-business) or B2C (business-to-customer). P2P has increased significantly 

since 2007, when the first P2P was established in China (OECD, 2016). By the end of 

2014, there were over 1600 P2P platforms, with around 103.6 billion RMB transaction 

loans. Crowdfunding is divided into distribution-based crowdfunding and equity-based 

crowdfunding, which in total raised 1.4 billion RMB, with 9088 cases in 2014 
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(Zero21-IPO-Group, 2015). Payment delays of B2B or B2C improve the credit 

conditions for SMEs, as it can release the cash flow along supply chains, which performs 

a similar function to trade credit. By the end of 2013, there were 269 licenses for third 

party payment in China (OECD, 2016).      

Finance markets  

In recent decades, Chinese SMEs have gradually been permitted to access the financial 

markets by the Chinese Government, including the bond and equity market. The bond 

market is a new financial approach for Chinese enterprises, which is more focused on 

medium and large enterprises. In recent years, although the bond market has remained 

stagnant, SMEs have tended to obtain more capital from the bond market. Especially 

from 2009, in order to help SMEs to overcome financial distress caused by the financial 

crisis, the Chinese Government has encouraged SMEs to access the bond market through 

tax cuts and other intensive policies (Johnson, 2013; Silk, 2013). In the equity market, 

two public stock markets were funded in Shanghai and Shenzhen in the 1990s with the 

purpose of boosting firm restrictions and creating a better financial environment for 

enterprises. However, during the following 10 years, SMEs did not obtain much public 

equity because these two public stock markets only focus on large firms and SOEs. In 

order to improve the capital market efficiency and allow enterprises at different stages of 

growth to be able to obtain public equity, the multi-tier capital market has gradually been 

established. In 2004, the Small and Medium Enterprise Board was established in the 

Shenzhen Stock Exchange Market (SZSE). Five years later, in 2009, ChiNext market, a 

wholly owned but independent arm of SZSE, began trading operations. In September 

2012, the National Equities Exchanges and Quotations (NEEQ) was established, which is 

another specific Chinese securities market for SMEs. All of these SME stock markets 

focus on innovative-start, profitable, growth companies. By the end of 2014, there were a 

total of 706 billion RMB being obtained by Chinese SMEs from these three SME boards 

(OECD, 2016).  

 

A study of Chinese capital structure of Chinese listed companies indicates that Chinese 

listed firms seem to follow a “new pecking order” based on the hierarchy of “retained 
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profit, equity, and debt”, which means public equity is likely to cost less than debt (J. J. 

Chen, 2004). However, several previous studies hold the opposing view that the China 

Securities Regulatory Commission (CSRC), using a review system for equity issuance 

rather than registration system, stipulates that the listed firm cannot issue equity easily 

without a CSRC permit (Chang et al., 2014). Furthermore, the rule of review is very strict, 

especially for seasoned equity issuances. In some cases, the CSRC might not approve 

equity issuances for political reasons, even if all requirements are satisfied.  

2.4 Political connection applied by Chinese SMEs 

entrepreneurs 

2.4.1 Political connections for SMEs 

As the largest SME group in China, private SMEs utilise political connections to obtain 

many benefits, especially in banking loans. According to the Nationwide Survey of 

Chinese Private Enterprises (NSPE), 2002, having a political connection enables the 

owner to access bank finance at a higher probability with lower self-reported difficulty. 

As a private owned SME, there are several possible approaches to improving political 

capital. Being a member of the PC, CPPCC, or CCP is an effective way to join the 

political elite group, and it also creates an opportunity to build political networks with 

bank managers and government officers in financial departments (Cheng & Wu, 2015). 

State-owned SMEs or SMEs with state ownership have always had a natural advantage 

with strong political connections in the local community. In addition, most of the top 

managers working for these kind of firms are more likely have many relationships with 

political elites, and most of them are also members of the PC, CPPCC, or CCP. 

Furthermore, SMEs that were generated from large SOEs during the economic reform 

retain strong political capital.  

2.4.2 Chinese Communist Party(CCP), People’s Congress (PC) and 

Chinese People’s Political Consultative Conference (CPPCC) 

The Chinese Communist Party is the only legal ruling party of the Chinese Government, 
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and has a strong influence across many departments, as most of the government officials 

must be Communist Party members. Entrepreneurs with membership of the Communist 

Party are more likely develop formal or informal relationships with government officials, 

which is a fundamental method for entrepreneurs, especially those in SMEs, to build 

political connections (Yang et al., 2012). 

 

The People’s Congress (PC) is the basic political system of China, and is also the 

supreme body of state power in China (NPC, 2016). The main functions of the PC are 

similar to the parliament in western countries, and include amendments, legislation, 

appointment of top officials and determination of major state issues (Cheng & Wu, 2015). 

The People’s Congress is divided into the central and local PC (Li et al., 2006). The 

central People’s Congress is also called the National People’s Congress (NPC) and its 

main functions are making local and national policies and laws, as well as electing top 

Chinese Government officials. The local People’s Congress, which includes provincial, 

municipal, country and township levels, also has the power to elect at their official level 

and can draft and approve local law. People with membership of the PC are called PC 

deputies and have a term of five years. They can respond to questions, make inquiries to 

the state council, and submit motions for amending the constitution in accordance with 

the procedure prescribed in the Constitution (NPC, 2016).  

 

According to the Chinese People’s Political Consultative Conference official website 

(CPPCC, 2016), the CPPCC is an advisory body for all the domestic parties, and is partly 

composed of representatives from the PC, which is similar to the upper house in western 

countries. The main functions of the CPPCC have three aspects: political consultation, 

democratic supervision, and participation in the deliberation and administration of state 

affairs. The national committee of the CPPCC has a chairman, vice chairman, and 

secretary-general, and the CPPCC members are selected through recommendations from 

a wide variety of organisations and have a term of five years (CPPCC, 2016).  

 

Li et al. (2006) made a detailed comparison between the PC and CPPCC in China and 

concluded that the both the PC and CPPCC are controlled by the Chinese Government 
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under the CCP, but the CPPCC are seen to be more independent. Compared with the PC, 

they also noticed that the backgrounds of the CPPCC members is more diverse, and the 

CPPCC allows more social, cultural, and business elites, as well as other party members, 

to participate. Thus, being a member of the CPPCC is much easier for entrepreneurs than 

being a member of the PC. The membership of the PC and CPPCC can help 

entrepreneurs to access political power and enable them to create formal or informal ties 

with powerful government bureaucrats. It can, therefore, help these entrepreneurs to build 

their own political network to achieve friendly political policy, including friendly bank 

treatment (Li et al., 2006). 

2.4.3 The benefits of political connections  

Previous research on political connections provides evidence that firms can receive many 

benefits by building political connections with the Chinese Government. Firstly, Cai and 

Wan (2009) indicate that firms with political connections are more likely to enter high 

barrier industries that are controlled by government. Secondly, political connections can 

help firms to increase their value (Yang et al., 2012). Thirdly, political connections enable 

firms to enjoy a more favourable tax rate and a higher credit rate (Adhikari, Derashid, & 

Zhang, 2006; Naughton, 1994; Soto, 1989). Last but not least, although the CEOs with 

political connections are likely to be less professional, which might result in lower 

performance of the firm (Fan et al., 2007), their political capital can help firms to be 

bailed out by the government when firms encounter financial difficulty (Faccio, Masulis, 

& McConnell, 2006).  

 

The reasons that political connections enable firms to obtain more bank loans are related 

to social status and firm quality. With regard to social status, entrepreneurs with a 

political background, especially those with a position in the PC or CPPCC, or who have 

CCP membership, are more likely to have a higher social status, which enables them to 

negotiate with the appropriate person to obtain preferential bank loans. In particular, the 

PC and CPPCC are good platforms for enterprises to improve their social relationships 

with bankers and government officers in relevant departments. With regard to firm quality, 

membership of the CCP, PC, and CPPCC are effective signals of the firm’s 
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credit-worthiness, which allows banks to have more confidence in granting loans (Cheng 

& Wu, 2015; Zhou, 2009). Therefore, political connection is crucial for increasing the 

firm’s ability to obtain loans from banks, due to the firm’s ability to utilise political 

activities to remove the negative influence of bank discrimination that is caused by the 

imperfect market environment (Luo & Tang, 2009; Pan & Tian, 2015; Wang, 2015; Yang 

et al., 2012), and this influence will be more significant in weaker legal protection areas 

(Li, Meng, Wang, & Zhou, 2008; Pan & Tian, 2015; Yang et al., 2012). 

2.5 Other macro factors  

2.5.1 Legal and institutional environment  

The differences in the legal and institutional environment shape the various ownerships 

and terms of bank loans across the world. At the global level, China has a relatively poor 

legal and institutional environment, especially in investor protection and corporate 

governance (Allen et al., 2005). Although the bankruptcy law was enacted in 1988 and 

updated in 1991 and 2007, there are still many problems with law enforcement, such as 

ambiguous criteria on creditor rights, that can generate potential problems with 

government intervention, resulting in valuable assets being sold cheaply and creditors 

(particularly banks) finding it difficult to cover their loans (Chang et al., 2014; Fan, 

Huang, & Zhu, 2009). Thus, firms located in a country with poor legal and institutional 

environments tend to use more short-term debt than long-term debt, as creditors have 

insufficient confidence that their profits are secure. Also, banks, especially commercial 

banks, located in areas with poor legal and institutional environments, do not service 

SMEs very much due to fear of the high default risks (Phuong & Wang, 2013).  

 

The Chinese provinces can be divided into four main region groups based on the different 

legal and institutional environments, as detailed in Table 2.2.
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Table 2.2: Distribution of 31 Chinese provinces 

Region Province  No. of SMEs Share 

Eastern Area Beijing, Tianjin, Hebei, Shanghai, 

Jiangsu, Zhejiang, Fujian, Shandong, 

Guangdong, Hainan 

202,108 58.90% 

Northeast Area Liaoning, Jilin, Heilongjiang 26,475 7.72% 

Midland Area Shanxi, Anhui, Jiangxi, Henan, Hubei, 

Hunan 

71,411 20.81% 

Western Area Inner Mongolia, Guangxi, Chongqing, 

Sichuan, Guizhou, Yunnan, Shanxi, 

Gansu, Ningxia, Qinghai, Xinjiang, 

Tibet   

43,141 12.57% 

(Sources: Yearbook of China Small and Medium Enterprises, 2014; Business Environment Index 
for China’s Provinces, 2013) 

 

As Table 2.2 indicates, it is noticeable that most of the provinces or direct-controlled 

municipalities located in the eastern area are economically developed regions, except 

Hainan Province. Also, over 58 per cent of SMEs are located in the east, accounting for 

202,108 firms. As “old industry bases”, the northeast area only covers three provinces 

and has 26,475 SMEs, which is only 7.72 per cent of the total share. Additionally, the 

midland area, with five provinces, has 20 per cent of the total SMEs, with 71,411 firms. 

Although it has 12 provinces, the western area only has 12.75 per cent of the total SMEs.  

 

Following the above regional classification, China International Trust and Investment 

Company(CITIC) (2013) conducted national enterprise surveys about the operating 

environment of enterprises across China in 2006, 2008, 2010, and 2012, and the 

environment index for each regional area is described in Figure 2.10. 
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Figure 2.10: Environmental index of four Chinese regional areas in 2006, 2008, 2010, 

2012 
(Source: Business Environment Index for China’s Provinces, 2013) 

Note: Tibet was not included in the western area due to lack of data.  

 

According to Figure 2.10, the legal and institutional environment index of these four 

areas increased dramatically in the first period (2006-2008). Following the influence of 

the global financial crisis in 2009, these regional indexes decreased in 2010, and then 

picked up in 2012, except in the midland area, which is still decreasing. Of these four 

areas, the eastern area occupied first place for four consecutive periods with an average 

3.11 index, indicating that enterprises located in the eastern area have the best legal and 

institutional environment in China. In contrast, the western area is in the last place, with 

an average 2.92 index. The northeast and midland areas come in second and third place, 

respectively with an average 3.02 and 2.96 index, except in 2010, when the index of the 

midland area exceeded the northeast area by 0.04. Therefore, the legal and institutional 

environment in China has a hierarchy, which is eastern area, northeast area, midland area, 

and western area. The eastern area has a noticeably better legal and institutional 

environments extent than the other areas.   

2006 2008 2010 2012

Eastern Area 3.01 3.18 3.11 3.13

Northeast Area 2.90 3.12 2.96 3.09

Midland 2.83 3.03 3.00 2.99

Western Area 2.78 3.02 2.90 2.97
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2.5.2 Industry perspective  

In China, firms across different industries have various characteristics, depending on their 

industry features and relative government policies. The OECD (2006) indicated that the 

banking system in emerging markets grants a large share of total loans to specific 

industries with government recommended or supported projects. Based on the 

classification of Chinese industry in 2012, CITIC (2013) classified Chinese industry into 

three main categories and further analysed the financial environment for each industry, all 

of which is detailed described in Table 2.3. 

 

According to Table 2.3, most of industries in the first group are monopoly industries with 

a higher industry barrier, which are always protected by government. The second group is 

specialised because all of these industries relate to high technology or environment 

protection, which are always being promoted by government policy. Most of the 

industries in the third group are highly competitive industries that rarely receive 

government support or recommendation. Thus, the financial environment index for the 

third group is the lowest, with an average of only 3.01. The second group has an average 

of 3.21, mainly because of government support. In the first group, it is noticeable that the 

financial environment index of the mining and construction industry is much lower than 

the group average of 3.07, which is even lower than the third group’s average. This 

situation may have been caused by overcapacity in 2010. Without the mining and 

construction industry, the average index of the first group is 3.13, which is more than the 

third group. Therefore, the industries with government support are more likely to have a 

better financial environment.  
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Table 2.3: Financial environment across industries in 2012 

First Group (Average)  3.07 

(Average without mining and construction industry) 3.13 

Mining   2.91 

Construction 2.99 

Finance  3.14 

Real Estate 3.11 

Health Services Welfare 3.17 

Energy 3.13 

  

Second Group (Average) 3.21 

Information Transmission and Technology 3.17 

Water Conservation 3.23 

Scientific Research and High Technology Industry 3.24 

  

Third Group (Average) 3.01 

Agriculture 3.02 

Manufacturing 3.08 

Transportation 3.06 

Education Services 2.54 

Wholesale and Retail 3.13 

Accommodation 3.06 

Rent and Commercial Services 3.17 

Resident Services 3.05 

Recreation and Sports Facility 3.02 

 (Source: Business Environment Index for China’s Provinces, 2013) 
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In addition, as Figure 2.11 indicates, 93.82 per cent of SMEs are in the third group of 

industries, and most are labour-intensive industries. Only 3.81 per cent of SMEs 

belong to the first group of industries and 2.37 per cent belong to the second group. 

However, SMEs in these two groups have over 25 per cent of the total assets, 

especially the first group of SMEs, with a 21.01 per cent share. Therefore, SMEs in 

government-supported industries have a quarter of the total assets, although their 

number does not exceed 10 per cent.    

 

 

 

Figure 2.11: Distribution of SMES and their total assets in China   

(Source: Yearbook of China Small and Medium Enterprises, 2014; National Bureau of 

Statistics of the People’s Republic of China)  

2.5.3 Centralisation of lending power in the Chinese banking system 

In China, the commercial banks, especially the state owned banks, have a remarkable 

degree of centralisation in loans decision-making, which reduces the exposure to 

non-performance loans (NPLs), and reflects stronger profit incentives (Park & Shen, 

2008). The Chinese banking system has a multi-tier checks system on granting loans: 

The recommendations of credit managers at sub-branch level are passed on to the 

Lending Assessment and Approval Committee at branch level, before being 

submitted (if possible) by the branch’s presidents to Lending Assessment and 
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Approval Centres, who are under direct management of Beijing headquarters 

(Yeung, 2009). 

The centralisation of the lending authority in the Chinese banking system began in the 

mid-1990s. In recent years, the centralisation of loans decision-making has become 

more prevalent. For example, the sub-branch president of the China Everbright Bank 

could approve loans up to eight million RMB before 2000, but this power was taken 

away in 2001 (Yeung, 2009). As the centralisation of the Chinese bank system became 

stronger, the branch managers of Chinese banks had less autonomy over 

adjudication/loans decisions with soft information, and they rely more on hard 

information, which influences SME bank finance to a large extent, because most 

SMEs lack available hard information (Canales & Nanda, 2012). Therefore, the 

centralisation of lending power in the Chinese banking system influences SME bank 

finance, although it enables Chinese banks to reduce their losses from NPLs.  

2.5.4 Global financial crisis (GFC)  

Global financial crisis, as a specific external economic factor, can influence SME 

bank finance in large extant. OECD (2009) conduct a cross country survey on the 

impact of the global crisis on SMEs, which evidence that the banking financing 

supply for SMEs was decreasing after the global financial crisis in 2008. They also 

point two main stress factors for SMEs during GFC, which are (a) the increased 

payment delays on receivable, and (b) increased in reported defaults, insolvencies, 

and bankruptcies. The Extended payment delays are likely lead to the shortage of 

working capital and decreasing of liquidity. Consequently, SMEs are more likely 

insolvencies or bankruptcies during GFC. For example, in global level, the 

insolvencies rate of SMES was higher than 25 per cent in Italy, Ireland, Norway after 

GFC in 2008. In content of china, as Figure 2－1indicates, although its keep a slightly 

increasing rate during 2008 to 2010, the number of Chinese SMEs was dramatically 

decrease form 449,130 in 2010 to 316,498 in 2011. The increased insolvency rates are 

also evidence SMEs unable to obtain financing, especially for bank loans. During 
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GFC, Bank start tightening loans to SMEs, because lending SMEs is regarding to 

higher risk based on poor SME economic prospects. Also, in order to protect 

themselves from higher default risk of SME lending, bank always ask serious lending 

requirements. For example, Houston, Jiang, Lin, and Ma (2014) evidence firm will be 

charged higher loan rate during GFC. In addition, the political pecking order also 

influence SMEs obtain bank finance as most of bank loans from the lending spree by 

government are received by large and state-owned enterprises. For example, the 

Chinese economy experienced a lending spree by the Chinese Government with four 

trillion RMB (586 billion US dollars) in the form of bank loans to combat the global 

financial crisis (GFC) onset in 2008; however, Chinese SMEs have not received much 

help during the financial crisis, because most of the loans are received by 

local-government sponsored financing or state-owned enterprises (Xuegong & 

Xueyan, 2011).     

2.5.5 Tax law and regulations (corporate tax) 

In order to regulate corporate income tax, the Chinese Central Government set up the 

corporate tax rate (CTR) as the normal statutory tax rate. The CTR was mainly guided 

by two regulations (or laws), the People’s Republic of China Provisional Regulation 

on Enterprises Income Tax and the People’s Republic of China Income Tax of 

Enterprises with Foreign Investment and Foreign Enterprises, which focus on 

domestic enterprises and foreign enterprises separately. After 2008, both of these 

regulations were replaced by the People’s Republic of China Corporate Tax Law. 

