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Abstract 
Finance, considered the lifeblood of business, always been a vital issue 

amongst the academicians, researchers and the policy makers. Since 

the different groups of businessmen may use different criteria for their 

financing decisions and resultantly the different sources and modes of 

capital acquisition, their financing decisions may invariably be 

influenced by several determinants or factors present both on the 

demand and supply sides. A review of extant literature on firm finance 

reveals several factors including characteristics of firm and owners, 

skills of owners/managers, the nature and composition of available 

sources of capital, and last but not the least the preferences of 

owners/managers regarding financing decisions. This paper 

investigates the nature and determinants of the selection of sources of 

start-up capital and ongoing finance by micro and small enterprises 

(MSEs) in Pak economy. Our analysis revealed some significant as well 

as complex relationships between the demand side factors such as 

characteristics of firms and owners, financing attitudes and 

preferences, and the corresponding supply side factors such as 

financiers’ credit criteria and policies, nature and availability of 

finance and contemporary financing environment. Both the quantitative 

and qualitative analysis revealed an evidence and application of 

Pecking Order Theory of financing by MSE owners. A typical pecking 

order i.e. financing firstly through internal/additional owner equity, 

then family and fiend’s finance, then trade credit/short term borrowing, 

then long term debt/bank loan and lastly from new partner/equity was 

revealed. The capital acquisition preferences by MSEs were 

significantly related to the factors such as availability of financing from 

owners’ personal worth and social network, financing knowledge and 

experience, growth objectives, risk propensity and need for control. 

The analysis of supply side factors revealed that the financiers and 

banks really need to rationalize their financing criteria by 

incorporating in it the owners’ traits and firm dynamics, growth 

orientation and viability of their financing strategies. Our analysis 

suggested that by making finance available to the capital deficient 
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entrepreneurs having high credit worthiness and growth orientation, 

the overall scenario of formation, growth and ultimate success of MSEs 

can be improved. The relevant training and professional courses both 

for the bankers, and nascent entrepreneurs are highly recommended.   

 

I. Introduction  
 Micro, small and medium sized enterprises (MSMEs) constitute the dominant form 

of business organization, accounting for over from 95% up to 99% of total enterprises in 

most of the developed and developing countries (OECD, 2006).  Mazzarol, Volery, Doss 

& Thein (1999) observed as: “At the commencement of the new millennium small 

business are being heralded as the engine of economic growth, the incubator of 

innovation, and the solution to decades of persistent unemployment” (p. 49).  Being 

considered as seedbeds and growth engines for the industrialization, MSME have been 

the focus of academic research and policy considerations in both the developed and under 

developed nations for the last two decades. A stable and warranted development of this 

vital sector has no doubt become a pre-requisite for the industrial growth and 

advancement. In the least developed countries and developing countries like Pakistan 

MSEs can really contribute towards economic growth by laying the foundations of 

industrial development and employment generation.   

 

 In, Pakistan little efforts so far have been put forward to resolve the definitional 

issues. However, in 2016, the State Bank of Pakistan (SBP) revised its definition of SME 

through its prudential regulations and now the definition of a small enterprise (SE) states 

that an entity with maximum 20 employees is small, and medium enterprise (ME) is an 

entity with not over 100 employees in case of a trading concern and 250 employees in 

case of a medium enterprise. For SEs, annual sales turnover upper limit has been 

increased from Rs. 75 million to Rs. 150 million and upper limit regarding number of 

employees has also been enhanced from 20 employees to 50 employees.  

 

 For MEs, parameters of annual sales turnover and number of employees have been 

revised upward. Accordingly, a medium enterprise (ME) is a business entity, ideally not a 

public limited company, which has 51-250 in case of a Manufacturing & Service MEs or 

51-100 in case of Trading MEs with above Rs. 150 million and up to Rs. 800 million. 

