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Finance and Growth for Microenterprises:

Evidence from Rural China

Abstract

Using a survey dataset of Chinese rural households, we find that access to external finance is
positively associated with the decision to become entrepreneur, the initial investment for
microenterprises and the use of external finance. Also, we find that the use of informal
finance is positively associated with sales growth of microenterprises with employees, but not
of self-employed. We do not find any significant relationship between the use of formal
finance and firm growth. Our findings underline the importance of finance for
entrepreneurship and microenterprise growth, and the role of informal finance in the absence

of efficient formal financial institutions.
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1. INTRODUCTION

Firms face multiple growth constraints in developing countries, including the lack of access
to markets, decrepit energy and transportation infrastructure and lack of security. A large and
still growing literature, however, has documented the importance of financing constraints for
small firms, especially in less developed countries (Ayyagari et al., 2008; Beck et al., 2005).
A recent controversy has focused on the relative importance of formal versus informal
financial providers for alleviating firms’ financing constraints in developing countries. Allen
et al. (2005) posit that alternative financing channels, such as internal financing and trade
credit as well as informal coalitions of firms, investors, and local governments are more
important than formal bank credit in fostering the growth of private Chinese enterprises,
while Ayyagari et al. (2010) show that it is bank rather than informal financing that fosters
firm growth in China. Even less is known, however, about micro- or household-based
enterprises,’ especially in rural China.

This paper gauges the importance of informal and formal financing sources for
microenterprises in rural China. Using a unique household survey conducted in 2009, we
relate the decision to start a microenterprise and its success to different gauges of access to
and use of informal and formal financing. In doing so, this paper complements recent studies
that focus on small- and medium-sized enterprises (SMEs), mostly in urban areas of China.

Access to finance, whether from informal or formal sources, may alleviate credit
constraints for initial investment of microenterprises and subsequent expansion. There are

important differences, however, between informal and formal finance, related to screening

! Micro-enterprises are typically firms that are smaller than the small- and medium-sized enterprises (SMEs),
with few employees and often without formal status. For a formal definition in the Chinese context, see footnote
9.



and enforcement mechanisms (Jain, 1999). Banks rely on hard information such as financial
reporting, often require collateral which is scarce in rural areas, and rely on government and
courts for enforcement, while informal lenders rely on soft information, which is often
proprietary, and on personal networks, and enforce loan contracts through reputation, social

sanction, and coercion (Besley and Levenson, 1996).

Given the lack of formal financial statements, microenterprises face severe
information asymmetries in developing countries, which hinder the credit availability from
formal financial institutions, such as banks and credit cooperatives. Informal finance may
therefore be essential for microenterprises in China under its special economic and legal
institutions (Allen et al., 2005) and especially in rural areas that have experienced a
withdrawal of formal financial institutions since the mid-1990s. On the other hand, formal
finance might be more effective in alleviating financing constraints, as informal finance
carries high interest rates, is of limited scale, and has pro-cyclical trends.” It is therefore a-
priori not clear whether micro- and household-based enterprises can benefit more from
informal or formal financing sources in rural China, which leaves the question for empirical

research.

The evidence on the effect of informal versus formal finance on firm growth is mixed
in the literature. On the one hand, Allen et al. (2005) show that alternative financing channels
and governance mechanisms support a high growth of the private sector in China. Degryse et
al. (2013) show that co-funding of informal and formal finance is an optimal financing choice
for firm growth in China as the informal finance has an information advantage while the

formal finance has a cost advantage. On the other hand, Ayyagari et al. (2010) use a survey of

2 Hernandez-Trillo et al. (2005) show that microenterprises using bank loans, moneylenders, and trade credit for
startup, are more efficient than those relying on family, friends, and self-owned fund.
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private firms in China, and find that bank finance is associated with faster growth while
informal finance is not.®> Cheng and Degryse (2010) show that the development of banks has
a positive impact on provincial economic growth in China, while non-bank financial
institutions do not. Furthermore, the relative importance of informal versus formal finance is
even less addressed in the literature. Tsai (2004) shows that the intended clients of
microfinance continue to use informal finance in rural China, whose persistence may be due
to the limited supply of formal credit and the institutional weaknesses of many microfinance
programs. However, it’s still unclear in the literature whether the widespread use of informal

finance in rural China is a blessing or a curse for the microenterprises in the rural area.

We use data from a survey undertaken in 2009 of almost 2,000 households across
nine counties in three provinces, 27 percent of which run microenterprises. This allows us to
explore both the covariates of the decision to start a microenterprise and the co-variates of the
use of informal and formal financial services and the role that the use of informal and formal

financial service play in the growth process of microenterprises.

Our results suggest that, controlling for characteristics of the family head and village
characteristics, wealthier households with larger families and located closer to financial
institutions are more likely to start microenterprises, and also have higher initial investment.
The same factors also predict the use of both informal and formal financial services. In
addition, we find that higher use of informal finance is associated with higher sales growth
for microenterprises with employees, while it has no effect for the self-employed. The use of
formal finance, on the other hand, is not associated with higher sales growth, which is

consistent with the inefficiency of bank loans in China (Bailey, Huang and Yang, 2011).

® Robb and Robinson (2012) find that entrepreneurs rely heavily on bank financing, and less extensively on
funding from family members and friends in their firms’ initial year of operation in the US.



These findings confirm the importance of finance for entrepreneurship and firm growth, but
also underline the important role that informal financial service providers play in the absence

of efficient formal financial institutions.