Apart from the above regulations and law, the CTR is also influenced by government 

preferential policies. Compared to the US corporate tax system, the Chinese Central 

Government usually keeps a constant tax policy to maintain a stable economy. After 

2001, when China entered the WTO, the generation of China’s corporate income tax 

system can be divided into two stages.  

 

In the first stage, before 2008, the Chinese Government made some preferential 
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policies to boost national economic development, including tax benefits to certain 

firms, especially foreign-invested firms and SOEs. These tax benefits mainly included 

tax reductions and tax refunds to different extents, based on three aspects. The first 

aspect was industry, particularly specified businesses, including agriculture, mining, 

environment protection, energy, and technology transfer industries. These kinds of 

firms enjoyed a lower tax rate, as well as some potential tax deductions (from 0 to 15 

per cent) from local government. Secondly, from a regional perspective, some regions, 

especially in the western area, incurred a flat tax rate of 15 per cent, which was much 

lower than the normal tax rate (33 per cent). Also, the Chinese Government allowed 

the public firms operating and headquartered in specific economic zones (SEZs), and 

firms located in high-tech industrial development zones (HIDZs), to receive a more 

favourable tax policy (Deng & Zhu, 2015). Thirdly, from the ownership aspect, with 

the friendly foreign investment policy promoted by the Chinese Government since 

China entered the WTO, foreign investment enterprises received a relatively low tax 

rate, between 0 per cent and 24 per cent, and, in fact, the actual tax rate for most 

foreign investment enterprises was under 15 per cent tax deductions.   

 

In the second stage, which came into effects on 1 January 2008, the People’s Republic 

of China Corporate Tax Law created a new stage for the Chinese corporate tax system. 

The Chinese Government abolished the preferential policy and created a transparent 

and unified corporate tax system through promoting this law. The new law specified 

clearly that public firms are required to disclose their real tax expenditure to the 

public, and formally prohibited local government from providing tax subsidies to 

public firms. In addition, the unified target tax rate across all firms was determined, 

which is around 25 per cent. As Figure 2.12 indicates, the CTR of the firms that 

previously benefited from a friendly tax policy gradually increased from 15 per cent 

in 2007 to 25 per cent in 2012. In contrast, the CTR of the firms that previously did 

not benefit from friendly tax policy gradually dropped from 33 per cent in 2008 to 25 

per cent in 2012. Hence, the difference in CTR between domestic and foreign 



41 

 

investment firms was gradually removed with a unified tax rate of 25 per cent. Thus, 

during the second stage period, the Chinese corporate tax system gradually became 

more transparent and unified.  

 

 
Figure 2.12: Corporate tax rate of enterprises in China  

(Source: Deng & Zhu, 2015) 

2.6 Chapter summary  

This chapter provided necessary background information on SMEs in China that links 

to subsequent chapters. In particular, the information on issues they have in obtaining 

bank finance, illustrates SMEs’ banking constraints. Also, this chapter pointed out 

several factors that might influence the process of SMEs obtaining bank finance, 

especially the political capital of SMEs. Others macro factors from institutional, 

industry and tax perspectives were also highlighted.  
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Chapter Three: Literature Review  

3.1 Introduction 

The literature review provides a theoretical framework of SME bank finance, which is 

divided into three parts. The first part describes in detail the relevant theory on SME 

bank finance from both the banks’ and firms’ perspective, including the 5Cs lending 

policy, lending technologies, and capital structure theory. In the second part, as the 

key determinant of this study, the details of political connections are analysed based 

on previous empirical studies, particularly in the context of China. A final section 

provides a summary for this chapter.  

3.2 Theoretical literature review 

3.2.1 The official lending criteria: Banks’ 5Cs lending policy 

Since 1998, in order to reduce non-performance loans (NPLs), Chinese banks started 

building loan portfolios as a commercial lending strategy. Then, in 2004, the 

International Five-tier Risk Based Classification System was employed by the China 

Banking Regulation Commission (CBRC), and adopted by all Chinese bank 

institutions (Garcıa-Herrero, Gavila, & Santabarbaraz, 2006; Ono & Uesugi, 2009). 

The International Five-tier Risk Based Classification System ranks loans at five 

different levels: pass, special mention, sub-standard, doubtful, and loss. In addition, 

the credit scores are commonly used across Chinese banks, thus credit managers will 

access and classify the loan application based on the following 5Cs criteria (Yeung, 

2009).    

The character of firms (the character of owner)  

Character is an effective measure of both the borrower’s willingness and their ability 
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to repay the loan (Yeung, 2009). From the ownership aspect, most SMEs are privately 

owned (Dudovskiy, 2012; Romann, 2013), thus it is hard for them to achieve the same 

social status and political position as state-owned enterprises. Therefore, these firms 

are less likely to benefit from the political or friendly treatment from banks and 

government institutions, such as a government annual credit plan, lower interest rates, 

or a bailout guarantee (Cheng & Wu, 2015; Faccio et al., 2006). Additionally, 

compared with large firms, SMEs usually have a relative lower reputation and might 

have a short financial history, which cannot provide good quality signals that enable 

them to access more loans from banks at a lower cost (Berger & Udell, 1998; Chang 

et al., 2014).  

The collateral of firms  

As a form of loan guarantee, collateral is a crucial criterion in the bank’s lending 

decision, and the collateral assets requirements always include firms’ fixed or tangible 

assets, especially real estate, particularly for SMEs (Cassar & Holmes, 2003; Ono & 

Uesugi, 2009). Since the 1990s, when the official criteria of commercial loans 

applications were not completely established, collateral guarantee has been divided 

into personal guarantee and institutional guarantee (Voordeckers & Steijvers, 2006), 

with personal guarantee being riskier than institutional guarantee. As there are a 

significant number of defaults on these kinds of guaranteed loans, especially in 

personal guarantee, most Chinese banks require further collateral to protect their 

interests. As such, a firm’s historical performance can directly influence its ability to 

provide sufficient collateral assets to the bank (López-Gracia & Sogorb-Mira, 2008). 

Also, the firm’s size is directly positively related to the firm’s tangible assets, 

especially in the manufacturing industry (Titman & Wessels, 1988).  

The capital of firms  

Capital is a measure of the borrower’s commercial investment in the business 
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activities, which can help banks to determine a borrower’s credit capacity and 

payment ability (Yeung, 2009). Capital is commonly in the form of firms’ potential 

projects or the personal assets of the owner (Orser & Foster, 1994). Compared with 

larger firms, SMEs do not usually have any obviously positive projects, and are 

restricted from entry into monopolised industry by government influence 

(Voordeckers & Steijvers, 2006). 

The capacity of firms 

The capacity of a firm is the volatility of the cash flow and earnings, and the usage of 

loans or receivables, which can indicate the ability of a firm to meet their obligations, 

particularly in repaying the loans to banks (Orser & Foster, 1994; Yeung, 2009). A 

firm with stable retained earnings as well as cash flow is more able to access bank 

loans because of lower default risks, particularly if they are an SME (López-Gracia & 

Sogorb-Mira, 2008). 

The condition of firms 

The condition of a firm mainly refers to the propriety of its products/services, the size 

of its market and its industry climate (Orser & Foster, 1994). Banks always prefer to 

lend to a firm with good status, such as penitential growth opportunity and positive 

financial performance, which indicate a firm’s future condition (Yeung, 2009). Also, 

bank lending is influenced by macroeconomic conditions and government policy 

(Cheng & Wu, 2015). Most SMEs are not required to disclose their annual report, 

which means the bank can only make lending decisions based on limited information, 

resulting in information asymmetry problems (Phuong & Wang, 2013).  

3.2.2 Various lending technologies for SMEs 

Banks usually utilise lending technologies to determine the credit ability of their client. 

These are divided into two classes: transaction lending technologies and relationship 



45 

 

lending technologies. The transaction lending technologies are divided into seven 

specific technologies that focus on both transparent borrowers and opaque debtors. 

They also rely on hard information from SMEs. Financial statement lending is aimed 

at transparent SMEs, and the other transaction lending technologies focus on opaque 

SMEs. Compared with transaction lending technologies, relationship lending 

technologies rely primarily on soft information of SMEs. Table 3.1 lists the lending 

technologies. 

Table 3.1: Lending technologies for SMEs 

Technologies Type Information 

Financial statement lending Transaction Hard 

Small business credit scoring Transaction Hard 

Asset-based lending  Transaction Hard 

Fixed-asset lending Transaction Hard 

Factoring Transaction Hard 

Trade credit Transaction Hard 

Leasing Transaction Hard 

Relationship  Relationship Soft 

 (Source: Berger and Udell (2002, 2006)) 

Transaction lending technologies 

Financial statement lending is based on the financial statements of the loan applicant, 

and has two requirements that rely based on hard information. First, as the loan 

applicant, the SMEs must have informative financial statements, such as audited 

statements by a reputable accounting agency. Second, the SMEs need to reflect a 

positive condition in their financial statement, such as stable cash flow ratios, which 

enables banks to have sufficient confidence when granting loans. Thus, financial 

statement lending is more suitable for the informationally transparent SMEs (Berger 

& Udell, 2006). 
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Small business credit scoring is a transaction technology based on the credit 

information about the SME itself or its owner. Specifically, because most SMEs are 

personal or family owned, the owner’s credit information, including their personal 

consumer and credit information, can accurately portray the SME’s commercial credit 

capacity (Voordeckers & Steijvers, 2006). Credit scoring uses more of the owner’s 

information than that of the SME itself, which means this approach can reduce the 

agency problem between SMEs and banks, even if SMEs lack a quality financial 

statement. In addition, it also cuts the transaction costs of bank loans to a large extent 

(Beck & Demirguc-Kunt, 2006). Thus, for SMEs, especially good quality opaque 

SMEs credit scoring is an effective approach for banks to evaluate the real repayment 

ability of SMEs.  

 

Asset-based lending is where banks evaluate the credit capacity of the loan applicant 

based on collateral assets, which are calculated from the applicant’s inventory and the 

liquidation value of assets (Berger & Udell, 2006). However, asset-based lending may 

not be appropriate for most SMEs, because the main problem in SME bank finance is 

a lack of collateral assets (Phuong & Wang, 2013). Similarly, fixed-asset lending is 

based on the long lived and not-sold asset, such as land and building, and focuses on 

the market value of assets rather than overall collateral (Berger & Udell, 2006). This 

lending technology is also ineffective for SMEs, because it only focuses on the fixed 

assets of SMEs without taking investment projects or profitability into consideration, 

which means it may not accurately evaluate SMEs’ credit exposure (Udell, 2004). 

 

Factoring only involves the SME’s accounts receivable from downstream and focuses 

more on the quality of the obligor rather than borrower, which is a powerful tool for 

evaluating opaque SMEs and higher risk SMEs (IFC, 2012b). Also, factoring can 

provide important exports services for SMEs in developing countries (Phuong & 

Wang, 2013). Trade credit is an important and specific lending technology for SME 
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lending, especially in emerging markets or in areas with poor legal and institutional 

environments (Demirgüç-Kunt & Maksimovic, 2002). In some respects, trade credit is 

similar to factoring, as it represents accounts payable granted by non-financial 

companies to defer the purchase of services and goods (Berger & Udell, 2006; 

Phuong & Wang, 2013). Using this lending technology, banks can determine an 

SME’s credit capacity through the credit information from upstream.  

 

As a main source of financing of SMEs, leasing (hire purchase) is a transaction 

lending technology based on a rental contract with the lessee, as firms usually 

purchase a fixed asset as a “lender” (OECD, 2006; Voordeckers & Steijvers, 2006). 

Thus, a lease can be applied for by an opaque firm, especially an SME, because the 

underwriting is primarily based on the value of the leased assets. From another 

perspective, leasing is also a main source for SME financing because it enables SMEs 

to transfer large payments into smaller payments (Berger & Udell, 2002). Thus, the 

potential benefits of this transaction lending focuses on the enterprise’s ability to 

generate cash flow rather than a credit history or mortgaged property.  

Relationship lending technology  

Relationship lending is the lending technique based on the experience of given banks 

with specific borrower’s information profile and other soft information. The soft 

information is mainly the information profiles of the owners and the local community 

of the SMEs, which are difficult to include in financial statements. Banks officers 

usually use their relationship with clients to collect their clients’ soft information 

through the provision of loans, deposits and other financial products (Degryse & 

Cayseele, 2000; Petersen & Rajan, 1994). The enterprise’s credit is highly dependent 

on the banking market structure, and the non-competitive banking system is always 

associated with poor credit supply and high cost of credit (IFC, 2012b), therefore the 

cost may reduce with the acquiring of soft information or relationship lending 

(Phuong & Wang, 2013). Compared with large banks, smaller banks have a 
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comparative advantage in processing soft information (Uchida, Udell, & Watanabe, 

2008). Also, previous studies state that SMEs have a stronger relationship with 

smaller banks than larger banks (Berger, Miller, Petersen, Rajan, & Stein, 2005). 

From the collateral aspect, the length of the relationship between the bank and the 

firm marginally decreases the pledging of collateral requirements, which removes a 

serious barrier for SME bank finance (Petersen & Rajan, 1994). Moreover, 

relationship lending is more common in areas with poor legal and institutional 

environments, where it is difficult to have asset-based lending (Phuong & Wang, 

2013). Therefore, when financial information is opaque, relationship lending is one of 

the most appropriate lending technologies for SME bank finance, especially in the 

poor legal and institutional areas.   

3.2.3 Capital structure theory and the determinants of access 

to loans for Chinese SMEs  

3.2.3.1 Capital structure theory 

Agency theory and signaling theory  

Agency theory assumes that the ownership and management of a business are separate 

(Jensen & Meckling, 1976). Under a contract, the agent is one party that provides a 

commercial service to another party (principal) on their behalf, which may include 

delegating some authority in decision-making to the agent (Cassar & Holmes, 2003). 

However, agents might not have exactly the same objectives as the principal, and may 

not always act in the interests of the principal, which might tempt the agent to transfer 

resources from their principal to themselves or transfer risk from themselves to the 

principal (Holmes, Hutchinson, Gibson, McMahon, & Forsaith, 2003). 

 

Information asymmetry is the situation where one party obtains better or more 

information than the other party in a transaction, which can generate moral hazard and 
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adverse selection (Morris, 1987). Moral hazard occurs when one party (agent) takes 

wealth away from another (the principal) because the principal cannot fully observe 

the agent’s actions and create wealth transfer (Holmes et al., 2003). Adverse selection 

occurs when the agent misrepresents some circumstances and the principal may make 

an incorrect decision on the basis of the information from the agent (Holmes et al., 

2003). Therefore, when information asymmetry exists between agent and principal, 

agent conflict is more likely to occur, because most agents act in their own interests 

rather than the interests of their principal but share or transfer risk to them. Thus the 

agency costs, including monitoring costs, bonding costs, and residual losses, are 

generated in order to get an agent’s objectives to align with their principal, which is a 

costly contract (Jensen, 1986; Jensen & Meckling, 1976). In order to resolve the 

information opacity problem of agency, signaling theory was employed by Morris in 

1978.  

 

For Chinese SMEs and their main creditor banks, SMEs play an agent role and are 

expected to act in the interests of the principal (bank). Compared with large firms, the 

owner and manager of an SME are always the same person, so outside investors and 

creditors find it difficult to obtain information about SMEs, as most SMEs are not 

required to provide public financial reports (Rogow, Lioyd, & Hand, 1986). Thus, 

outsiders, including pure debt and equity contributors, are more likely to make an 

incorrect investment decision in target SMEs, as they do not have reliable signaling 

(financial reports/statements). In addition, the SMEs might only focus on their own 

interests and choose a high interest project with high risk after they obtain the loans 

on the basis of a different project that they report to the bank, which potentially means 

that the bank has more risk with the original low expected return (Manove et al., 

2001). In order to avoid this agency problem, banks prefer to use a higher bonding 

cost with SMEs, such as a higher interest rate and more collateral assets, to make sure 

their interest and wealth can be guaranteed. Therefore, the serious agency problems 

between SMEs and banks result in SMEs facing obstructions when applying for loans 
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because they seem to be higher risk (Berger & Udell, 1998; Phuong & Wang, 2013). 

MM theory  

MM theory is based on a serious assumption that the value of a firm is not affected by 

a firm’s capital leverage ratio if the firm operates in a perfect market without tax 

effect, agency, or financial cost, which is called the capital structure irrelevance 

principle (Modigliani & Miller, 1958). Based on this theory, a number of principles 

are generated under the assumption of either taxation or non-taxation.  

 

Firstly, under non taxation effects, there are two propositions: 

MM Proposition I: The value of a firm is determined by its real assets rather than 

splitting its cash flows in different streams, or is not affected by how the firm is 

financed.  

MM Proposition II: The earning per equity or the expected return of common stock of 

a leveraged firm is positively related to its debt-equity ratio(D/E) based on market 

value.  

According to the company cost of capital or weighted-average cost of capital 

(WACC), the function of expected return of equity is as follows (book): 

𝑟𝐸 = 𝑟𝐴 + (𝑟𝐴 − 𝑟𝐷)
𝐷

𝐸
 

𝑟𝐸: required rate of return of equity  

𝑟𝐷: required rate of return of debt  

𝑟𝐴: required rate of return of total asset 

D: value of debt  

E: value of equity  

Secondly, in the case of taxation effects, the function of expected return of equity is as 

follows: 

𝑟𝐸 = 𝑟𝐴 + (𝑟𝐴 − 𝑟𝐷)(1 − 𝑇𝐷)
𝐷

𝐸
 

𝑇𝐷: corporate tax rate 
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For MM proposition I, the value of leverage of the firm is equal to the value of the 

non-debt firm plus the debt tax shield.  

For MM proposition II, earning of equity is positively related to firm leverage level, 

and equity risk is also dependent on leverage level. 

Noticeably, MM proposition II under taxation effects assumption indicates the equity 

risk is dependent on the capital structure. However, the drawback is that it does not 

take transparent higher risk and uncertain financial activity into consideration.  

Trade-off theory 

In the perfect market, Modigliani and Miller (1958) indicated that capital structure 

does not affect a firm’s value. However, later, Modigliani and Miller (1963) stated 

that a firm should use debt as much as possible, because it is cheaper than equity and 

has the benefit of tax deductibility. Additionally, a higher tax rate might lead firms to 

choose lower leverage, because non-debt tax shields and personal tax will reduce the 

positive tax effects on a firm’s leverage, which is consistent with DeAngelo and 

Masulis (1980) and Miller (1977). Also, default risk is a mechanism that offsets debt 

financing to safeguard a firm from bankruptcy (Beal, Goyen, & Philips, 2005). The 

static trade-off theory focuses on the optimal capital structure by trading off the 

benefit of tax shields from debt against financial distress and bankruptcy costs to get 

optimal equilibrium (Myers, 2001). From an agency cost perspective, trade-off theory 

also implies a target-adjustment model where a firm sets a target debt ratio in case the 

agency costs are more than the benefit of the debt (Ozkan, 2001; Taggart, 1977). 