(SBP Prudential Regulations SE-1 and ME-1, 2016). The firms having up to 10 

employees were treated as micro enterprises in this study.  

 

II. Review of Literature  
 Finance is inevitably considered the lifeblood of business. The role of finance has 

been vital for the development of MSEs. Money or finance is special because, 

traditionally, this is a vital supporting instrument6for the formation and growth of 

business concerns both in the developed and developing nations (Premaratne, 2001). 

Financing is considered important at almost all the stages in a firm’s life cycle, starting 

from initiation through the expansion and growth; for penetration of markets both at 

domestic, and foreign level; for balancing, modernization, replacement (BMR), and 

technological acquisition, and finally for firms’ ever changing needs for working capital. 

In developing countries, most of the MSEs identify financing as the most important 

constraint in their growth (Nishat, 2000). The limited access of the MSEs to the required 



Muhammad Umer Quddoos, Saqib Gulzar  1155 

 

financial resources has been empirically found to be very prominent feature of these 

enterprises especially in the developing countries like Pakistan. Non-availability of 

funding was the most commonly cited barrier in some recently conducted studies and that 

even in the developed countries Canada and England (Statistics Canada, 2004; Cosh, 

Hughes, Bullock & Milner, 2008). In a report from the Centre for Business Research 

(CBR) of U.K, it was noted that of the total applicants for bank funding about 29% were 

refused financing (Cosh, Hughes, Bullock & Milner, 2008). Thus, a finance gap exists 

between the available supply of investible funds and the existing demand for funds which 

qualifies the rational investment criteria. Such a gap was first discovered in the Report of 

committee and then, rediscovered in the following reports by Committee and Committee 

– all submitted to the UK government.    

 

 The owner’s attitudes towards financing options and his personal risk determine 

the acceptable proportions of debt, and equity. Claessens, and Tzioumis (2006) have 

argued that capital structures are determined not only by firm specific characteristics that 

may vary across countries, but also by the constraints posed by countries degree of 

financial development, and their institutional environment. From a policy perspective, it 

is important to distinguish between the effects on demand and supply sides to design 

policies that alleviate constraints on the supply of finance, and policies that address 

weaknesses in demand.  In addition, Pettit, and Singer (1985) posit that the level of debt 

and equity in a smaller firm is more than likely a function of the characteristics of the 

firm, and its managers (p. 58).The finance gap exists because of the reason that the funds 

required or requested by the MSEs are greater than those which are made available by the 

financiers and lending entities in the contemporary state of affairs. Moreover, in various 

surveys asking about the potential growth constraints faced by the MSEs, a sheer lack of 

capital at a reasonable cost has been cited among the top major issues (Beck, Demirguc- 

Kunt, Laeven & Maksimovic, 2006). Most of the problems related with the capital 

acquisition by MSEs mainly exist due to their greater level of lending risk and 

diseconomies of small scale, a poor access to the resources available in the capital market 

(Holmes & Kent, 1991; Van Auken & Carter, 1989). The problem of inadequate capital 

adversely affects the MSEs’ liquidity, competitiveness, growth, and is a major cause of 

their failure (Ang, 1992). An improved understanding of the association between rising 

capital, its utilization, and additional financing can help the young MSEs owners to 

bridge the finance gap.   

 

A. Demand Side   

 Several authors (Chaganti, DeCarolis & Deeds, 1995; McMahon & Stanger, 1995) 

have posited that the main or targeted objectives of the firm owners greatly influenced the 

nature and composition the financing sources. A good number of research studies on the 

initial financing MSEs have explored the nature and composition of startup capital. The 

volume and breakup of startup financing sources is found to be influenced by a number 

of determinants like nature and size of organizations, their structure and the preferences 

of their owners (Van Auken & Carter, 1989). Sometimes, In order to tackle the problems 

of inadequate or undercapitalization, the MSE owners have to acquire financing from 

internal sources, personal wealth, institutional loans, credit cards, trade credit, customers’ 