Firms will adjust their leverage ratio when the financial distress costs less or more 

than the benefit of the debt costs (Andrade & Kaplan, 1998). 

 

In the case of SMEs, Pettit and Singer (1985) indicated that SMEs are less likely to 

use more debt to benefit tax shields because these firms are more likely to be 

unprofitable and lake sufficient benefits, meaning that the trade-off theory would not 

suit SMEs, which is consistent with Sogorb-Mira (2005).  
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Pecking-order theory 

A milestone research on capital structure by Myers (1984) created the pecking order 

theory, which states that firms have a preferred hierarchy when making their 

financing decisions. Entrepreneurs prefer to use their internal capital (retained 

earnings or their own assets) as a first choice when running a business, then they use 

external capital (debt), and other external capital (equity) is the last option for obtain 

financing; this is called the pecking order hierarchy. The main reason for this 

financing hierarchy behaviour is that firms are more sensitive to the cost of finance, 

and internal financial resources are less costly than external resources. Also, 

compared with debt, equity costs more as owners need to share ownership and more 

serious financial information (such as the return on using outside equity) with other 

shareholders (Myers, 1984). From the SMEs’ perspective, most SMEs conduct their 

business based on their own assets and retained earnings (Holmes et al., 2003; 

Sogorb-Mira, 2005), especially in China (Lin, 2002, 2003), because it is less costly 

and easier to obtain than external resources. SMEs put equity as the final financing 

option mainly because they do not have a formal approach for obtaining equity and 

are afraid of losing ownership (Sogorb-Mira, 2005).  

 

Many previous studies found equity is the final financing option for SMEs, because it 

is difficult for SMEs to obtain public equity from outside due to their uniqueness, 

which result in outside investors losing confidence. These unique characteristics 

include information opacity, lack of stable earning, low reputation level and low 

security level (Cheng & Wu, 2015; Voordeckers & Steijvers, 2006). Therefore, 

according to the pecking order hierarchy, empirically, managers in SMEs appear to 

raise funds in the order of retained earnings, debt, and then equity, thus the pecking 

order theory is most appropriate for SMEs (Hamilton & Fox, 1998; Holmes & Kent, 

1991). As they are unable to obtain sufficient assets or generate sufficient retained 

earnings to run the business, most small businesses rely more on outside capital. Also, 
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most managers of SMEs, family-owned SMEs in particular, are shareholders who are 

afraid of losing ownership by using equity, which means they prefer to choose debt 

rather than conduct business when internal capital is exhausted by using alternative 

capital that involves a change of ownership (López-Gracia & Sogorb-Mira, 2008; 

Sogorb-Mira, 2005). Therefore, accessing debt successfully (particularly in bank 

loans) is the key for SME survival, especially in cases of financial distress. 

3.2.3.2 Determinants of the bank finance for Chinese SMEs 

Size 

Firm size is a key determinant for a firm to obtain a loan from the bank. In signaling 

theory, large firm size is a positive signal for firm quality, which enables banks to 

have more confidence when granting loans. The trade-off theory also asserts that large 

firms are more likely to have a higher leverage, as they have a low probability of 

bankruptcy with a higher collateral rate and better reputation (Ang, 1992; Frank & 

Goyal, 2009; Titman & Wessels, 1988). However, the pecking order theory predicts a 

negative relationship between firm size and it leverage because large firms tend to be 

more profitable and so more likely have sufficient retained earnings (internal 

resources) for running their business (Myers, 1984; Phuong & Wang, 2013). 

Effective tax rate (ETR) and non-debt tax shield (NDBT) 

The trade-off theory indicates that firms will increase leverage when the tax rate 

increases, as income tax is calculated after removing the firm’s debt (Modigliani & 

Miller, 1963; Titman & Wessels, 1988). In other words, more profitable firms prefer 

to use more leverage, as the tax shield enables firms maximise their firm’s value. 

However, DeAngelo and Masulis (1980) hold the view that depreciation, investment 

tax credits, and deferred tax losses can work as a non-debt tax shield as they allow 

firms to decrease their tax rate. As the small and medium firms tend to be less 
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profitable and less capital intensive than large firms, the tax shield is less valuable for 

SMEs (Pettit & Singer, 1985; Sogorb-Mira, 2005). 

Firm risk 

According to the trade-off theory, higher leverage will cause firms to face a higher 

default risk, which will limit firm debt (Wald, 1999). In addition, using historical 

financial information, banks can evaluate a firm’s risk based on the financial volatility, 

and SMEs are more likely to have unstable financial performance, which has a 

negative influence on the bank’s lending decisions. Also, compared with large firms, 

the impact of bankruptcy costs is more significant for SMEs because its owners need 

to consider the integration of personal and business affairs (Sogorb-Mira, 2005). 

Therefore, bankruptcy costs are more important than tax aspects in SMEs’ capital 

structure decisions, and banks are also more sensitive to SMEs’ financial volatility.  

Growth opportunity  

From the agency theory aspect, Jensen and Meckling (1976) identified an asset 

substitution agency conflict, which is mainly caused by firms transferring their 

investment risk to their principals (such as bank) when firms invest in risky projects, 

thus growth opportunity is assumed to be negative in relation to leverage. As most 

SMEs are private or family owned, they always act in the interests of themselves 

rather than the public or banks, thus SMEs prefer higher risk investments or projects 

with loans for achieving higher returns; consequently, the banks tend not to grant 

loans to these kinds of firms, or they ask for serious sub-requirements that SMEs 

cannot afford, such as high collateral assets as a loans guarantee or a high loan interest 

rate for a high risk return (Ang, 1992; Voordeckers & Steijvers, 2006). Therefore, 

SMEs with abundant growth opportunity may not obtain sufficient loans from banks. 

However, in terms of pecking order theory, companies with high-growth opportunity 

are more likely to experience financial distress, especially in the case of low cash flow, 
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which results in firms increasing the debt ratios (Myers, 1984). Therefore, SMEs with 

strong growth prospects are more likely to experience financial distress because their 

internal resources are more likely to be insufficient for their investment; thus, SMEs 

with high- growth opportunity seek more external resources, especially debt capital 

(loans from banks).  

Profitability 

As the static trade-off theory indicates, profitable firms are more likely to have higher 

leverage as they enjoy more tax shields (Modigliani & Miller, 1963). Also, according 

to agency theory, Jensen (1986) points out that profitable firms always have free cash 

flow problems, thus these firms require a higher leverage to restrain management. 

However, as the pecking order theory states, profitable firms can generate sufficient 

retained earnings, thus low leverage will be applied because external resources cost 

more than internal resources. From the SME perspective, a firm’s changing debt level 

is mainly because there is insufficient internal capital, and they are less sensitive 

about achieving target leverage, thus profitable SMEs are more likely to decrease 

their debt ratio (López-Gracia & Sogorb-Mira, 2008).  

Cash flow 

In signaling theory, firms with stable cash flow are more likely to obtain loans from a 

bank, as it sends a positive signal of a firm’s future to the banks. Also, the pecking 

order theory indicates that firms with sufficient cash flow in their business activity are 

less likely to use external debt because internal resources can satisfy the firm’s capital 

demand. In contrast, firms with insufficient cash flow tend to depend more on 

external debt from banks (López-Gracia & Sogorb-Mira, 2008; Myers & Majluf, 

1984), especially in the case that firms have abundant growth opportunity (Myers, 

1984). Therefore, SMEs with insufficient cash flow or stable cash flow are more 

likely to borrow from banks.  
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Nature of assets 

Creditors always ask for collateral assets as a guarantee because collateral assets are a 

security for creditors that can be sold to defray the contract payment if the firm loses 

the ability to repay the loans (Myers, 1977). According to agency theory, as the agent 

of their principal (banks), SMEs need to pay some bonding cost, such as a guarantee 

of expected return and sufficient collateral, or to pay for an independent party to make 

financial statements. From the perspective of the principal, the bank needs to pay 

monitoring costs, like scanning the financial information of SMEs. However, as most 

SMEs do not routinely prepare qualified financial statements, there is little need for 

scanning and banks prefer to rely more on collateral than scanning for SMEs, which 

saves time and cost (Voordeckers & Steijvers, 2006). In addition, sufficient tangible 

assets are an effective signal for banks, and can remove the agency conflict by 

removing the information asymmetry. Therefore, firms with sufficient tangible assets 

can obtain more bank loans with lower distress costs, and SMEs are more likely to be 

able to comply with the bank’s collateral requirements (Chang et al., 2014; Han, 

2013).  

Firm age  

Firm age is an important indicator of firm quality, as operating for a long period is an 

effective signal of a firm’s maturity level, which enables banks to have more 

confidence to grant loans (Xuegong & Xueyan, 2011). Also, the trade-off theory 

states that firm age has a positive relationship with leverage, as banks can collect 

more information, which reduces the agency cost and removes information 

asymmetry (Chang et al., 2014). Thus, SMEs with a long history are more likely to be 

able to access loans from banks. In contrast, however, the pecking order theory states 

that most older firms are mature and profitable, which means these firms can generate 

enough retained earnings (López-Gracia & Sogorb-Mira, 2008). Thus, older SMEs 

have less intention to borrow money from banks.   
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The stock market condition  

According to market timing theory, firms prefer to issue equity when their stock price 

is running up or they predict a favourable market condition in the future (Marsh, 1982; 

Rajan & Zingales, 1995). Baker and Wurgler (2002) also indicated that there is a 

significant relationship between stock market condition and firm capital structure, and 

noticed that firms will adjust their capital structure based on historical market 

performance. Therefore, the performance of the stock market, such as volatility of 

market price and the market/stock return, is always negatively related to firm 

leverage.  

3.3 Political connections  

3.3.1 Political connections and access to bank loans  

There is much evidence in previous studies that establishes that political connections 

are an effective mechanism for firms obtaining loans from banks. From the global 

perspective, in emerging markets, political capital has been proven to be an informal 

mechanism that can help firms seek more bank loans. Dinc (2005) conducted a study 

on 43 countries in the emerging market and confirmed that a positive political 

influence on lending in government banks exists, especially in election years. Khwaja 

and Mian (2005), using panel data across 90,000 firms in Pakistan from 1996 to 2002, 

indicated that the political benefits that firms received are directly related to their 

political power; for example, firms with political connections borrowed 45 per cent 

more bank loans and received 50 per cent higher default rates than non-politically 

connected firms. Leuz and Oberholzer-Gee (2006) examined the relationship between 

the firm’s political connections and its long-run performance in Indonesia and 

established that firms with strong political connections are more likely to obtain 

capital from the domestic market. Claessens, Feijen, and Laeven (2008) found that 

Brazilian firms that contribute to the elected party receive higher stock returns and are 
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able to access more bank financing than other firms. Also, they stated that the extent 

of the benefit that these firms receive is dependent on their contributions to the 

election.  

 

In the Chinese context, three related themes regarding bank finance emerge from the 

previous empirical literature. First, from the ownership aspect, Chinese state-owned 

enterprises (SOEs) always have a strong political background, thus they enjoy more 

benefits when obtaining loans from banks (Gordon & Li, 2003). In contrast, as the 

largest SME group, private firms usually experience discrimination from banks, but 

building political connections can help private-owned enterprises (POEs) eliminate 

this problem to a large extent (Zhou, 2009). Lu et al. (2005) conducted a study about 

Chinese banks’ lending behaviour and non-performance loans and concluded that 

SOEs can access more loans as well as lower default risks than other firms. Li et al. 

(2006) indicated that SOEs can receive more favourable treatment than 

non-state-owned enterprises during the procedure of bank lending because SOEs have 

invisible connections with banks through the government, due to the fact that most 

Chinese banks are also state owned or state controlled. Brandt and Li (2003) 

conducted a study of bank discrimination on Chinese private firms and concluded that 

the preference of Chinese banks to grant bank loans to SOEs can partly be explained 

by their desire to seek political goals, especially as some SOEs have strong political 

ties or are classified as government-protected and recommended industries. Poncet, 

Steingress, and Vandenbussche (2010), using micro-level Chinese firm data to test the 

existence of the “political-pecking order” in obtaining credit, concluded that SOEs 

and large foreign-owned enterprises (FOEs) have more advantages in getting credit 

than private firms, partly because of receiving more friendly policy through political 

power. Based on the Nationwide Survey of Chinese Private Enterprises (NSPE) in 

2002, Li et al. (2008) explored the relationship between political connections and 

bank loans and concluded that politically connected private firms can acquire more 

loans from banks, which is consistent with Nee et al. (2007). 
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Second, from the human capital aspect, a firm that is headed by someone with strong 

political connections is more likely to obtain loans from banks. Using panel data 

across Chinese publicly listed firms from 2005 to 2007, Chan, Dang and Yan (2012) 

found that firms where the CEO or chairman is or used to be a Chinese Government 

official or military officer were less likely to meet financial constraints. Similarly, 

Yang et al. (2012) conducted a study based on Chinese private listed firms from 2002 

to 2007 and found evidence that firms where the CEO or its chairman has 

membership of the NPC or CPPCC are more likely obtain bank loans. Additionally, 

Pan and Tian (2015) conducted a study based on Chinese listed non-SOEs from 2003 

to 2010, and found a positive relationship between their CEO/ chairman’s political 

membership (NPC and CPPCC) and the firm’s bank loans. Also, Wang (2015) 

indicated that independent directors that have either a political background or close 

ties with government officials can help listed Chinese firms obtain more bank loans, 

and government subsidies. Zhou (2009), using the 2000 Nationwide Survey of 

Chinese Private Enterprises (NSPE) data, concluded that political capital helps firms 

to remove loan obstacles, and becoming a member of the legislative and 

semi-legislative Chinese bodies is an effective approach for private entrepreneurs. In 

contrast, based on the enterprise survey about manufacturing firms in 2005 from the 

World Bank, Cull, Li, Sun, and Xu (2015) indicated that in Chinese firms, if the CEOs 

are not government-appointed, it is more sensitive when obtaining external finance, 

such as loans and trade credit. 

 

Third, many previous studies further explored the influence of political connections 

on Chinese bank finance from four main perspectives. 

 

a. From institutional perspectives, the effect of political connections on bank 

loans is more significant for the firms in a poorer institutional environment, 

meaning that the political connections enable firms to overcome the drawback 
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of market institutional problems, especially in bank finance (Allen et al., 2005; 

Bai et al., 2006). By analysing Chinese listed companies (Pan & Tian, 2015; 

Yang et al., 2012), the political connections are confirmed to have a positive 

influence on bank lending policy, especially in areas with a poorer institutional 

environment, which is consistent with Yu and Pan’s (2008) conclusion with a 

similar sample from 1993 to 2005. Also, based on 3258 Chinese firm-level 

data, Li et al. (2008) discussed the impact of communist membership of POE 

owners in China, and documented that the sample firms with a political 

relationship are more confident in obtaining loans from banks than similar 

firms without a political relationship, and this phenomenon is more significant 

in a weaker legal market, which is consistent with Zhou’s (2009) findings.  

b. Similarly, from the industry perspective, Pan and Tian (2015) concluded that 

private firms in non-government-supported industries are more likely to utilise 

political connections to overcome bank discrimination.  

c. From the perspective of the centralisation of the Chinese banking system, 

Yeung (2009) described in detail the existence of centralised power in the 

Chinese banking system, which implies that the political connections can have 

a significant effects in urban areas.  

d. From the financial distress perspective, many previous studies on political 

connections shows them to be an effective informal mechanism that enables 

firms to eliminate financial distress. In Indonesia, Leuz and Oberholzer-Gee 

(2006) found that financial crisis motivates firms to protect themselves from 

risks by building up political connections. Also, Houston et al. (2014) 

evidence showed that America firms with political connections are better 

protected by government support during financial crisis. 

Therefore, political connections play an essential role in SMEs’ business activities 

under the Chinese transitional economy, and being politically connected enables 

Chinese SMEs to overcome bank discrimination, especially in some circumstances, 

such as financial distress, being located in urban areas, or in a weaker legal market 
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area, or being in an industry classified as a non-government-supported industry. 

3.3.2 Other influences of political connections  

Political connections also provide firms with many other benefits. Cai and Wan (2009) 

concluded that political connections not only help Chinese firms to obtain loans from 

banks, but also create more opportunity for firms, especially SMEs, to enter high 

barrier industries. Also, Yang et al. (2012) stated that political capital enables Chinese 

private listed firms to increase their firm value to a large extent. Adhikari et al. (2006), 

using ten-year period data of Malaysian firms, indicated that political connections can 

help firms reduce the costs of tax and regulations, especially for private firms, which 

is consistent with the findings of Brunetti, Kisunko, and Weder (1997), Soto (1989), 

and Naughton (1994). In Russia, many entrepreneurs participate in politics to defend 

themselves against discrimination that includes raising their tax rate, tying them to 

“red tape”, and threatening their property rights (Li et al., 2006).  

 

Fan et al. (2007) conducted a study across 790 initial public offering (IPO) Chinese 

firms from 1993 to 2001 and concluded that firms with CEOs with a political 

background underperform more than those firms with CEOs who do not have a 

political background, because they are less professional and some of them focus more 

on achieving the goals of the local politicians rather than the goals of the firm, but 

these problems can also be removed by their political power. Also, using firm-level 

panel data across 35 countries from 1997 to 2002, Faccio et al. (2006) indicated that 

the financially well-performing firms with a strong political background are more 

likely to be bailed out when the country received financial assistance from the World 

Bank or the International Monetary Fund (IMF). 
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3.3.3 The way that entrepreneurs build their political connections 

Previous studies on the role of political connections in access to 

finance  

Many previous papers have indicated that entrepreneurs in different countries utilise 

different methods to build their political connections, depending on the local 

institutional and political situation. In the United States, the main approach for 

American firms is to contribute to the electoral campaign of a senator (Houston et al., 

2014), and employ outside directors who have political experience or hold a political 

position (Agrawal & Knoeber, 2001; Goldman, Rocholl, & So, 2009). In a Canadian 

study, firms with political ties are determined by having a friendship with government 

officials and politicians (Morck, Yeung, & Yu, 2000). In Malaysia, politically 

connected firms are determined as being firms with equity from government or 

institutional investors, or having informal ties with powerful politicians (Bliss & Gul, 

2012). Most Russian entrepreneurs build their political connections by looking for a 

seat of Duma or Dmitry Orlov (Li et al., 2006). In Vietnam, many entrepreneurs are 

running for the National Assembly, which is the influential legislative body in 

Vietnam (Li et al., 2006). In a cross-country study, Faccio (2006) defined politically 

connected firms as firms where one of the company’s larger shareholders and one of 

the top directors are a member of parliament, a minister or top politician, or have 

close ties with top government officials. 

Chinese firms and political connections  

In the case of non-state-owned enterprises, in order to build political connections to 

enjoy more friendly policy, firms follow a range of strategies. In the early 1990s, 

many private Chinese entrepreneurs used a strategy named “wearing a red hat” by 

registering themselves as a collective enterprise, which enabled them to overcome the 

discrimination caused by the undeveloped market (Che & Qian, 1998). After the 
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Chinese Government removed the political constraints in the 1990s, many 

entrepreneurs had more freedom to build their political capital, especially by 

participating in politics, therefore entrepreneurs started becoming members of the 

People’s Congress (PC) or the Chinese People’s Political Consultative Conference 

(CPPCC) (Li et al., 2006). 

 

In contrast, the stated-owned SMEs, including the firms that were generated from 

large SOEs as the economy reformed in the 1990s, have strong political ties with 

government, and its top managers are more likely to be, or used to be, a member of 

the Communist Party, PC or CPPCC with a political level position. Also, Li et al. 

(2006) indicated that the party members and the managers from public firms (such as 

SOEs and VTEs) have a natural advantage, but they also noticed that people might 

become party members or get positions in public firms because they already have 

established some social and political networks. 

Other factors that influence firms’ political connections 

Entrepreneurs building their political connections not only determine their intentions 

and their own social and political backgrounds, but also determine some other factors. 

The firm size and history are always correlated with the firm’s political capital. Large 

firms can always contribute more to economic growth and working opportunity, and 

play an important role in the local community; therefore, large firms have more 

bargaining power with local government and their entrepreneur has more opportunity 

to create political connections (Hellman, Jones, & Kaufmann, 2003). Also, 

entrepreneurs in firms that have operated for a long period are more likely to have 

political connections because political relationships cannot be built in a short time 

period. Additionally, entrepreneurs in firms that used to be, or are currently a branch 

of, large SOEs have strong political relationships because these entrepreneurs were 

staff and top management member in SOEs and may have had a government position. 

Also, SOEs usually cooperate with local government (Li et al., 2006; Nee et al., 2007; 
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Yeh, Shu, & Su, 2012).   

3.4 Summary     

The chapter provided an overview of the theoretical framework of SME bank finance, 

with an emphasis on political connections. From the bank perspective, the 5Cs 

lending policy and lending technologies indicated how banks utilise various criteria to 

evaluate their small and medium-sized client’s credit capacity and payment ability. 

From the firms’ perspective, the empirical theory about capital structure explained the 

uniqueness of SMEs and their intensives for obtaining bank loans. As well as the 

normal determinants that affect SME bank finance, this study specifically reviewed 

studies on the effects of political connections on SME bank finance, and previous 

Chinese studies on political connections are highlighted. However, most of these 

studies were based on normal-sized firms or private-owned firms’ data, which means 

there has been no empirical study that has explored the effects of political connections 

on bank finance specifically at the small and mediums-sized firm-level. Furthermore, 

many previous studies did the not analyse political connections from a range of 

different perspectives, including poor institutional environment (Pan & Tian, 2015; 

Yang et al., 2012; Zhou, 2009), government-supported industry (Pan & Tian, 2015), 

centralisation of the Chinese banking system (Yeung, 2009), and financial distress 

(Houston et al., 2014; OECD, 2009; Xuegong & Xueyan, 2011). None of the studies 

mentioned take all the condition into consideration.   

 

All in all, this new study will explore which theory is appropriate for SME bank 

finance in China, and focus particularly on the effects of political connections, using 

small and medium-sized firm-level data. We hypothesise that political connections 

have a positive effect on SME bank finance, and also that pecking order theory 

provides greater explanatory power than the trade-off theory of capital structure in the 

decisions of Chinese SMEs to seek bank finance. Meanwhile, it is necessary to 

undertake further analysis on political connections from the above four perspectives.  
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Chapter Four: Data and Methodology 

4.1 Introduction  

The main purpose of this study is to explore the effects of political connections on 

SME bank finance. Furthermore, this study aims to identify the influence on SMEs of 

using political connections from several perspectives: poor institutional environment, 

government-supported industry, centralisation of the lending power in the Chinese 

banking system, and financial distress. In addition, this study will further analyse 

other determinants of Chinese SMEs obtaining loans from banks based on previous 

theory about capital structure and bank lending criteria and, more specifically, the 

pecking order and trade-off theory. In order to achieve these three main objectives 

based on our sample data, this chapter provides the information on the sample data 

and the analytical framework used in this study.  

 

The structure of this chapter is as follows. Section 4.2 discusses the sample data as 

well as the construction of variables for this study. The analytical framework based on 

the dynamic model is described in detail in Section 4.3 and the last section 

summarises the chapter. 

4.2 Data and variables 

4.2.1 Data  

The sample data used in this study were extracted from the Chinese Market and 

Accounting Research (CSMAR) database, which is compiled by GTA (Guo Tai An) 

Information Technology Company Ltd. This sample included 754 SMEs for the 

2004−2015 period, which in total account for 4782 firm-year observations. Using the 

sample data, the research focused on three main important issues. Firstly, this study 
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primarily explores the effects of political connections on SME bank finance. The 

information on SMEs’ political connections was hand collected from the portfolio 

information for shareholder sheet in the sample firms’ financial annual reports, which 

are downloadable from the Shenzhen Stock Exchange (SZSE) website 

(www.szse.com.cn). Secondly, the study focuses on other determinants of SME bank 

finance using through financial information of the sample SMEs that comes from the 

firms’ income statement, cash flow statement, and balance sheet in the CSMAR 

database. Thirdly, in order to further analyse the effects of political connections from 

several different perspectives, we generate some dummy variables, including Industry, 

Region, and Rural, which are mainly based on the region and industry index from the 

Business Environment Index for China’s Provinces 2013 report. The basic information 

about the sample SMEs, including registered address, firm’s age, and ownership, all 

come from the Chinese Trade and Industrial Bureau (CTIB). Other statistical 

information of SMEs in China is collected from the Chinese Statistics Yearbook, 

Chinese Small and Medium Enterprise Yearbook, and World Bank research projects.  

4.2.2 Variables  

Measuring political connections  

Political connections as an informal mechanism play a significant role in an 

enterprise’s bank finance (Claessens et al., 2008; Dinc, 2005; Pan & Tian, 2015; Yang 

et al., 2012). There are various definitions of political connections in the many 

previous studies at global level (Faccio, 2006; Faccio et al., 2006; Houston et al., 

2014; Leuz & Oberholzer-Gee, 2006; Yeh et al., 2012). In Chinese studies, the 

definitions of political connections are divided into the following three types. 

 

First, from the personal political participation perspective, as the Chinese Communist 

Party (CCP) is the only ruling party in China, holding CCP membership is an 

effective signal of political connections for Chinese entrepreneurs (Cheng & Wu, 
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2015; Li et al., 2006; Nee et al., 2007; Pan & Tian, 2015; Wang, 2015). In addition, 

joining legal or semi-legal institutions, such as the People’s Congress (PC) and the 

Chinese People’s Political Consultative Conference (CPPCC), are effective 

approaches for entrepreneurs, especially non-state-owned entrepreneurs, to participate 

in politics and build personal political capital (Cheng & Wu, 2015; Li et al., 2006; Pan 

& Tian, 2015; Yang et al., 2012; Zhou, 2009). Second, in the context of personal 

working experience, entrepreneurs who are, or used to be, a Chinese Government 

official or military officer always have strong political backgrounds (Fan et al., 2007; 

Nee et al., 2007; Pan & Tian, 2015; Zhou, 2009). Finally, from the ownership 

perspective, the firms with state-owned shares, especially SOEs that usually have 

strong political connections, are more likely to receive government support (Nee et al., 

2007).  

 

Thus, based on our available data, we define the political connections of our sample 

SMEs as three binary variables, which are described in detail in Table 4.1. In this 

study, we define PC1 as the proxy variable of political connections.  

Bank loans and control variables  

As the dependent variable, some previous Chinese studies defined the size of bank 

finance as the mount of the line of credit reported by managers scaled by the firm’s 

total assets (Firth, Lin, Liu, & Wong, 2009). Some other studies identify the total 

leverage ratio as a proxy variable of bank loan size (Yang et al., 2012). In this study, 

as the exact bank loans records are not available in the CSMAR dataset, we employ 

the ratio of the total loans (short-term loans plus long-term loans) to total assets as a 

proxy variable of bank loans instead of the total leverage ratio used in previous 

studies.  

 

In order to isolate the effects of political connections from other potentially 

confounding effects, one set of control variables is involved, that is based on the 
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theoretical framework from two aspects. Firstly, from the banks’ perspective, most 

banks evaluate their potential clients’ credit capacity and repayment ability based on 

the 5Cs lending policy, as well as various lending technologies (Berger & Udell, 2006; 

Yeung, 2009). Secondly, based on capital structure theories, the main intensives of 

firms obtaining bank loans can be identified as lack of internal capital and maximum 

firm value through tax-shield, non-tax shield or stock market conditions (Baker & 

Wurgler, 2002; DeAngelo & Masulis, 1980; Jensen, 1986; Jensen & Meckling, 1976; 

Modigliani & Miller, 1963; Myers, 1984). Therefore, based on the above theoretical 

framework, some indicators should be employed in the equation: probability, firm size, 

firm age, collateral assets, default risk, growth opportunity, cash flow, effective tax 

rate (ETR), depreciation (NDTS), and stock market condition (SMC). Notably, for 

NDTS, some studies take the depreciation of fixed assets, amortisation of intangible 

assets, and Research and Development expenses (R&D) deductions into consideration 

(Gao, 2016), because the depreciation, investment tax credits and deferred tax losses 

can be against taxes like debt interest (DeAngelo & Masulis, 1980). However, due to 

the limitations of our data, we only consider the NDTS based on fixed assets 

depreciation, which is following the study by Titman and Wessels (1988). Table 4.1 

reports all the above variables used in this study as well as their descriptions.  
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Table 4.1: Description of variables 

Variable 
Abbreviati

on        
Description  

Bank loans  Loans 
The ratio of total loans (short term loans plus long 

term loans) to total assets  

Political 

connections 
PC 

a.  PC1 

PC1=1 if the CEO or chairman of sample 

SMEs has a membership of CCP, PC, or 

CPPCC, otherwise PC1=0 

b.  PC2 

PC2=1 if CEO or chairman are or used to 

be a Chinese Government official or 

military officer, otherwise PC2=0 

c.  PC3 

PC3=1 if sample SMEs have partial 

stated-owned ownership, otherwise 

PC3=0 

Effective tax 

rate 
ETR 

The ratio of income tax expenditure to earnings before 

interest and tax (EBIT) 

Non-debt tax 

shields 
NDTS Ratio of depreciation over total assets 

Default risk DR 
The standard deviation of the percentage changes in 

cash flow per year (based on quarterly data) 

Size  Size Logarithm of total assets   

Profitability ROA 
Return of assets (ROA), the ratio of earnings before 

interest and tax (EBIT) to total assets  

Company life  Age Age=logarithm of firm age 

Growth 

opportunity  
GO Market to book ratio of assets 

Cash flow  CF The ratio of net cash flows to total assets  

Collateral  Collateral 
Fixed assets ratios, defined as the ratio of fixed assets 

to total assets  

Stock market 

condition  
SMC 

Growth of stock market price:  

(stock pricet - stock pricet-1) / stock pricet-1 

Rural Rural 
Rural=1 if firm located in rural area, otherwise 

Rural=0 

Region  Region 

Region=1 if firm located in eastern area, otherwise 

Region=0 (Based on Business Environment Index for 

China’s Provinces 2013 report in Table 2.2) 

Industry 

classification  
Industry 

Industry=0 for non-government-supported industry, 

Industry=1 for government-support industry (Based 

on Business Environment Index for China’s Provinces 

2013 report in Table 2.3)  
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Descriptive statistics 

Table 4.2 provides the summary statistics for each variable. 

Table 4.2: Summary statistics for all variables  

Variable Obs Mean Median Std. Dev. Min Max 

Loans 4782 0.112 0.117 0.176 0.000 0.638 

PC1 4782 0.520 1 0.500 0 1 

PC2 4782 0.510 1 0.500 0 1 

PC3 4782 0.160 0 0.367 0 1 

Region 4782 0.259 0 0.438 0 1 

ROA 4401 0.072 0.066 0.059 -0.497 0.913 

Size 4782 21.303 21.24 0.863 18.524 25.472 

Industry 4782 0.073 0 0.261 0 1 

Rural 4782 0.288 0 0.453 0 1 

CF 4779 0.046 0.046 0.077 -0.357 0.475 

ETR 4394 0.146 0.143 0.076 0.022 0.353 

NDTS 4782 0.018 0.015 0.016 -0.003 0.144 

SMC 4660 -0.242 -0.204 0.861 -14.940 0.871 

Age 4782 13.662 14 4.100 4 35 

DR 4179 0.049 0.035 0.145 2.46E-06 1.55 

GO 4660 4.345 2.971 4.115 1.02 27.19 

Collateral 4782 0.2256 0.205 0.1312 0.0523 0.791 

All variables are defined in Table 4.1 

 

As Table 4.2 indicates, the average bank loan size is around 11.2 per cent, which is 

higher than the 4.66 per cent reported by Firth et al. (2009). Also, compared with the 

27.97 per cent (total leverage ratio) that is reported by Yang et al. (2012), our results 

make sense as we do not take bond capital into consideration. In addition, 52 per cent 

of the sample SMEs have political connections, which is almost 10 per cent higher 

than Pan and Tian’s (2015) results in the case of POEs. Furthermore, only 7.3 per cent 

of SMEs enter government protected or recommended industries, and only 25.9 per 

cent of SMEs are located in the development market area. From the financial aspect, 

sample SMEs can achieve an average 7.2 per cent profit rate and 22.56 per cent 

tangible asset. Also, they only have an average 14.3 per cent effective tax rate, which 

is much lower than the unified tax rate of 25 per cent set by the People’s Republic of 

China Corporate Tax Law. Last but not least, the sample SMEs are 13 years old on 
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average and the oldest firm is 35, thus most of these sample SMEs are relatively 

mature. 

Pairwise correlations  

The multicollinearity of the chosen variables is a potential problem with our sample 

data (Hill, Griffiths, & Lim, 2011). In order to avoid misleading results that can affect 

the regression analysis, it is necessary to check the correlation matrix. Following 

Guajarati (1995), this study conduct the Pearson Pairwise Correlation coefficient for 

all explanatory variables and the results are described in Table 4.3.  

 

According to Table 4.3, it is noticeable that there are only two coefficients greater 

than 30 per cent: the coefficient between profitability (ROA) and cash flow (CF), and 

the coefficient between collateral asset (Collateral) and depreciation (NDTS). This is 

reasonable, as firms with more profitability are likely to have more free cash flow, and 

depreciation is always correlated with firms’ tangible assets. Therefore, in our study, 

multicollinearity is not a serious problem in the regression analysis.  
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Table 4.3: Pearson Pairwise Correlations 

loans1 loans2 PC1 PC2 PC3 Region ROA Size Industry Rural CF ETR NDTS SMC Age DR GO Collateral

Loans1 1

Loans2 0.4580* 1

PC1 0.0968* 0.0773* 1

PC2 0.0912* 0.0660* 0.7473* 1

PC3 0.1093* 0.1000* 0.4200* 0.4282* 1

Region 0.1202* 0.0026 0.1337* 0.0954* 0.2571* 1

ROA -0.1155* -0.2218* -0.0359 -0.0056 -0.0134 -0.0435* 1

Size 0.3186* 0.4009* 0.0606* 0.0749* 0.0371 -0.0069 -0.0407* 1

Industry -0.0624* -0.1295* -0.0521* -0.0018 0.0518* 0.0022 0.0485* -0.1275* 1

Rural 0.0211 0.1064* 0.0533* -0.002 -0.1120* -0.0975* -0.0251 0.014 -0.0693* 1

CF -0.0682* -0.1578* 0.0013 0.0292 0.0777* -0.0368 0.3602* -0.0408* 0.0977* -0.0145 1

ETR -0.0111 0.0972* -0.0427* -0.0135 -0.0143 -0.0391* 0.1381* 0.1006* -0.0233 -0.0165 -0.0282 1

NDTS 0.0465* 0.0177 0.0595* 0.034 0.1278* 0.0424* -0.0750* -0.1385* -0.0343 0.0597* 0.1986* 0.0341 1

SMC 0.0196 0.022 -0.0204 -0.0164 0.0151 -0.0035 0.0334 0.0353 0.0256 -0.0005 0.0714* 0.0046 0.003 1

Age 0.0430* 0.0221 0.0900* 0.0680* 0.0984* -0.0012 0.0353 -0.0509* 0.0081 0.0448* 0.0489* 0.0031 0.0294 0.0113 1

DR -0.0133 0.0049 -0.0197 -0.0184 -0.0055 -0.0105 0.0098 0.0089 -0.0056 -0.0016 0.0078 0.0006 -0.0161 -0.0017 0.0202 1

GO -0.2555* -0.6032* -0.0731* -0.0574* -0.0617* 0.0005 0.1013* -0.2030* 0.0844* -0.1041* 0.0854* -0.0218 -0.0681* -0.0445* 0.0021 -0.0062 1

Collateral 0.2236* 0.1530* 0.1275* 0.0986* 0.1601* 0.0647* -0.1404* -0.0485* -0.1497* 0.1169* 0.1873* -0.0379 0.5154* 0.0128 0.0516* -0.0129 -0.1672* 1

All varaible ae defiend in Table 4.1, * indicate significant at 1% percent level
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4.3 Methodology  

This study employed the estimation method for panel data to analyse the effects of 

political connections on SME bank finances based on our sample data, which are 

“short and wide” panel data that include many individuals observed over a relatively 

short period of time (Hill et al., 2011). As there is a short time dimension, the 

non-stationary panel method, such as panel unit root and co-integration, will not be 

used in this study. As the granting of loans from banks is highly dependent on 

previous loans records, the lag dependent variable should be included in the 

regression. Thus, to achieve that end, we employ the dynamic panel methods in this 

study. 

4.2.1 Pooled regression model 

Pooled regression analysis combines time series for several cross-sectional units, 

which ignores the possibility that differences between individuals might cause 

different coefficients. Thus, the basic pooled model can be written as: 

E. 1 

𝑦𝑖𝑡 = 𝛽1 + 𝛽2𝑦𝑖𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + 𝑒𝑖𝑡   

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

There are two subscripts: 𝑖 refers to individual unit and 𝑡 refers to time period, 

separately. The lagged dependent variable 𝑦𝑖𝑡−1 and the time-invariant variable 𝑧3𝑖 

are included in the model. The intercept 𝛽1 and the parameters of explanatory 

variables 𝛽2, 𝛽3, ⋯ , 𝛽𝑘  are all time-invariant, and the same for all cross-sectional 

units, which means the pooled regression model assumes all individuals are constant 

in all time periods without considering any individual heterogeneity (Hill et al., 2011). 