advances and the venture capital suppliers (Van Auken & Neeley, 1996; Ang, 1992). So, 

a finance gap is bound to exist in the case of firms whose owners are unable to exploit all 
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such resources due to the certain reasons such as lack of knowledge, financing skills, 

poor planning, weak bargaining power, less or no growth orientation, low levels of risk 

propensity and entrepreneurial potential, more liking for ownership control and decision 

power and other decision preferences related to the financing sources and their possible 

outcomes. So, it is very possible that a financing decision is not made despite the 

availability of financing from certain sources just because the owners’ attitude, 

experience, awareness level and/or the very preferences regarding such sources of finance 

don’t allow him to have a go. So, it has been rightly argued by Hamilton and Fox (1998) 

that the supposed gaps in the financing of small firms might well be partially the outcome 

rather than the reason of capital acquisition decision of their owners. It has also been 

argued by Pettit and Singer (1985) that our level of understanding regarding the financing 

decisions by large as well as the small firms is low in view of the contemporary theories 

of capital structure of firms. Ang (1992) has posited that since these theories of capital 

structure were developed with a focus on larger firms, their direct applicability to the 

relatively smaller firms may be limited or not possible.  Michaelas et al (1999) have 

argued that the theories of capital structure allow us however to make certain 

propositions and hypotheses regarding capital acquisition decisions of smaller firms. Still, 

a number of researchers have empirically proved and suggested that the much famous 

pecking order theory (POT) framework can be directly, or in a modified form, used to 

understand and explain the choice of financing sources by the MSEs (Holmes & Kent, 

1991; McMahon, 2001) .   

 

B. Supply Side  
 The MSEs are reported to have much higher cost of credit transactions and 

borrowings as compared to their larger counterparts. Steel (1994) has stated that a high 

level of transaction costs and risks attached with the small loans, lack of security and a 

permanent tendency on the part of financiers to lend to the larger firms have been among 

the major causes which restrict the flow of funds towards smaller firms. This constrained 

access to credit and financing sources has been often cited as a major cause of failure of 

MSEs.  Even when the financial institutions are intending to finance smaller firms, they 

are demotivated due to the lack of adequate profitable projects and follow up proposals 

by small firms (Nishat 2000). Beck et al (2006) have stated that the firm size, its age and 

its ownership structure are strong determinants of the financing obstacles faced by such 

firms. They found that the firms which are much older, bigger and owned by foreigners 

reported a lower level of financing constraints. This finding seems to be very important 

both from the statistical and economics’ viewpoints. Beck, et al., (2006) have reported 

that the calculated probability of the fact that an MSE reports financing obstacles as 

major ones instead of moderate, minor or absent one was 39% when compared to the 

36% in case of medium sized business concerns and 32% for their larger counterparts. It 

is understandable why the growing MSEs become more acceptable to the financing 

institutions and informal lenders.  

 

 This research is specifically constructed to observe the nature of financing 

decisions of MSEs during enterprise formation, and growth in view of utilization of 

different financing modes, and overall financing environment of MSEs in Pakistan.   
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III. Data Collection and Analysis of Results   
 A multiple method strategy was used for data collection and analysis to achieve 

the purpose of in-depth research and enriched analysis. Adopting this method of approach 

supports the authenticity of the study. The proposed methodology envisaged primary data 

collection through questionnaire survey in the face to face in-depth unstructured 

interviews for case analysis. A sample of thirty firms was drawn for case study analysis. 

Comprehensive, and detailed interviews guided by the interview Performa were also 

conducted with the top officials in the bank’s credit departments and other institutions 

involved in MSME finance. 