In the case of this study, the pooled regression can be expressed as follows:  

E. 2 
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𝑙𝑜𝑎𝑛𝑠𝑖𝑡 = 𝛽1 + 𝛽2𝑙𝑜𝑎𝑛𝑠𝑖𝑡−1 + 𝛽3𝑃𝐶13i + 𝛽4𝑆𝑖𝑧𝑒4𝑖𝑡 + 𝛽5𝐺𝑂5𝑖𝑡 + 𝛽6𝑅𝑂𝐴6𝑖𝑡

+ 𝛽7𝐷𝑅7𝑖𝑡 + 𝛽8𝐶𝐹8𝑖𝑡 + 𝛽9𝐶𝑜𝑙𝑙𝑎𝑡𝑒𝑟𝑎𝑙9𝑖𝑡 + 𝛽10𝐴𝑔𝑒10𝑖𝑡 + 𝛽11𝑆𝑀𝐶11𝑖𝑡

+ 𝛽12𝐸𝑇𝑅12𝑖𝑡 + 𝛽13𝑁𝐷𝑇𝑆13𝑖𝑡 + 𝛽14𝑅𝑒𝑔𝑖𝑜𝑛14𝑖 + 𝛽15𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦15𝑖

+ 𝛽16𝑅𝑢𝑟𝑎𝑙16𝑖 + 𝑒𝑖𝑡       (𝑡 = 2,3,4,… . , 𝑇)  

 

As the pooled function E.2 indicates, the intercept term is assumed to be 

time-invariant and constant across all sample SMEs, thus the error term 𝑒𝑖𝑡  is 

uncorrelated over time and individuals (𝑐𝑜𝑣(𝑒𝑖𝑡 , 𝑒𝑗𝑠) = 𝐸(𝑒𝑖𝑡, 𝑒𝑗𝑠) = 0). In addition, 

we assume that 𝑒𝑖𝑡 has a zero mean (𝑒𝑖𝑡=0), constant variance (𝑣𝑎𝑟(𝑒𝑖𝑡) = 𝛿𝑒
2) and is 

not correlated with explanatory variables(𝑐𝑜𝑣(𝑒𝑖𝑡, 𝑥𝑥𝑖𝑡) = 0). Thus, the least squares 

estimator 𝛽1, 𝛽2, 𝛽3, 𝛽4,⋯𝛽12 is consistent and unbiased if and only when all the 

above assumptions are commit. In our study, this situation is highly unrealistic, given 

the firms’ differences in terms of geography and their own uniqueness. 

4.2.2 Fixed effects (FE) model and random effects (RE) model     

As the constant intercept assumption in the pooled OLS estimator might be too strong, 

especially in this firm-level study, the unobservable heterogeneity is correlated with 

the error term 𝑒𝑖𝑡, which means the potential endogeneity problems increase the 

likelihood of biased results. We further consider releasing this assumption and 

extending our model as follows: 

E. 3 

𝑦𝑖𝑡 = 𝛽1𝑖 + 𝛽2𝑖𝑦2𝑖𝑡−1 + 𝛽3𝑖𝑧3𝑖 +⋯+ 𝛽𝑘𝑖𝑥𝑘𝑖𝑡 + 𝑒𝑖𝑡     

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

In E.3, an 𝑖 subscript is added to each subscript, which means the intercept and 

coefficients (𝛽1, 𝛽2,  𝛽3, ⋯ , 𝛽𝑘) can be different for different individuals. However, 

E.3 cannot be effectively estimated due to the lack of degrees of freedom 

(observations). Thus, we simplify the above functions by allowing the intercepts (𝛽1𝑖) 

to be different for all sample SMEs and assume the coefficients of explanatory 
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variables (𝛽2, 𝛽3, 𝛽4⋯ ,𝛽𝑘) are constant for all sample SMEs. The transformed 

model is as follows: 

E. 4 

𝑦𝑖𝑡 = 𝛽1𝑖 + 𝛽2𝑦2𝑖𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + 𝑒𝑖𝑡 

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

As the above equation (E.4) indicates, we assume that the differences between the 

sample firms (individual heterogeneity) are captured by the intercept, which means 

the intercept is included to “control” individual-specific and time-invariant 

characteristics. Based on E.4, we assume all individual differences are captured by the 

difference in the intercept as “fixed”, and the individual fixed effects do not follow a 

random distribution. This is called the fixed effects model (Hill et al., 2011).  

 

The empirical econometric equation of the fixed effects model is: 

E. 5 

𝑙𝑜𝑎𝑛𝑠𝑖𝑡 = 𝛽1𝑖 + 𝛽2𝑙𝑜𝑎𝑛𝑠𝑖𝑡−1 + 𝛽3𝑃𝐶13i + 𝛽4𝑆𝑖𝑧𝑒4𝑖𝑡 + 𝛽5𝐺𝑂5𝑖𝑡 + 𝛽6𝑅𝑂𝐴6𝑖𝑡

+ 𝛽7𝐷𝑅7𝑖𝑡 + 𝛽8𝐶𝐹8𝑖𝑡 + 𝛽9𝐶𝑜𝑙𝑙𝑎𝑡𝑒𝑟𝑎𝑙9𝑖𝑡 + 𝛽10𝐴𝑔𝑒10𝑖𝑡 + 𝛽11𝑆𝑀𝐶11𝑖𝑡

+ 𝛽12𝐸𝑇𝑅12𝑖𝑡 + 𝛽13𝑁𝐷𝑇𝑆13𝑖𝑡 + 𝛽14𝑅𝑒𝑔𝑖𝑜𝑛14𝑖 + 𝛽15𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦15𝑖

+ 𝛽16𝑅𝑢𝑟𝑎𝑙16𝑖 + 𝑒𝑖𝑡  

(𝑡 = 2,3,4,… . , 𝑇) 

 

There are two possible estimators for the fixed effects model that consider the 

cross-firm individual effects, which are the least squares dummy variable (LSDV) 

estimator and the fixed effects estimator.  

 

a. The least squares dummy variable estimator includes the intercept dummy 

variable for each individual and its equation, which is as follows: 

E. 6 

𝑦𝑖𝑡 = 𝛽11𝐷1𝑖 + 𝛽12𝐷2𝑖 + 𝛽13𝐷3𝑖 +⋯+ 𝛽1𝑛𝐷𝑛𝑖 + 𝛽2𝑦2𝑖𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡

+ 𝑒𝑖𝑡 
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(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

b. The fixed effects estimator is a difficult way to estimate the fixed effects 

model, especially when the number of individuals is relatively large. The 

transformed processes are as follows: 

E. 7 

 𝑦𝑖𝑡 = 𝛽1𝑖 + 𝛽2𝑦2𝑖𝑡−1 + 𝛽3𝑧𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + 𝑒𝑖𝑡  

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

Where 𝑧3𝑖 is the time-invariant variable.  

Summing both sides and dividing by T to get the average data: 

E. 8 

�̅�𝑡 =
1

𝑇
∑ 𝑦𝑖𝑡 =
𝑇
1  𝛽1𝑖+𝛽2

1

𝑇
∑ 𝑦2𝑖𝑡−1
𝑇
1 +𝛽3𝑧3̅𝑖 +⋯+𝛽𝑘

1

𝑇
∑ 𝑥𝑘𝑖𝑡
𝑇
1 +

1

𝑇
∑ 𝑒𝑖𝑡
𝑇
1  

= 𝛽1𝑖 + 𝛽2�̅�2𝑖𝑡−1+𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘�̅�𝑘𝑖𝑡+𝑒�̅�𝑡     

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

In order to eliminate the cross-firm individual effects, subtracting E.7 from E.8: 

E. 9 

𝑦𝑖𝑡 − 𝑦�̅� = (𝛽1𝑖 − 𝛽1𝑖) + 𝛽2(𝑦2𝑖𝑡 − �̅�2𝑖) + 𝛽3(𝑧3𝑖 − 𝑧3̅𝑖) + ⋯+ 𝛽𝑘(𝑥𝑘𝑖𝑡 − �̅�𝑘𝑖𝑡) + 𝑒𝑖𝑡

− 𝑒�̅�𝑡） 

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

As 𝑧3𝑖 is the time-invariant variable, 𝑧3𝑖 − 𝑧3̅𝑖 = 𝑧3𝑖 − 𝑧3𝑖 = 0 

Using 𝑦𝑖𝑡̃ = 𝑦𝑖𝑡 − 𝑦�̅�: 

E. 10 

𝑦𝑖�̃� = 𝛽2𝑦2𝑖𝑡−1̃ + 𝛽𝑘𝑥𝑘𝑖�̃�+𝑒𝑖�̃� (𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

Where  𝑦𝑖𝑡̃ = 𝑦𝑖𝑡 − 𝑦�̅� is the “deviation from the means of each individual”.  

 

As E.6 indicates, the LSDV estimator might be quite complicated for estimation if the 
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number of individuals is quite large. Thus, the fixed effects estimator is more 

appropriate than the least squares dummy variable estimator because our sample data 

have 754 individual SMEs. However, as E.10 indicates, the time-invariant variable 

𝑧3𝑖 is eliminated, indicating that the fixed effects estimator is unable to estimate 

time-invariant variables, especially for the key variable (political connections) in this 

study.  

 

Compared with the fixed effects model, which assumes the intercept captures all the 

individual differences as fixed parameters, the random effects model assumes that 

the individual differences are random, as the individuals in the sample are chosen 

randomly and follow a normal distribution (Hill et al., 2011). Thus, the random effects 

model divides the intercept 𝛽1𝑖  into two parts, the random differences from 

population average 𝑢𝑖 and the fixed part population average �̅�1. The equation is as 

follows: 

E. 11 

𝛽1𝑖 = �̅�1+𝑢𝑖                                

 

Substituting E.11 into E.7, the basic random effects model is: 

E. 12 

𝑦𝑖𝑡 = (�̅�1.+𝑢𝑖) + 𝛽2𝑦2𝑖𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + 𝑒𝑖𝑡 

    = �̅�1 + 𝛽2𝑦2𝑖𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + (𝑢𝑖 + 𝑒𝑖𝑡) 

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

                 

In our case, the basic regression can be expressed as follows:  

E. 13          

𝑙𝑜𝑎𝑛𝑠𝑖𝑡 = �̅�1 + 𝛽2𝑙𝑜𝑎𝑛𝑠𝑖𝑡−1 + 𝛽3𝑃𝐶13i + 𝛽4𝑆𝑖𝑧𝑒4𝑖𝑡 + 𝛽5𝐺𝑂5𝑖𝑡 + 𝛽6𝑅𝑂𝐴6𝑖𝑡

+ 𝛽7𝐷𝑅7𝑖𝑡 + 𝛽8𝐶𝐹8𝑖𝑡 + 𝛽9𝐶𝑜𝑙𝑙𝑎𝑡𝑒𝑟𝑎𝑙9𝑖𝑡 + 𝛽10𝐴𝑔𝑒10𝑖𝑡 + 𝛽11𝑆𝑀𝐶11𝑖𝑡

+ 𝛽12𝐸𝑇𝑅12𝑖𝑡 + 𝛽13𝑁𝐷𝑇𝑆13𝑖𝑡 + 𝛽14𝑅𝑒𝑔𝑖𝑜𝑛14𝑖 + 𝛽15𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦15𝑖

+ 𝛽16𝑅𝑢𝑟𝑎𝑙16𝑖 + (𝑢𝑖 + 𝑒𝑖𝑡)        (𝑡 = 2,3,4,… . , 𝑇)  
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As the main approach of the random effects model, the random effects estimator 

enables time-invariant variables to be estimated, especially for our case, as the key 

variable, political connections, is a time-invariant variable. Also, the random effects 

model has a smaller variance than the fixed effects model, because the random effects 

estimator applies the GLS (generalized square estimation) estimator and the fixed 

effects estimator applies the least squares estimator. However, the random effects 

estimator still has potential endogeneity problems. In the random effects model, the 

error term 𝑣𝑖𝑡 = 𝑢𝑖 + 𝑒𝑖𝑡 includes the individual difference, which might have a 

correlation with some explanatory variable (𝑐𝑜𝑣(𝑢𝑖 , 𝑥𝑘𝑖𝑡) ≠ 0) and cause the least 

squares and GLS 

estimators of the parameter to be biased and inconsistent (Hill et al., 2011). We 

employ the Hausman test (Hausman, 1978) to check the existence of endogeneity 

problems (the individual error term 𝜇𝑖 is correlated with regressors). The main idea 

of the Hausman test is that the random effects estimator and fixed effects estimator 

are consistent if 𝜇𝑖 is not correlated with the explanatory variable, and vice versa 

(Hill et al., 2011). The null hypothesis of the Hausman test is that the coefficients are 

equal to one another and there is no relationship between individual effects and 

explanatory variables. In our study, the Hausman test is 689.07, indicating the 

hypothesis of the correlation between unobservable effects and independent variables 

was significantly rejected (See Appendix 1); therefore, the fixed effects estimator is 

more appropriate than the random effects estimator for solving the endogeneity 

problems.  

4.2.3 Hausman-Taylor estimator  

In this study, as the fixed effects estimator is unable to estimate a time-invariant 

variable and the random effects estimator has serious endogeneity problems, we 

further apply the Hausman-Taylor estimator, which uses an instrumental variable 

technique, and assume that all explanatory variables are uncorrelated with firm 

individual effects because the instrument variable is correlated with the endogenous 



79 

 

variable but not correlated with 𝑢𝑖 (Hausman & Taylor, 1981). The IV solution is 

primarily based on other variables, and the term of IV is that the number of the IV 

must be greater or equal to the endogenous repressor. 

 

The basic function of the Hausman-Taylor estimator is as follows: 

E. 14 

𝑦𝑖𝑡 = 𝛽1.+𝛽2𝑧1𝑖 + 𝛽3𝑧2𝑖 + 𝛽4𝑥1𝑖𝑡 + 𝛽5𝑥2𝑖𝑡 + (𝑢𝑖 + 𝑒𝑖𝑡)              

 

Where the explanatory variable 𝑧𝑖  presents the time-invariant variables and 𝑥𝑖 

presents the time-variant variables. Also, 𝑧1 and 𝑥1 are endogenous variables that 

are correlated with 𝜇𝑖 and other variables are exogenous variables.  

 

a. The exogenous variables, it can be viewed as instruments in themselves. 

b. For the endogenous time-invariant variable (𝑧1𝑖), the means of the exogenous 

variables (�̅�2𝑖) can be a suitable instrument variable for 𝑧1𝑖. The main reason 

is that 𝑧1𝑖 is correlated with �̅�2𝑖, as both of them are explanatory variables 

for the explained variable, thus there is no relationship between �̅�2𝑖 and 

𝑢𝑖 (cov (�̅�2𝑖, 𝑢𝑖) = 0). Thus, �̅�2𝑖𝑡 can be an effective instrument variable for 

𝑧1𝑖. 

c. The endogenous time-variant variable (𝑥1𝑖𝑡) can utilise the “deviation from the 

means of each individual” as the effective instrument variable because this 

instrument variable is correlated with itself based on the following law of 

iterate expectations: 

E. 15 

E[(𝑥1𝑖𝑡 − �̅�1𝑖)𝑢𝑖]=𝐸𝑢𝑖𝐸[((𝑥1𝑖𝑡 − �̅�1𝑖)𝑢𝑖︱𝑢𝑖)]                 

=𝐸𝑢𝑖[𝑢𝑖𝐸(𝑥1𝑖𝑡 − �̅�1𝑖)︱𝑢𝑖]] 

=𝐸𝑢𝑖[ 𝑢𝑖[𝐸(𝑥1𝑖𝑡︱𝑢𝑖) − 𝐸(�̅�1𝑖︱𝑢𝑖)︱𝑢𝑖]] 

=𝐸𝑢𝑖[𝑢𝑖 • 0]=0 
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In this case, the empirical econometric equation is as follows: 

E. 16 

𝑙𝑜𝑎𝑛𝑠𝑖𝑡 = 𝛽11 + 𝛽2𝑙𝑜𝑎𝑛𝑠𝑖𝑡−1 + 𝛽3𝑃𝐶13𝑖 + 𝛽4𝑅𝑒𝑔𝑖𝑜𝑛4𝑖 + 𝛽5𝐼𝑛𝑑𝑢𝑠𝑡𝑟𝑦5𝑖 +

𝛽𝑘𝐷𝑋𝑘,𝑖𝑡 + (𝑢𝑖 + 𝑒𝑖𝑡) (𝑡 = 2,3,4, … . , 𝑇；𝑘 = 6,7,8,… . , 𝐾)   

  

Where the only time-invariant endogenous variable is political connections, and the 

means of other exogenous variables (DX) are the efficient instrument variables for 

“political connections (PC)”. The time-invariant variables “industry” and “region” are 

exogenous variables, which can be viewed as instruments in themselves. Other 

control variables are all exogenous variables, which can also be viewed as instruments 

in themselves.  

4.2.4 GMM estimator   

In the dynamic panel model with unobserved individual effects, the OLS estimator 

will be biased because of the correlation between the lagged dependent variable and 

the individual effects. Particularly in large samples, the OLS estimator is biased 

upwards (Bond, 2002).  

 

Nickell (1981) noticed that the within estimator (fixed effects) is not consistent in the 

dynamic panel data, based on the following equation deviation: 

E. 17 

𝑦𝑖𝑡 = 𝛽1 + β2𝑦𝑖,𝑡−1 + 𝛽3𝑧3𝑖+⋯+ 𝛽𝑘𝑥𝑖𝑡 + 𝜇𝑖 + 𝑒𝑖𝑡   

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

The deviation form is: 

E. 18 

𝑦𝑖𝑡 − 𝑦�̅� = β2(𝑦𝑖,𝑡−1 − 𝐿𝑦�̅�) +⋯+ 𝛽𝑘(𝑥𝑘𝑖𝑡 − �̅�𝑘𝑖) + (𝑒𝑖𝑡 − 𝑒�̅�) 

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

 

Where, �̅�𝑖 ≡
1

𝑇−1
∑ 𝑦𝑖𝑡
𝑇
𝑡=2 , 𝐿𝑦�̅� ≡

1

𝑇−1
∑ 𝑦𝑖,𝑡−1
𝑇
𝑡=2 ,  �̅�𝑘 ≡

1

𝑇−1
∑ 𝑥𝑘𝑖𝑡
𝑇
𝑡=2 ,  휀�̅� ≡
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1

𝑇−1
∑ 𝑒𝑖𝑡
𝑇
𝑡=2 . 

 

Noticeably, the 𝐿𝑦�̅� includes the information of [𝑦𝑖1, … . , 𝑦𝑖,𝑡−1}, which is correlated 

with the time average value(𝑒𝑖𝑡 − 𝑒�̅�)and leads the within estimator (fixed effects) to 

be inconsistent and biased, especially in our “short and wide” sample data. The GLS 

estimator of random effects is also biased in the dynamic model with individual 

effects. To solve the above dynamic and endogeneity problems, instrument variables 

(IV) were employed in regressions to focus on variations of independent variables that 

are not correlated with the error term (Wooldridge, 2002). The two-stage least squares 

estimation (2SLS) is the most common IV estimator (Hahn, Hausman, & Kuersteiner, 

2004). However, the 2SLS estimator is inefficient when error terms are correlated or 

heteroscedasticity exists (Murray, 2006; Wooldridge, 2002). Hence, in order to deal 

with the endogeneity and heteroscedasticity issue, the generalized method of 

moments (GMM) estimator has been widely applied in recent years (Arellano & 

Bond, 1991; Arellano & Bover, 1995; Blundell & Bond, 1998). Furthermore, the 

reverse causality issue may occur if firms intend to build their political capital after 

receiving loans from banks, which can be addressed in the GMM estimator.  

 

Normally, based on the dynamic panel model, the individual effects are eliminated 

early through the follow transformations: 

E. 19 

𝑦𝑖𝑡 = 𝛽1 + 𝛽2𝑦𝑖,𝑡−1 + 𝛽3𝑧3𝑖 +⋯+ 𝛽𝑘𝑥𝑘𝑖𝑡 + 𝑢𝑖 + 𝑒𝑖𝑡 

(𝑡 = 2,3,4,… . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾) 

  

Where 𝑥𝑘𝑖𝑡  represents the time-variant variables and 𝑧𝑖  represents the 

time-invariant variables.  

Then, the first difference is made to eliminate the individual effects: 

E. 20 

∆y𝑖𝑡 = 𝛽2∆𝑦𝑖,𝑡−1 +⋯+ 𝛽𝑘∆𝑥𝑘𝑖𝑡 + ∆𝑒𝑖𝑡  (𝑡 = 2,3,4, … . , 𝑇; 𝑘 = 4,5,6,… . , 𝐾)  
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Arellano and Bond (1991) utilised all possible lagged values as the instrument 

variables, thus the number of instrument variables are more than the number of 

endogenous variables, called the difference GMM, which enables the estimated 

results to be more precise. The difference GMM has two assumptions: (a) the error 

term is not correlated at different times (Cov(𝑒𝑖𝑡, 𝑒𝑖𝑠) = 0, 𝑡 ≠ 𝑠, ∀ i ); (b) the 

variables contained in 𝑥𝑖𝑡  are weakly exogenous. The moment conditions of 

difference GMM are as follows: 

E. 21 

E[𝑦𝑖,𝑡−𝑗(𝑒𝑖𝑡 − 𝑒𝑖,𝑡−1)] = 0, (𝑗 ≥ 2; 𝑡 = 3,4⋯ , 𝑇, ) 

E. 22 

E[𝑥𝑖,𝑡−𝑗(𝑒𝑖𝑡 − 𝑒𝑖,𝑡−1)] = 0, (𝑗 ≥ 2; 𝑡 = 3,4⋯ , 𝑇, ) 

The above moment conditions imply the twice and lagged values of bank loans, firms’ 

financial indicators, and the variables contained in a conditioning information set that 

can be used as the instrument variables. However, it is noticeable that the difference 

GMM has some potential problems with estimation, which is a concern for 

predetermined variables, time-invariant variables, and highly persistent or random 

walk of dependent variables. In this study case, especially, the time-invariant variable 

will be wiped out and not be estimated with the difference GMM. 

 

Instead, in order to estimate the time-invariant variable, Arellano and Bover (1995) 

created an approach that is only based on the level equation, E.18, which utilises 

[ ∆𝑦𝑖,𝑡−1 ,  ∆𝑦𝑖,𝑡−2 ,…] as instrument variables for 𝑦𝑖,𝑡−1  without making any 

difference process. In 1998, Blundell and Bond (1998) created the system GMM 

method that combines an equation in difference and an equation in level together, 

which estimates simultaneously in difference and level. The system GMM retains the 

assumptions that the error term [𝑒𝑖𝑡] is not auto-correlated, and the first difference of 

the explained variable [∆𝑦𝑖,𝑡−1, ∆𝑦𝑖,𝑡−2, … ] is not correlated with individual effect 𝜇𝑖. 

The moment conditions for the equation in level are as follows: 

E. 23 

E[(𝑦𝑖,𝑡−𝑗 − 𝑦𝑖,𝑡−𝑗−1)(𝜇𝑖 − 𝑒𝑖,𝑡)] = 0, (𝑗 = 1; 𝑡 = 3,4⋯ , 𝑇, ) 
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E. 24 

E[(𝑥𝑖,𝑡−𝑗 − 𝑥𝑖,𝑡−𝑗−1)(𝜇𝑖 − 𝑒𝑖,𝑡)] = 0, (𝑗 = 1; 𝑡 = 3,4⋯ , 𝑇, ) 

In this study, these moment conditions imply the twice and lagged values of bank 

loans, firms’ financial indicators, and the variables contained in a conditioning 

information set, which can be used as the additional instrument variables. In our case, 

we further employ the two-step system GMM estimator because it is more 

asymptotically efficient than the one-step, as it uses an estimated weighting matrix, 

which was first introduced by Arellano and Bond (1998). 

 

As suggested by Arellano and Bond (1991), Arellano and Bover (1995) and Blundell 

and Bond (1998), there are the following two specification tests for the GMM 

estimator: 

 

a. Hansen test: this test focuses on testing the overall validity of instrument 

variables (over-identification restrictions). This test statistic is asymptotically 

distributed as chi-square, and its null hypothesis is that the instruments are 

valid. 

 

b. Second-order serial correlation test: this test focuses on the correlation 

amount of the error term 𝑒𝑖𝑡. This test statistic is asymptotically distributed as 

standard normal, and its null hypothesis is no second-order serial correlation.  

 

Instrument proliferation is a potential problem for the GMM estimator. In this 

situation, the instrument count might become relatively large as the time period (T) 

and the number of explanatory variables rise, which can overfit endogenous variables 

and result in a downwards bias in the coefficient standard error (Arellano, 2003; 

Windmeijer, 2005). Also, Roodman (2009) specifically points out that a weak Hansen 

test that is caused by instrument proliferation will mislead the system GMM 

estimators. Thus, in order to avoid this potential problem, we employ the following 
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techniques, as suggested by Roodman (2009): 

 

a. Use one or two lags instead of all endogeneity variable lags for instruments, 

which can limit the number of instrument variables. 

 

b. Employ the method that makes the instrument variable matrix collapse. The 

instrument matrix is transformed as follows: 

 

𝑓𝑟𝑜𝑚 

(

 
 

0 0 0 0 0 ⋯
𝑦𝑖1 0 0 0 0 ⋯
0 𝑦𝑖2 𝑦𝑖1 0 0 ⋯
0 0 𝑦𝑖3 𝑦𝑖3 𝑦𝑖3 ⋯
⋮ ⋮ ⋮ ⋮ ⋮ ⋱)

 
 
 𝑡𝑜 

(

 
 

0 0 0 ⋯
𝑦𝑖1 0 0 ⋯
𝑦𝑖2 𝑦𝑖1 0 ⋯
𝑦𝑖3 𝑦𝑖2 𝑦𝑖1 ⋯
⋮ ⋮ ⋮ ⋱)

 
 

 

 

Based on the above two instrument techniques, the instrument count is decreased 

from 190 to 24, and the Hansen test indicated no instrument proliferation remains in 

the regression (compare column 5 and column 6 in Appendix 1).  

 

4.4 Summary  

This chapter outlines the methodology of the research used in later empirical chapters 

to analyse the effects of political connections on SME bank finance. The chapter 

focused specifically on several methodological issues that may cause inconsistent and 

inefficient estimators, and also provided some possible solutions to these 

methodological problems. As the granting loans from bank is highly dependent on 

previous loans records, this study employing dynamic model which include lag 

dependent variable in regression. The pooled regression estimator, as a benchmark 

method, are employed in this study. However, its constant intercept assumption is too 

strong in this firm-level study, as all individual firms are not same. In order to 

releasing this strong assumption, the fixed effects model and the random effects 

model were discussed. But, the Hausman test indicated that the random effects 



85 

 

estimator has serious endogeneity problem. For the fixed effects estimator, although 

any endogeneity problem, it can unable to estimate key variable (PC1), as PC1 is 

time-invariant variable. Thus, the Hausman-Taylor estimator is employed, which uses 

instrumental variable techniques to overcome the drawbacks of the fixed effects 

estimator (Hausman & Taylor, 1981). However, this biggest risk for Hausman-Taylor 

estimator is that this method does not have efficient approach to test the its IV quality 

which might have IV over identification problem. In contrast, the system GMM 

considers the unknown heteroscedasticity and autocorrelation (Arellano & Bond, 

1991; Arellano & Bover, 1995; Blundell & Bond, 1998; Roodman, 2009), which 

might be the most appropriate method for this study. 
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Chapter Five: Results and Discussion 

5.1 Introduction   

This chapter presents the preliminary results of the specified panel data used in this 

study. As mentioned in the previous chapter, five different methods are employed: 

OLS estimator, fixed effects estimator, random effects estimator, Hausman-Taylor 

estimator, and system GMM estimator. We also identify the system GMM estimator 

as the most appropriate method (the main estimator in this study) for controlling 

endogeneity and dynamic bias simultaneously. The main purpose of this study is to 

explore the determinants of SME bank finance, with particular focus on the effects of 

political connections. 

 

This chapter is organised as follows. Section 5.2 discusses the empirical results of the 

determinants of SME bank finance, specifically focusing on the effects of political 

connections, and also provides further analysis from several different perspectives. 

Section 5.3 provides the results of robustness tests undertaken the reliability of the 

reults, and the last section summarises the chapter.   

5.2 Empirical results 

5.2.1 Univariate test 

In order to provide preliminary evidence on the effects of political connections on 

SME bank finance, we conduct a univariate test of bank loans by dividing our sample 

into sample SMEs with political connections and SMEs without political connections. 

The results are described in Table 5.1.  
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Table 5.1: Univariate tests of all variables  

Difference between SMEs with political connections and SMEs without political connections 

Variable 

Without Political 

Connections  

With Political 

Connections Difference tests 

T 

test 

Loans 0.0942 0.1283 -0.0341*** -6.72 

Region 0.1977 0.3150 -0.1173*** -9.33 

ROA 0.0737 0.6949 0.0042 ** 2.38 

Size 21.2483 21.3531 -0.1047 *** -4.20 

Industry 0.0875 0.6034 0.0272*** 3.61 

Rural  0.2631 0.3113 -0.0483** -3.68 

CF 0.0461 0.0463 0.0002 -0.09 

ETR 0.1997 0.1613 0.0384*** 2.83 

NDTS  0.0168 0.0187 -0.001*** -4.13 

SMC 2.2377 0.2590 0.0353 1.39 

Age 13.2788 14.0169 -0.7381*** -6.24 

Risk 0.1728 0.0614 0.1114 1.27 

GO  4.8832 4.1147 0.7685*** 5.00 

Collateral  0.2082 0.2417 -0.0335*** -8.89 

All variables are defined in Table 4.1, *, **, *** indicate significance at 10% 5%, and 1% 

level, respectively.  

 

According to Table 5.1, sample SMEs with political connections are significantly 

older, larger, and have a higher tangible assets rate, implying that most of these SMEs 

are mature and more likely to be building their political connections, as they 

contribute a lot to the local economy and have more opportunities to cooperate with 

local government, which is consistent with Li et al.’s (2006) and Yang et al.’s (2012) 

results. Compared with the non-politically connected group, the number of bank loans 

provided to the sample of politically connected SMEs is significantly more, being 

9.42 per cent and 12.83 per cent, respectively, thus political connections enable SMEs 

to obtain more bank loans, which is consistent with the results of Pan and Tian (2015) 

and Yang et al. (2012). Also, we observe that sample SMEs with political capital have 

significantly lower ETR, which is consistent with Li et al. (2006), who found that 

politically connected firms are more likely to benefit from a friendly tax policy 

through their political capital. However, politically connected SMEs are less 

profitable and have lower growth opportunities, which is consistent with Fan et al. 

(2007), who found that the status of firms where the COE has political connections is 
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less professional, which may influence the firm’s performance, but they can utilise 

their political capital to obtain more bank loans when they face financial distress. 

Moreover, we also notice that the percentage share of the developing market area 

(Region) is significantly higher for politically connected SMEs, with 31.5 per cent, 

and the (Industry) percentage is significant lower, with 8.75 per cent, which is 

evidence that the sample SMEs located in developing market areas or classified as a 

non-government-supported industry seem intent on building more political 

connections to overcome the drawback of market failure in the institutional 

environment (Chang et al., 2014; Pan & Tian, 2015; Yang et al., 2012). 

5.2.2 Determinants of Chinese SMEs obtaining bank loans  

Table 5.2 provide the results on the determinants of SME bank finance based on the 

five different estimators mentioned in Section 5.1. Firstly, in column 1, we employ the 

OLS estimator as a bench mark test, and its results provide statistical evidence of the 

positive relationship between political connections (PC1) and bank loans (Loans), 

implying that political connections is an important determinant of SME bank finance. 

However, this estimation approach fails to consider the individual effects that could 

potentially bias the results. As such, the fixed effects estimator and random effects 

estimator are employed to take individual effects into consideration by releasing the 

constant intercept assumption, and the results that were generated are displayed 

separately in columns 2 and 3 separately. For the random effects estimator, the 

magnitude of the estimated coefficient on PC1 remains positive and increases slightly. 

Also, the adjusted R2 is equal to 0.505, which implies that the 50.5 per cent variation 

in SMEs’ bank loans can be explained by the variables employed in our regression 

model. However, the results of the Hausman test is 689.07, which means that the 

hypothesis of the correlation between unobservable effects and independent variables 

is significantly rejected; therefore, the fixed effects estimator is preferable. However, 

as column 2 indicates, the coefficient of the key variable (PC1) is not displayed as the 

fixed effects estimator is unable to estimate a time-invariant variable and its adjusted 
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R2 in this study is only 17.6 per cent. Hence, in order to solve this issue, we further 

employ the Hausman-Taylor estimator by using the IV technique, and its results are 

reported in column 4. It is noticeable that the magnitude and significance level of the 

estimated coefficient on PC1 becomes larger and more significant (coefficient 

increases to 0.243 with 1 per cent significance). In spite of this, it is notable that the 

Hausman-Taylor estimator has a natural disadvantage, which is that the results might 

be inefficient if the error terms are correlated or heteroscedasticity exists in 

regression.  

 

In contrast, the GMM estimator can solve the endogeneity and heteroscedasticity 

issue simultaneously. Column 5 reports the results that are estimated through the 

two-stage system GMM estimator with the instrument variable matrix collapsed. The 

coefficient of PC1 remains positive and increases significantly (coefficient equal to 

0.617, which is still significant at the 5 per cent level). As expected, for the system 

GMM estimator, there is evidence of first-order serial correlation (AR1) and no 

evidence of second-order serial correlation (AR2). Also, the value of the Hansen test 

is statistically insignificant, indicating no evidence of over-identification of 

instruments. The D-in Hansen (levels) is used to test the endogeneity of a subgroup of 

instruments consisting of lagged levels. The results are not significant, implying that 

this model cannot detect invalid instruments. Furthermore, the difference-in Hansen 

test statistics for the endogeneity variable’s instruments’ subset, particularly for 

political connections, indicate no further problems. These results show that the 

two-stage system GMM estimator with the instrument variable matrix collapsed can 

generate more precise results than other estimators. Notably, the lag variable of bank 

loans (L. Loans) is constantly positive related to banks loans (Loans) across all 

employed estimators, which is evidence that the dynamic model is appropriate for this 

empirical study.  

 

Our primary results complement previous cross-firm studies that have reported the 
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relationship between firms’ political capital and the bank loans received (Cao, Huang, 

Liu, & Gary, 2012; Cheng & Wu, 2015; Pan & Tian, 2015; Wang, 2015; Yang et al., 

2012; Zhou, 2009), and specifically focus on small and medium-size firms. The study 

also provides analyses of the determinants mentioned previously that influence SME 

bank finance, which are based on the 5Cs lending criteria, lending technologies, and 

several capital structure theories (Berger & Udell, 2006; Jensen & Meckling, 1976; 

López-Gracia & Sogorb-Mira, 2008; Myers, 1984; Sogorb-Mira, 2005; Yeung, 2009).    

Political connections 

Many previous studies that used general or privately owned firm-level data concluded 

that political connection is an informal mechanism that can help firms, especially 

private-owned firms, obtain more bank loans. As Table 5.2 shows, the coefficient of 

political connections (PC1) is slightly correlated with bank loans (Loans) in columns 

1 (OLS estimator) and 3 (random effects estimator), which is similar to previous 

results from Pan and Tian (2015) and Yang et al. (2012). Although these results might 

be potentially biased, the extra two more advanced estimations in column 4 

(Hausman-Taylor estimator) and column 5 (GMM estimator) provide consistent 

evidence of the positive relationship between political connections (PC1) and bank 

loans (Loans) when other variables are strictly controlled. Specifically, as the most 

appropriate method, the system GMM estimator (column 5) indicates that sample 

SMEs that have a CEO/chairman with a political background have easier access to 

bank loans (61.7 per cent more) than firms without this advantage, which is consistent 

with the results in Table 5.1 that showed the SMEs in the politically connected group 

use more bank loans as working capital than SMEs in the non-politically connected 

group. Notably, compared with previous studies that by Pan and Tian (2015),Cheng 

and Wu (2015), and Yang et al. (2012), the coefficient of political connection (PC1) 

that based on GMM estimator is much higher because it employ the dynamic model 

and consider heteroscedasticity and autocorrelation simultaneously.  
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Also, the positive relationship between political connections (PC1) and banks loans 

(Loans) is consistent with a board range of previous studies. For instance, Cheng and 

Wu (2015) stated that privately owned firms face much discrimination from banks 

because of their natural disadvantage, and a political background (membership of CP, 

CPPCC, or CCP) can help private entrepreneurs overcome the political pecking order 

and obtain more loans from banks. Another two studies by Yang et al. (2012) and 

Chan et al. (2012) report similar results. Additionally, Pan and Tian (2015) used data 

for non-state-owned listed firms to show that there are positive effects of the CEO/ 

chairman’s personal political background on their firm’s bank loans. Based on these 

empirical analyse, we consider our results as follows.  

 

Small and medium-sized firms, usually experience discrimination from banks, mainly 

due to by SMEs’ uniqueness: information asymmetry, insufficient collateral assets, 

and unstable and unprofitable performance (Holmes et al., 2003; Liu, 2008; Manove 

et al., 2001; Phuong & Wang, 2013; Voordeckers & Steijvers, 2006; Xuegong & 

Xueyan, 2011). In order to overcome bank discrimination and access more bank loans 

to conduct business, SMEs seek informal approaches, with one the most important 

methods being building political connections. This view offers an explanation for the 

finding in this study that there is a positive relationship between political connections 

and bank loans received.  