 

IV. Case Analysis and Discussion of Results 
 Almost all the respondents regarded the availability of capital as the most 

important factor to be considered while starting, and expanding any business. Cross case 

analysis provided support for the hypothesized POT frame work application. The owner 

equity including the business profits and the owners personal financing resources are the 

first preference for most of the MSEs whether it was the start up situation or the ongoing 

financing for their growth operations. Trade credit was ranked overall as the second 

preference by the respondents. It is interesting to note that the firms having low equity 

based mostly resorted to trade credit and preferred it to dead finance which was available 

only at a much higher cost. Whereas for most of the firms which seem to be 

undercapitalized as they confirmed the presence of a finance gap, the external debt was 

preferred to the admission of new partners’ equity or share. Being a spontaneous source 

of finance trade credit seems to be preferable to other sources of short term financing 

sources. One important feature associated with short term financing is the boot strapping 

techniques used by the firm owners/manager especially by the small growing firms. 

Though trade or supplier’s credit is preferably ranked, some the owners viewed it feasible 

only if it had not decreased their profit margins. A major difference between successful 

(growing) firms and less successful ones was not the preference for different sources of 

finance but the planning of cash flows, and the presence of a sound strategy for the 

acquisition of next trance of finance. From the analysis of the reasons for preference for 

different financing sources, it can be safely argued that rapidly growing firms have a 

clear and proactive strategy regarding their financing decisions and future growth. The 

use of financial leverage was supported by the presence of adequate personal or business 

assets and the intension of owners to pledge it for acquisition of scarcely available 

finance. This fact also supported the fact that why the startup and inexperienced firms 

remain unable to acquire debt finance due to a variety of reasons such as no or low 

collateral base and personal guarantee, non-availability of track record and unwillingness 

to pledge the assets at a risk. The analysis of responses regarding the ranking of different 

criteria of financing decision by the respondents also highlighted three main reasons for 

avoiding debt financing as well as the external equity by experienced firms i.e. preference 

for financial independence, control motives and profitability. While a good number of 

firms refused to use debt as it bears interest which is strictly forbidden in Islam. These 

findings also support the view that the choice of financing sources is very much 

influenced by the owners’ attitude and aptitude regarding external sources of finance. 

Therefore, the changes in the financial horizon will possibly not affect the financing 

decisions by such debt adverse firms and they may still be undercapitalized. This finding 

is in line with the proposition put forward by Hamilton and Fox (1998) and Atherton 
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(2012). The interviews with the bankers revealed many positive trends, and interesting 

facts about financing of MSEs in Pakistan. There has been an increased trend towards 

financing of MSEs by banks.  

 

 The discussion with the credit officers of another public-sector bank revealed that 

all the MSE borrowers in the region were being provided working capital financing only. 

An officer in their credit department identified some loopholes in the financing 

procedures. He said: “Professionalism is still lacking in our department. Though there is 

more strict check and control system by the SBP regarding MSEs financing portfolio, 

certain requirements are usually not fulfilled resulting in low financing towards MSE 

sector.” So, the general perception that the MSEs do not have easy access to formal credit 

is substantial zed. And despite having viable business ideas, a significant number of 

MSEs still fail to start their business because they lack funds. The case of SME Bank was 

a different one in that, they were providing financing both for the working capital, and 

project financing. In fact, most of the new firms need project financing, and that too for 

more than three years. The SME Bank is meeting their requirements positively. Usually 

the loans are granted on the collateral of personal property. It is hoped that in future, 

MSEs financing would improve and broaden, and will have a strong impact on the 

economy.  The amount of loan obtained was found negatively associated with the 

profitability ratios of the firms implying that the firms with low profitability, and thus 

low levels of retained earnings, tend to rely more on debt, and likewise borrow larger 

amounts than the firms with higher profits. The age of the firm was also found negatively 

correlated with the amount of bank loan. Though the correlation was not strong but the 

negative correlation was found to be very important implying that older and established 

firms rely more on internal sources, and are averse to debt financing. Since the growth 

was found to be negatively correlated with age that the growth of newer firms is higher 

than the older, matured firms; so, they obtain higher credit. This excessive reliance on 

short term credit, which may or may not be easily available to new firms, also appears to 

be a cause of illiquidity, and low profitability. Loan amount was also found to be 

positively correlated with the firm’s net worth which implies that the MSEs with higher 

levels of equity find it easy to obtain external finance in larger amounts.   