92 

 

Table 5.2: Regression results 

 

1 2 3 4 6 

Methods  OLS Fixed effects  Random effects  Hausman-Taylor  GMM (collapsed) 

 Loans Loans Loans Loans Loans 

PC1 0.00849** . 0.00915** 0.243*** 0.617**  

  1.97 . 1.97 3.57 2.45 

GO -0.00249*** -0.00375*** -0.00267*** -0.00329*** -0.00513*** 

  -5.74 -3.43 -5.69 -5.55 -3.57 

Size 0.0330*** 0.0726*** 0.0353*** 0.0720** 0.0542**  

  10.87 6.44 11 12.18 2.21 

Collateral 0.0798*** 0.111*** 0.0848*** 0.109*** -0.194 

  3.59 2.61 3.68 3.65 -1.14  

CF -0.145*** -0.039 -0.138*** -0.0559* -0.159**  

  -4.20 -0.89 -3.99 -1.66 -2.35   

Age 0.00533 -0.0339* 0.00502 -0.027** -0.101**  

  1.15 -1.95 1.04 (-2.81 -2.31   

ROA -0.0216 -0.0888 -0.0319 -0.0792 -0.695*** 

  -0.52 -1.48 -0.75 -1.64) -4.10  

ETR -0.0473* -0.0523 -0.0478* -0.0491 0.143 

  -1.73 -1.29 -1.71 -1.51 1.07 

NDTS -0.145 0.0944 -0.132 0.064 -0.82 

  -0.96 -0.43 -0.86 0.37 -1.37    

DR -0.000448 -0.000983 -0.000395 -0.00065 -0.00373 

  -0.55 -0.76 -0.48 -0.30 -1.07    

L.Loans 0.626*** 0.267*** 0.595*** 0.304*** 0.462*** 
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 Table 5.2: Regression results (Continues) 

 1 2 3 4 5 

Methods  OLS Fixed effects  Random effects  Hausman-Taylor  GMM (collapsed) 

 34.19 9.19 31.5 18.47 8.03 

Intercept -0.669*** -1.386*** -0.714*** -1.513*** -1.375**  

  -10.40 -6.39 -10.56 -12.37 -2.20   

Industry Control  Control  Control  Control  Control  

Region Control  Control  Control  Control  Control  

Rural Control  Control  Control  Control  Control  

SMC Control  Control  Control  Control  Control  

N                3594 3594 3594 3594 3594 

adj. R-sq         0.503 0.176 0.505                   

F value  194.53 23.09 

 

    

Wald test     2565.23 994.91 196.94 

Hausman test    689.07 689.07     

Hansen J         0.880 

D-in Hansen(levels)         0.981 

D-in Hansen(PC)         0.977 

D-in Hansen(IV)         0.956 

# of instruments          24 

AR (1)         0.000 

AR (2)         0.225 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 
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Other determinants of SME bank finance  

With regard to the other determinants of SME bank finance that have been mentioned, 

a negative relationship between cash flows (CF) and bank loans (Loans) is evident, 

indicating that the sample SMEs will borrow less from banks if they have sufficient 

cash flow to conduct business. This negative relationship can be explained by the 

pecking order theory (Myers, 1984), which states that firms with sufficient cash flow 

(internal capital) may rely more on internal capital than bank loans because bank 

loans cost too much, particularly for SMEs (López-Gracia & Sogorb-Mira, 2008; 

Sogorb-Mira, 2005). Meanwhile, in columns 2, 4, and 5, the negative relationship 

between firm’s age (Age) and bank loans (Loans) is also consistent with the pecking 

order theory, because older firms are more likely to be able to generate sufficient 

retained earnings (internal capital) to conduct business, and will therefore and depend 

less on costly bank loans (López-Gracia & Sogorb-Mira, 2008). For the same reason, 

the profitability (ROA) of the sample SMEs is negatively related to bank loans 

(Loans), as more profitable SMEs are able to generate sufficient internal capital to 

conduct business, although it is only significant for the system GMM estimator (1 per 

cent significance level) (column 5).  

 

However, from the trade-off theory perspective, the coefficient of effective tax rate 

(ETR) is constantly negatively correlated with bank loans (Loans) and is only 

significant with the OLS estimator and random effects estimator at the 10 per cent 

significance level, which contradicts our expectations. Additionally, the non-debt tax 

shield (NDTS) is not significantly correlated with bank loans (Loans) across all 

employed methods. Therefore, we observe that the pecking order theory is the most 

appropriate theory for SMEs, while the trade-off theory does not appear to be suitable 

for SMEs because most SMEs are more likely to be unprofitable and lack of sufficient 

benefits, which is consistent with previous studies by Pettit and Singer (1985) and 

Sogorb-Mira (2005). 
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The growth opportunity (GO) of the sample SMEs has significantly negative effect on 

bank loans (Loans), and this relationship can be explained by agency theory (Jensen 

& Meckling, 1976), which states firms will reduce their debt leverage ratio to avoid 

the potential agency problems that are generated by underinvestment (shareholder 

may undertake risky investment projects as the greater risk is transferred to the debt 

holder). In the case of SME bank finance, as most SMEs are private or family owned 

(Dudovskiy, 2012; Romann, 2013), SMEs only focus on their profits and are more 

likely to transfer their investment risk to their debt holders (Nassr & Wehinger, 2015), 

specifically when firms invest in risky projects. Consequently, the banks tend not to 

grant loans to SMEs with abundant growth opportunity (Serrasqueiro & Caetano, 

2015). 

 

As expected, firm size (Size) shows a positive correlation with bank loans (Loans), 

indicating larger firms are more likely to obtain bank loans. Also this positive 

relationship is consistent with many previous studies that state that the firm size is 

negatively related to the bankruptcy costs or the financing obstacles that firms face 

when they are less reliable (Ang, 1992; Frank & Goyal, 2009; Titman & Wessels, 

1988). Collateral assets (Collateral) is also significantly positively related to bank 

loans (Loans), which means SMEs with sufficient collateral assets can obtain more 

loans from banks, although this relationship is not significant in column 5. 

Asset-based lending also supports this positive relationship, as the number of loans 

that banks grant is highly dependent on firms’ collateral assets rate, and firms with 

sufficient collateral assets will allow let banks to be have more confident about 

granting loans (Berger & Udell, 2002, 2006). Last but not least, the lag variable of 

bank loans (L. Loans) is constantly positively related to banks loans (Loans) across all 

the estimators employed which is evidence that previous bank records directly 

influence banks’ confidence in granting loans. Therefore, SMEs with historical 

lending records have greater access to more bank loans.  
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5.2.3 Additional evidence on political connections  

In order to further analyse the effects of political connections on SME bank finance, 

this study split the sample data into different groups. For the remainder of the 

regression analysis, we only utilise the most appropriate method (two-stage system 

GMM estimator with instrument variable matrix collapsed) to conduct regressions.  

Regional perspectives  

The differences in the legal and institutional environment shape the ownership and 

terms of bank loans (Allen et al., 2005). In the case of China, firms located in a region 

with a poor legal and institutional environment tend to use more short-term debt than 

long-term debt, as creditors have insufficient confidence that their profits are secure 

(Chang et al., 2014). Also, the commercial banks in areas with poor legal and 

institutional environments do not service SMEs very much due to fear of the high 

default risks (Phuong & Wang, 2013). In order to explore whether political 

connections enable SMEs to overcome the drawbacks of market failure under a poor 

legal and institutional environment, it is necessary to split the sample into two groups: 

SMEs located in developed market regions (good legal and institutional environments) 

and SMEs located in developing market regions (poor legal and institutional 

environments). Firstly, we conduct a univariate test between these two groups, and the 

results are displayed in Table 5.3.
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Table 5.3: Univariate tests between SMEs located in developed market areas and 

developing market areas  

Variable 

Developed Market  

regions 

Developing Market  

regions Difference tests T test 

Loans 0.0984 0.1498 -0.0515*** -8.325 

PC1  0.4803 0.6329 -0.1526*** -9.331 

ROA  0.0730 0.0672 0.0058*** 2.888 

Size 21.3062 21.2926 0.1369 0.480 

Industry 0.0731 0.0744 -0.013 -0.152 

Rural  0.3142 0.2134 0.1008*** 6.772 

CF 0.0479 0.0414 0.0065*** 2.546 

ETR 0.1485 0.1386 0.0099*** 3.759 

NDTS  0.0174 0.0189 -0.0015*** -2.931 

SMC -0.2405 -0.2472 0.0068 0.236 

Age 13.6654 13.6540 0.0114 0.008 

DR 0.1321 0.0645 0.0675 0.676 

GO  4.4783 4.4848 -0.647 -0.037 

Collateral  0.2206 0.2399 -0.0194*** -4.484 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

 

According to Table 5.3, the sample SMEs located in developing regions (14.98 per 

cent) obtained more bank loans than SMEs located in developed market regions (9.84 

per cent. Also, these SMEs were relatively less profitable (6.72 per cent) and had less 

free cash flow (4.14 per cent). The main reason for this phenomenon is because these 

SMEs are less profitable in the poor institutional environment, meaning that they are 

less likely to generate sufficient retained earnings and will rely more on bank finance 

to survive (Hashi, 2001). Thus, these firms seek approaches such as increasing 

political connections to ensure access to bank loans (Yang et al., 2012), which is 

consistent with the results that the percentage of SMEs utilising political connections 

in developing market regions (63.29 per cent) is significantly higher than SMEs in 

developed market regions (48.03 per cent).  

 

To further explore the effects of political connections on SME bank finance across 

market developed and developing regions, we conduct regressions with the two-stage 

system GMM estimator, and the results are presented in Table 5.4.  
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Table 5.4: Effects of political connections on bank finance of Chinese SMEs 

across regions 

  

Developed Market 

Regions 

Developing Market 

Regions 

  Loans Loans 

PC1 0.276 0.323* 

 0.82 1.94 

N                     918 2676 

Wald test 144.78 300.61 

Hansen J 0.106 0.136 

D-in Hansen(levels) 0.032 0.080 

D-in Hansen(PC) 0.061 0.067 

D-in Hansen(IV) 0.489 0.132 

# of instruments  24 24 

AR (1) 0.000 0.000 

AR (2) 0.770 0.337 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in the regression 

 

Noticeably, Table 5.4 indicates that the coefficient of political connections (PC1) for 

the sample SMEs in developing market regions is significant (10 per cent) and higher 

than SMEs in developed regions, which is consist with many previous studies that 

showed political connections are an effective substitute mechanism for Chinese SMEs 

to overcome the institutional drawbacks, because the areas with poor institutional 

environments cannot provide good property rights and quality financial industry to 

local firms (Li et al., 2008; Luo & Tang, 2009; Pan & Tian, 2015; Yang et al., 2012; 

Zhou, 2009). 

Industry perspectives 

Firms across different industries receive different treatment from government due to 

their industry classification. Specifically, some SMEs that are classified as being in 

government-supported industries can receive more friendly policy when obtaining 

bank loans, such as the friendly interest rate under policy being fostered by the 

government (FSI, 2014; Scott & Kelly, 2015). However, compared with their 

non-government-supported counterparts, enterprises with political support are likely 
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depend to less on bank loans because they seem more profitable and have relatively 

sufficient capital as a result of their nature advantages (Phuong & Wang, 2013). In 

contrast, SMEs that are classified as being in non-government-supported industries 

might rely more on bank loans to survive. Unfortunately, non-politically connected 

SMEs are more likely to experience constraints when they seek loans from banks 

(CITIC, 2013; OECD, 2006). From an industry perspective, Pan and Tian (2015) 

stated that bank connections can reduce the drawbacks of the industrial perspective 

and lead to favourable bank finance for the non-SOEs from non-government 

supported industries, but they failed to find evidence of the additional effects of 

political connections. Therefore, it is worthwhile to explore any additional effects of 

political connections on non-government supported industry SMEs. Hence, we split 

the entire sample into two groups: SMEs in government-supported industry and SMEs 

in non-government-supported industry. The univariate test results based on the two 

above groups are presented in Table 5.5 below. 

 

Table 5.5: Univariate tests between SMEs in non-government-support industry 

and government-support industry    

Variable 

Non-government- 

supported industry 

government- 

supported industry 

Difference 

tests 

T 

test 

Loans 0.1146 0.0742 0.0404*** 3.873 

PC1  0.5271 0.4274 0.0998*** 3.608 

ROA  0.0707 0.0816 (0.0109*** -3.223 

Size 21.3334 20.9117 04221*** 8.889 

Region 0.2584 0.2621 -0.0037 -0.152 

Rural 0.2970 0.1766 0.1204*** 4.803 

CF 0.0441 0.0729 -0.0289*** -6.786 

ETR 0.1468 0.1351 0.0117*** 2.656 

NDTS  0.0180 0.0159 0.0021*** 2.371 

SMC -0.2485 -0.1639 -0.0845 -1.748 

Age 13.6531 13.7806 -0.1275 -0.561 

Risk 0.1190 0.0584 0.0605 0.3596 

GO 4.3552 6.0559 -1.701*** -5.784 

Collateral   0.2311 0.1558 0.0753*** 10.470 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 
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According to Table 5.5, the SMEs in the government-supported industry group are 

more profitable (8.16 per cent) and have more potential growth opportunity (6.06 

index), indicating that their performance is better than the non-government-supported 

industry SMEs. Thus, based on the pecking order theory, these SMEs can generate a 

higher cash flow rate (7.29 per cent) than the other group (4.41 per cent), which 

means they have relatively sufficient internal capital to conduct business and may rely 

less on external capital, which is consistent with the results that SMEs classified as 

being in a non-government support industry group have higher bank loan rates (11.46 

per cent) than the government-supported industry group (7.42 per cent). Previous 

studies by López-Gracia and Sogorb-Mira (2008), and Phuong and Wang (2013) also 

support this point. In contrast, due to relative worth performance, the sample SMEs in 

non-government-supported industries are unable to generate sufficient retained 

earnings and rely more on bank loans to survive, which is consistent with the 

conclusions of CITIC (2013) and OECD (2006). Notably, 52.71 per cent of 

non-government-supported industry SMEs have political connections, which is 

significantly higher than the government-supported industry group (42.74 per cent), 

providing evidence that SMEs in non-government-supported industries are more 

intent on building political connections. To further explore the effects of political 

connections on SME bank finance from an industry perspective, we conduct 

regressions with the two-stage system GMM estimator, and the results for SMEs in 

non-government-supported industry (column 1) and SMEs in government-supported 

industry (column 2) are presented in Table 5.6. 
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Table 5.6: Effects of political connections on bank finance of Chinese SMEs across 

government-supported industry and non-government-supported industry   

  

Government-supported 

industry  

Non-Government-supported 

industry  

  Loans Loans 

PC1 -0.13 0.453** 

 -1.36 2.15 

N                     918 2676 

Wald test 47.42 230.33 

Hansen J 0.336 0.615 

D-in Hansen(levels) 0.214 0.599 

D-in Hansen(PC) 0.662 0.595 

D-in Hansen(IV) 0.117 0.747 

# of instruments  24 24 

AR (1) 0.086 0.000 

AR (2) 0.745 0.624 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in the regression 

 

As Table 5.6 reports, we observe that the estimated coefficients of political 

connections (PC1) are positive and statistically significant (5 per cent) for 

non-government-supported industry. In contrast, the estimated coefficients of political 

connections (PC1) are not significant in the government-supported industry group, 

meaning that political connections enable non-government-supported industry SMEs 

to obtain more bank loans. These results provide evidence of the additional effects of 

political connections on SME bank finance in the non-government-supported 

industries.  

Centralisation of lending power  

In order to reduce the NPLs and improve the efficiency of the Chinese banking 

system, in 1991 SOCBs (stated-owned commercial banks) started centralising the 

lending power from the branch level or sub-branch level back to central headquarter 

(Yeung, 2009). This move resulted in bank managers, particularly those in rural areas, 

depending more on hard information (rather than soft information) to access their 

client’s credit ability, because they had lost granting authority (Canales & Nanda, 
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2012). Thus, the effects of political connections on SME bank finance will be 

expected to diminish, as most SME bank finance is based on relationship granting 

with soft information, and a is a worthwhile issue to be further explored. In this study, 

we split the entire sample into two groups: rural SMEs and urban SMEs. The 

univariate test of bank loans of SMEs across rural and urban areas is reported in Table 

5.7. 

Table 5.7: Univariate tests between rural SMEs and urban SMEs  

Variable Urban SMEs Rural SMEs Difference tests T test 

Loans 0.1101 0.1156 -0.0055 -0.916 

PC1  0.5029 0.5617 -0.0587*** -3.687 

ROA  0.0725 0.0692 0.0032* -1.664 

Size 21.2950 21.3218 -0.0268  -0.971 

Industry 0.0849 0.0444 0.0399*** 4.803 

Region 0.2858 0.1156 0.0943*** -6.772 

CF 0.0469 0.0444 0.0025 0.999 

ETR 0.1472 0.1430 0.0042* 1.651 

NDTS  0.0172 0.0193 -0.0021***  -4.137 

SMC -0.2420 -0.2429 0.0009 0.034 

Age 13.5455 13.9514 -0.4058*** -3.103 

Risk 0.1175 0.1073 0.0102 0.106 

GO  4.8281 3.6219 1.2062*** 7.141 

Collateral  0.2158 0.2497 -0.0339*** -8.136 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

 

According to Table 5.7, the percentage of urban SMEs with political connections is 

significantly lower than the percentage of rural SMEs with political connections. 

However, there is no significant difference between these two groups of SMEs in the 

number of bank loans. Noticeably, rural SMEs have a relatively lower effective tax 

rate. Thus, the reason for rural SMEs to build political capital may not be due to 

access bank loans, but for some other reason, such as receiving a lower tax rate.  

 

To further explore the difference between the effect of political connections on the 

bank finance of rural and urban areas, we conduct regressions for the two different 

groups and the results are presented in Table 5.8 below.  
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Table 5.8: Effects of political connection on bank finance of Chinese urban and 

rural SMEs 

  Urban SMEs  Rural SMEs  

  Loans Loans 

PC1 0.482** 0.653 

 2.03 1.44 

N                     2550 1044 

Wald test 234.64 75.52 

Hansen J 0.372 0.099 

D-in Hansen(levels) 0.361 0.097 

D-in Hansen(PC) 0.216 0.055 

D-in Hansen(IV) 0.270 0.071 

# of instruments  24 24 

AR (1) 0.000 0.000 

AR (2) 0.126 0.825 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in the regression 

 

According to Table 5.8, for the rural SME group, there is no evidence of a positive 

significant relationship between political connections (PC1) and bank loans (Loans). 

In contrast, political connections have a significantly positive effect on bank loans in 

the group of urban SMEs. Therefore, political connections seem not to have 

significant effects on SME bank finance in rural areas, which might be due to the 

centralisation of lending power that still exists in Chinese banking system (Yeung, 

2009). Therefore, although rural SMEs have their political connections with local 

government officers or bank managers, it cannot help very much with in bank finance 

because the local branch bank manager has no granting power. In contrast, urban 

SMEs can still obtain more bank loans through their political connections because 

they are more likely to have a relationship with higher level political officers and bank 

managers who can still influence the granting of bank loans.  

Financial distress perspectives (during the recent financial crisis in 2008)  

Compared with large and stated-owned enterprises, SMEs, especially 

non-state-owned SMEs, rarely receive support (including political bank loans or 

bailout guarantees) from local government when they experience financial distress 
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(OECD, 2009). For example, the Chinese economy experienced a lending spree by 

the Chinese Government with four trillion RMB (586 billion US dollars) in the form 

of bank loans to combat the global financial crisis (GFC) onset in 2008; however, 

Chinese SMEs did not receive much help during the financial crisis, because most of 

the loans were received by local-government sponsored financing or state-owned 

enterprises (Xuegong & Xueyan, 2011). Thus, SMEs looked for a way to survive 

when facing serious financial distress. In particular, as an exogenous shock, a 

financial crisis motivates firms to protect themselves from risk by building up 

political connections, which is consistent with previous studies in Indonesia and the 

USA that showed that firms with political connections are better protected by 

government support during a financial crisis (Houston et al., 2014; Leuz & 

Oberholzer-Gee, 2006). In order to explore whether political connections can help 

Chinese SMEs to obtain more bank loans to overcome financial distress, we split the 

entire sample into two sub-periods: Period 1(before the global financial crisis from 

2004 to 2008) and Period 2 (after the global financial crisis from 2009 to 2015). We 

conduct regressions with the two-stage system GMM estimator, and the results are 

presents in Table 5.9:
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Table 5.9: Effects of political connections on bank loans of Chinese SMEs across 

different periods   

  Period 1 Period 2 

 2004-2008  2009-2014  

  Loans Loans 

PC1 -0.2729 0.3662** 

 -0.190 2.21 

N                     536 2607 

Wald test 25.34 260.17 

Hansen J 0.768 0.088 

D-in Hansen(levels) 0.681 0.735 

D-in Hansen(PC) 0.607 0.763 

D-in Hansen(IV) 0.972 0.975 

# of instruments  24 24 

AR (1) 0.086 0.000 

AR (2) 0.486 0.088 

t statistics in parentheses; * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in the regression  

 

According to Table 5.9, political connections only had a significant influence on 

SME bank finance during Period 2 (after the financial crisis), indicating that political 

connections are an effective mechanism for Chinese SMEs to overcome financial 

distress in a financial crisis. Also, Leuz and Oberholzer-Gee (2006) pointed out that 

banks will charge a higher loan rate during a financial crisis, and political capital 

enables firms to remove this problem and obtain more bank loans. Therefore, the 

financial crisis is an exogenous factor that influences SMEs to build up political 

connections to overcome financial distress, especially when they are not receiving 

much help from government.  

5.3 Robustness analysis  

In order to confirm the effects of political connections on SME bank finance, a 

robustness analysis is conducted.   
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5.3.1 Robustness analysis with an alternative dependent variable  

As Table 5.1 indicated, using the dependent variable Loans (the ratio of total loans to 

total assets), we consistently find positive effects on SME bank finance based on 

several different estimators. In this section, following the study by Yang et al. (2012), 

we investigate whether these results are robust to using total leverage ratio (Debt) as 

the proxy for bank loans as the dependent variable. As noted by Yang et al. (2012), 

Debt is defined as the ratio of total debts (short-term debts+ long-term debts+ and 

long-term liabilities due within one year) to the total assets. They also exclude the 

sample firm with bonds capital because they notice that using Debt as the dependent 

variable might bias the results when using the sample firm with bonds capital. The 

results based on the regression with the dependent variable (Debt) are displayed in 

Table 5.10 (column 1).  

Table 5.10: Robustness analysis with alternative, dependent variable, key 

determinants, and data sample    

 1 2 3 4 5 

  Debt Loans Loans Loans Loans 

PC1 0.295*     0.469**  

  1.68   2.18  

PC2   0.702**                   0.526** 

  2.27   2.19 

PC3     1.019                 

    1.34   

N      3594 3594 3594 3013 3013 

Wald test 298.28 172.05 158.01 189.79 173.27 

Hansen J 0.000 0.906 0.791 0.695 0.686 

D-in Hansen(levels) 0.000 0.997 0.907 0.777 0.71 

D-in Hansen(PC) 0.000 0.975 0.935 0.698 0.708 

D-in Hansen(IV) 0.000 0.987 0.713 0.689 0.696 

# of instruments  24 24 24 24 24 

AR (1) 0.000 0.000 0.000 0.000 0.000 

AR (2) 0.673 0.234 0.156 0.256 0.291 

t statistics in parentheses: * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in each regression 

 

As Table 5.10 (column 1) shows, political connections still have a positive 
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relationship with SME bank finance, which indicates that politically connected SMEs 

can obtain 29.5 per cent more bank loans (at 10 per cent significance level), although 

the Hansen test is statistically significant and indicate that the problem about 

over-identification of instruments still exists in the regression. Therefore, the 

conclusion on the effects of political connections on SME bank finance does not 

change with Debt as the dependent variable: however, Debt is not an effective 

dependent variable in this study.  

5.3.2 Robustness analysis with alternative key variables 

In this study, we defined the PC1 as a proxy variable for political connections, and 

SMEs’ political connections were defined as the SMEs’ CEO or chairman having 

membership of the CCP, PC, or CPPCC. Also, following other previous studies on 

political connections in China (Cheng & Wu, 2015; Li et al., 2006; Nee et al., 2007; 

Yang et al., 2012; Zhou, 2009) we further generate two alternative proxy variables for 

the robustness test, PC2 (firms’ CEO or chairman is or used to be a Chinese 

Government official or military officer) and PC3 (sample SMEs have partial 

stated-owned ownership). In Table 5.10, columns 2 and 3 separately present the 

results using the PC2 and PC3 as proxy variables of political connections for 

estimating the effects of political connections on SME bank finance.  

 

As Table 5.10 (column 2) illustrates, the relationship between PC2 and bank loans 

(Loans) is positive and significant, indicating that a CEO or chairman who is or used 

to be a Chinese Government official or military officer can help their firm obtain 70.02 

per cent more bank loans through their political capital, which is quite similar to the 

results using PC1 as the key explanatory variable in Table 5.1. The p-value of the 

Hansen J test is 0.906, which agrees with instrument exogeneity. Also, there is 

evidence of first-order serial correlation (AR1) and no evidence of second-order serial 

correlation (AR2). In contrast, Table 5.10 (column 3) shows that the relationship 

between PC3 and Loans is positive but not significant, meaning that sample SMEs that 
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are particularly state-owned are not utilising their political capital to obtain more bank 

loans, which might be because they are more likely to have sufficient internal capital to 

conduct business (Phuong & Wang, 2013).  

5.3.3 Robustness analysis based on non-state owned SMEs sample 

As mentioned in the previous section, sample SMEs that are fully or partly 

state-owned (PC3) do not obtain more bank loans, because most of them are more 

likely to be able to generate sufficient internal capital to conduct business. Hence, we 

further analyse the effects of political connections (PC1 and PC2) on SME bank 

finance based on SMEs without any government ownership. Therefore, we omit the 

SMEs that have full or part government ownership (PC3) from the original sample 

group. In Table 5.10, columns 4 and 5 present the results using the PC1 and PC2 as 

the proxy variable based on the new sample group (without full or part state-owned 

SMEs).  

As Table 5.10 illustrates, the political capital of the sample SMEs is consistently 

positively related to bank finance, which is clear evidence of the positive effects of 

political connections on SME bank finance. In column 4, the CEO or chairman who 

has membership of the CCP, PC, or CPPCC can help the firm to obtain 46.90 per cent 

more bank loans through their political capital. In column 5, the CEO or chairman who 

is or used to be a Chinese Government official or military officer can help their firm 

obtain 52.59 per cent more banking loans. Noticeably, the coefficient of PC3 is higher 

than PC2, implying that a working position in the Chinese Government or military is 

more powerful than membership of the CP, CPPCC, and CCP, which is logical, as 

having a government or military working position would provide a direct opportunity 

and the power to talk to bank managers. As before, following the estimations using the 

two-stage GMM method, the p-value of the Hansen statistics remain favourable in both 

column 4 and column 5.  
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5.4 Concluding remarks 

Based on the above empirical analysis about the determinants of SME bank finance 

(particularly the political determinants), we find evidence that bank loans are crucial 

for SME financing because the main reason for SMEs to access bank loans is 

exhaustion of their internal capital. However, we observe that banks may be reluctant 

to grant loans to SMEs, even if SMEs have potential growth opportunity, because of 

the information opacity between SMEs and banks. Also, we find evidence that 

collateral assets can directly influence SMEs’ credit capacity for obtaining bank loans. 

Therefore, due to SMEs’ uniqueness (information asymmetry, insufficient collateral 

assets, and unstable and unprofitable performance), SMEs may experience serious 

bank constraints.  

 

As an effective informal mechanism, political connections can help SMEs overcome 

these constraints and access more bank loans. From the regional perspective, political 

connections can help SMEs overcome the drawbacks of a poor institutional 

environment. From an industry perspective, the SMEs in non-government-supported 

industries can utilise political connections to remove the difficulty from banking loans. 

From the financial distress perspective, Chinese SMEs tend to build their political 

connections to protect themselves when they are facing a global financial crisis. 

Additionally, we notice that rural SMEs cannot benefit much from their political 

capital when accessing bank loans from political capitals, as the centralisation of 

lending power still exists in the Chinese banking system. 
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Chapter Six: Conclusion and Policy Implications 

6.1 Introduction  

The aim of this dissertation has been to identify the determinants of SME bank 

finance, specifically focusing on whether political connections help Chinese SMEs to 

access loans from bank. Despite the significant contribution made by SMEs, the 

statistics have revealed that Chinese SMEs are usually excluded from loan quotas by 

the commercial banks of China. The nested theoretical model based on the pecking 

order theory and trade-off theory (López-Gracia & Sogorb-Mira, 2008) is used to 

formally analyse this phenomenon. To validate the hypotheses set up by the 

theoretical model, firm-level data for 754 Chinese listed SMEs over the 2004−2015 

period are used to facilitate the regression analyses. In this study, five different 

methods are employed, and the system GMM estimator is found to be the most 

appropriate estimator for controlling endogeneity and dynamic bias simultaneously.  

 

From the results conclude that political connections have significant power to 

alleviate the financial constraints faced by Chinese SMEs. The aim of this chapter is 

fourfold. Section 6.2 provides a brief summary of the empirical findings of this study. 

In Section 6.3, some feasible political suggestions are provided to help Chinese SMEs 

overcome banking obstructions. Section 6.4 lists the limitations of this study, and 

Section 6.5 suggests directions for future research.  

6.2 Summary of the findings  

In this study, we have four main findings. Firstly, we find quality collateral assets and 

firm size are positively related to obtaining bank finance, meaning SMEs’ firm scale 

and collateral assets rate will directly influence their bank finance. Meanwhile, 

growth opportunity has a negative relationship with bank loans. Therefore, the 
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support H1, which states that banks will depend more on collateral assets and firm 

scale to evaluate SMEs’ credit capacity, and they will be reluctant to lend to SMEs, 

even if SMEs have potential growth opportunity, because of the information opacity 

between banks and SMEs.  

 

Secondly, we observe that firm performance, length of operating, and sufficient cash 

flow are all negatively related to SME bank finance. In contrast, tax shield and 

non-tax-shield are not significantly related to banking loans. Hence, the pecking order 

theory is the most appropriate theory for SMEs, and the trade-off theory seems to be 

not suitable as most SMEs are more likely to be unprofitable and lake sufficient 

benefits. This result supports H2, which states that the main reason for Chinese SMEs 

to access bank loans is identified as internal capital being exhausted rather than as an 

attempt to maximise firm value through tax or non-tax shields.  

 

Thirdly, political connections have a significantly positive effect on SME bank 

finance, which supports H3 that states political connections are an effective informal 

mechanism for helping Chinese SMEs to obtain more bank loans. Furthermore, this 

study conducted analyses of the effects of political connections from several 

perspectives. From the regional perspective, political connections can help SMEs 

overcome the drawbacks of a poor institutional environment (property rights 

protection and lower marketisation). Meanwhile, from an industrial perspective, the 

SMEs in non-government-supported industries can effectively overcome the political 

pecking order to obtain formal bank finance by building their political capital. Thus, 

H4, which states that SMEs located in poor institutional environments or classified as 

a non-government-supported industry are more likely to build their political 

connections to overcome bank discriminations is proven. From the financial distress 

perspective, bank institutions may be reluctant to extend their capital to SMEs due to 

the significantly higher risk they present than their larger counterparts, and politically 

connected SMEs are better protected during a financial crisis because political capital 
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enables them to obtain more bank loans during the credit crunch. This result proves 

H5, which states that politically connected SMEs were better protected during the 

recent global financial crisis. From a bank structure perspective, we find that rural 

SMEs are still subject to institutional constraints when trying to obtain bank finance, 

even in the presence of political connections, which supports H6 that states there is 

minimal effect of rural SMEs’ political capital on its bank finance due to the fact that 

many rural bank managers lack the power to grant loans.  

6.3 Policy implications 

This study shows that political connections are an effective informal channel that can 

help SMEs to overcome financial constraints and release the bank loans shortage. 

Based on the empirical results in the previous section, the policy implications are as 

follows. 

 

Further reform in Chinese financial market. Political connection is the key to 

obtaining bank loans for SMEs, and SMEs in developing market regions (poor laws 

and institutions) and non-government-supported industries are more likely to build 

political connections to overcome bank discrimination. Therefore, there is a need to 

continue the effort of reforming the Chinese financial market, by improving the 

relevant laws and regulations, and removing the different political treatment for 

different industries. There steps are necessary to reduce government intervention and 

create a better financing environment for these Chinese SMEs.  

 

Building a specific credit record platform for SMEs. Because of the information 

opacity issue, banks rely more on collateral assets and firm scale to evaluate SMEs’ 

credit capacity, and they are reluctant to lend to SMEs, even if SMEs have potential 

growth opportunity. Thus, a specific credit mechanism should be created for Chinese 

SMEs. For instance, the loan criteria could be based on the performance and growth 

potential of the applicant instead of tangible, hard collateral. It could also be useful to 
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establish a credit history record system for Chinese SMEs that could provide banks 

with important information to evaluate SMEs’ loan applications.  

 

Decentralising Chinese banking system. From a bank structure perspective, the 

centralisation of the Chinese banking system has made it difficult for rural SMEs to 

obtain bank loans, even if they building political connections, because rural bank 

managers in branches or sub-branches have insufficient autonomy over lending 

decisions. Millions of SMEs come from rural areas, therefore a decentralised Chinese 

banking system, or the construction of local financial institutions, is quite essential for 

alleviating the credit constraints of SMEs, especially in rural areas. Decentralised 

banks are more able to use “soft information” than centralised banks when processing 

loan applications from SMEs (Stein, 2002). Additionally, it is recommended that there 

be more polities to remove bank discrimination against rural SMEs.  

 

Providing bailout programs to SMEs. SMEs are more likely suffer from financial 

distress during a financial crisis through which the channel of adverse selection. A 

special bailout program should be created to help Chinese SMEs weather financial 

crises. 

 

Encouraging SMEs access other financing approaches. In recent year, many other 

financial approach is available for Chinese SMEs, such as bonds market (Small and 

Medium Enterprise Board, ChiNext market, and the NEEQ) and online lending (P2P, 

B2B, and B2C) (OECD, 2016). Thus, encouraging SMEs utilizing these financial 

approaches can relief the external capital shortage problem. Meanwhile, government 

providing the appropriate guide and law for these financial approaches can improving 

the efficiency of these financial market.           

6.4 Limitations of the study  

There are two major research limitations of this study. First, it uses data from listed 
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SMEs, which may violate the assumptions of the random sampling procedure, despite 

the sample firms, on average, having higher quality financial statements. Second, the 

definition of political connections is simplified due to data limitations. It is important 

to note that this study does not include other potential types of political connections, 

such as the “kinship and nepotism” relationship between firms’ CEO/chairman and 

government/military officers, which has been regarded as insider trading between 

government officers and businessman in some previous empirical studies. However, 

the information on this invisible relationship was not available to be collected for our 

dataset. 

6.5 Future directions for research 

Following the current empirical analyses about the effects of political connections on 

SME bank finance in China, there are four potential research directions. Firstly, a 

future study could focus on political connections and SME firms’ performance. 

Previous studies indicate that the CEO/chairman with political connections may 

negatively influence the firm’s performance because most people with political 

backgrounds are less professional, as shown by the state-owned enterprises (SOEs) 

(Fan et al., 2007). On the other hand, as most SMEs are non-state-owned firms, their 

politically connected CEO/chairman may have already conducted business before 

participating in politics, and would therefore present a different picture.  

 

Secondly, political connections can reduce the cost of external finance, which may 

influence the SMEs’ capital structure decision to some extent (Sogorb-Mira, 2005). 

Thus, it would be worthwhile to further analyse the effects of political connections on 

SME capital structure, specifically on short-term leverage and long-term leverage. 

 

Thirdly, in recent decades, internet financing has gradually developed in China, and 

has provided a new streamline in funding SMEs. Internet finance eliminates the 

barriers of obtaining external capital for SMEs and enables them to obtain more 



115 

 

capital with relatively low cost (OECD, 2016; Shi, 2015). By using internet financing, 

SMEs may overcome the external finance problems arising from lack of political 

connections, which would be worth further analysis. 

 

Finally, some previous studies stated the bank connections are another informal 

mechanism that can have a more direct and important impact than political 

connections on obtaining bank loans, with lower collateral requirements (Pan & Tian, 

2015). If this information (bank connections) can be obtained, it would be interesting 

to determine whether SME bank finance would be affected more by these 

connections.  
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Appendix 1:  

Regression based on Fixed effects, Random effects, GMM estimator, and GMM estimator (collapsed) 

 1 2 3 4 

Methods  Fixed-effects  Random effects  GMM GMM (collapsed) 

 Loans Loans Loans Loans 

PC1 . 0.00915** 0.0274 0.617**  

  . 1.97 1.43 2.45 

N                3594 3594 3594 3594 

adj. R-sq           0.176 3594                   

F value  23.09 0.505     

Wald test   2565.23 808.35 196.94 

Hausman test  689.07 689.07     

Hansen J     0.026 0.880 

D-in Hansen(levels)     0.019 0.981 

D-in Hansen(PC)     0.603 0.977 

D-in Hansen(IV)     0.499 0.956 

# of instruments      190 24 

AR (1)     0.000 0.000 

AR (2)     0.365 0.225 

t statistics in parentheses: * p<0.1, ** p<0.05, *** p<0.01 

Notes: Other variables are controlled in each regression 
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Appendix 2: 

5Cs lending 

Policy 

Capital structure 

theory

1. Character 

2. Collateral

3. Capital 

4. Capacity

5. Condition  

Political Connection  

Many empirical study indicated political connection can help 

firm get rid of discrimination form bank (Yeh, Shu, & Su, 

2012; Houston, Jiang, Lin, & Ma, 2013; Fsccio et al. 2006))

MM theory 
(Modigliani and Miller, 
1963)

Trade-off theory 
(DeAngele 
&Masulis,1980)

Pecking-order 
theory
(Myer, 1984)

Lending 

technologies  

Transactions 

lending (Hard)

Relationship  

lending (Soft)

( Berger & Udell, 

2006)

Poor institution 

 (Yang, Lian & 

Liu, 2012)

Non-government 

support industry

 

(Pan & Tian, 

2015)

Centralization of 

lending power 
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