 

 The analysis of the cases suggests that for most of the MSEs, preference for 

ownership control and managerial independence is higher than that for the growth 

objectives which does lead to truncation in the hypothesized pecking order of financing 

as was found by Howorth A. Carole (2001).  It can be safely argued that the preferences 

or demand for finance of individuals may well restrict their growing potential. A high 

association was found between the severity of financial constraints and firms’ aversion to 

debt and new equity finance. The firms applying the financial bootstrapping methods 

appear to be less financially constraint. It can be safely argued that successful formation, 

financing, and eventual growth of firms appear to be greatly influenced by their 

profitability, owners’ personal net worth and adequate collateral base. So, this being the 

reason the young firms with low potential profits and relatively less owners’ wealth 

appear to be more financially constrained. The profitability and capital availability were 

found to be most important factors influencing the growth, followed by the availability of 

trade credit, and skilled human resources.  
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V. Recommendations/ Suggestions  
 To formulate an appropriate, and user friendly financing policy for MSE sector, it 

is inevitable that the financiers and banks establish appropriate structures for servicing 

the MSEs. They must explain to, and train their credit officers to ensure a smooth flow of 

financing towards this vital sector. Sound efforts are required to ensure that such officers 

have acquired the requisite skills and adequate portfolio of financing technologies to 

serve their micro and small scale clients. The international organizations under the 

umbrella of projects by UNO, UNIDO, World Bank, Joint ventures with governments, 

etc. can promote and pave the way such human resources and skills are acquired, 

developed and managed. All the possible measures to make the management of portfolio 

of MSE finance by banks practically viable, accessible and innovative need a careful 

consideration and purposeful implementation to the possible extent.   

 

 Khan and Khan (2007) have suggested that the MSE policy of state must focus on 

the institutional framework and landscape of activities by the entrepreneurial firms to 

ensure greater productivity, and restrict their undesirable activities and behavioral 

attitudes. The measures however suggested by the current study are as follows:   

 

 small business management must consider the nature of financing issues and 

potential growth constraints when preparing a business development plan;   

 the policy makers, financiers, and business advisers must understand the pattern of 

financing, and growth of MSEs and the factors that determine the growth attitudes, 

and intentions, or hamper growth on the contrary;   

 policy makers devising the financial support schemes must consider the 

fluctuations, and variations of demand side of finance, and related overall supply 

side environment affecting the  

 MSEs formation and growth;   

 Practically speaking, a universal policy of financial support to MSEs cannot be 

ideal one; rather focus must be on the removal of financing constraints faced by 

growth oriented businesses.  

 the economic and social factors which drive the MSEs to become growth oriented 

should be identified so that these can be nurtured and targeted by the support 

agencies.   

 

VI. Conclusions and Policy Implications Limitations of the study 
 It should be noted that basic nature of this study is exploratory, qualitative, and it 

is subject to certain limitations which make any conclusions tentative. Since a relatively 

small sample of firms was chosen based on convenience, and reliability of data source, 

biases were supposed to exist in terms of representativeness. Suggestions for future 

research Future endeavors in the field of MSE finance may well be focused on a large 

sample including also the potential and prospective entrepreneurs. It is hoped that a 

longitudinal study can be more insightful to explore the reasons for a change in the 

financing attitude of MSE owners regarding different sources of finance. Such a study 

can also highlight their financing aspects in the different stages of firm life cycle. Studies 

can also be conducted to design an appropriate SME finance policy for highly important 
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growth oriented MSE sub-sectors identifying the appropriate financing initiatives, and 

preferences for the potential entrepreneurs and especially the young business graduates.  
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