Our paper contributes to the literature by using firm- and household-level survey data
to explore the relationship between access to and use of financial services and the behavior of
microenterprises. Beck et al. (2005) show that the small firms’ growth rates are most
constrained by financial, legal, and corruption obstacles, while financial and institutional
development weakens these constraining effects, from which the small firms benefit the most.
Beck et al. (Forthcoming) show that banking systems with more effective credit information
sharing and higher branch penetration can help reduce the informality of enterprises. In
addition, access to financial services can help new entrepreneurs survive beyond the first year,
as evidence from Bosnia and Herzegovina shows (Demirglic-Kunt et al., 2009), and can help
enterprises innovate at a faster rate (Ayyagari et al., 2011). Furthermore, using subnational
data for Italy, Guiso et al. (2004) show that local financial development enhances the
probability that an individual starts a business, favors the entry of new firms, and promotes
growth, and these effects are weaker for larger firms. We contribute to this literature by

adding empirical evidence on the microenterprises in rural China.

While our paper’s inference is based on household survey data, our paper is also
related to a series of recent randomized control trials that explore the effect of interventions
alleviating micro-entrepreneurs’ financing constraints.* De Mel et al. (2008) use shocks to
capital stock through randomized grants in Sri Lanka, and find that the average real return to

capital is much higher than the market interest rate, while a similar exercise in Philippines

* See Karlan and Morduch (2010) for a literature survey on the randomized controlled experiments on
microenterprises.



that expanded credit to micro-entrepreneurs did not show any positive effect on borrowers’
business (Karlan and Zinman, 2011). More recent evidence has shown differential effects of
credit on individuals and households with different characteristics, linked with different uses
of credit. Specifically, Banerjee et al. (2013) and Crepon et al. (2011) use randomized
controlled trials in India and Morocco, respectively, and show that only some clients use
microcredit loans to start up enterprises. New clients that did not start businesses consumed
more non-durable goods, with existing businesses reducing consumption and increasing

savings.

Our paper relies on household survey data and thus faces the constraints of not being
able to infer causality from cross-sectional data. On the other hand, we capture a larger array
of financial service providers across a broader geographic area than randomized controlled
trials can capture. While randomized controlled trials can often provide a cleaner
identification on the effect of finance, they are also restricted in external validity as the
experiments are often conducted in a specific location with limited participant groups. Being
aware of the caveats with respect to survey data, we try to provide some first evidence on the
role of finance plays in the rural microenterprises in China. As we do not have a clear
instrument for the access to or use of finance, we describe our findings as correlations and
associations rather than implying causality. Given the limited availability of data for rural

China, however, we think that our findings still provide useful insights.

The paper proceeds as follows. Section 2 provides an introduction to the Chinese rural
financial market. Section 3 introduces data and summary statistics, and develops the

hypotheses and methodology. Section 4 presents the results, and section 5 concludes.



2. RURAL FINANCIAL MARKETS IN CHINA

Although China has had an annual GDP growth rate of around ten percent during the past
three decades, rural areas have lagged behind urban areas, and the gap has been widening
over the past decade. During the 1980s and 1990s, the rural areas were the engine of China’s
high economic growth, especially the town and village enterprises which were collectively
owned by community governments (Jin and Qian, 1998). However, rural enterprises have
witnessed a sharp decline since the mid-1990s due to a wave of bankruptcies and
privatization. In contrast, the privatization of state-owned firms in the urban areas since the
late 1990s has shifted the urban economy to a higher growth track. Non-farming activities in
the rural areas are often undertaken by private microenterprises, and a large labor force has
migrated to the urban areas for jobs since the mid-1990s. The outflow of labor force, most

often young and talented, contributed to a further contraction of the rural economy in China.

Generally speaking, there are three types of financial institutions serving the rural
credit market: the Agriculture Bank of China (ABC) which is a commercial bank, Rural
Credit Cooperatives (RCCs), and the Agriculture Development Bank of China (ADBC)
which is a policy bank. However, financial institutions, including the state-owned ABC and
ADBC, have witnessed a contraction of branches and business in the rural area since the mid-
1990s, which resulted in RCCs as the only provider of formal finance in most rural areas.’

RCCs, however, are often plagued by an unclear ownership structure and poor risk

> See Xie (2003) for an overview of the reform of RCCs in China.



management, which often results in substantial non-performing loans® and even bankruptcies.
Furthermore, RCCs usually focus on agricultural production loans, while loans to
microenterprises only constitute a small proportion in its portfolio. ” In a nutshell,

microenterprises face substantial obstacles in the access to formal finance in rural China.

China still had a rural population of 700 million at the end of 2011, most of them far
away from financial inclusion. An essential reason is the lack of collateral in the rural area.
All the rural land is owned by the collectives (i.e. village government), while farmers do not
have full property rights on their houses. Generally speaking, houses can only be traded
among farmers within the same village, which prevents their use as collaterals for bank loans.
On the other hand, financial institutions usually do not accept movable property, such as
tractors, as collateral in the rural area due to the cumbersome registration and enforcement
problems. Consequently, financial institutions mainly serve as depositary tool, which leads to
a substantial surplus between the deposit and loans outstanding for RCCs. An outflow of

credit from the rural area to the urban area widens the urban-rural gap.

Due to a lack of formal finance, farmers resort to informal sources, i.e. family
members, friends, informal financial institutions, suppliers, and other sources, etc. Informal
financial institutions (e.g. underground banks, loan sharks, moneylenders, and ROSCAS)
have been prohibited since 1949 due to their usury characteristics. Although some informal
financial institutions (e.g. underground banks, loan sharks, and moneylenders) have revived
after the country’s transition to the market economy after 1978, they are mainly in the urban

areas which channel funds to the SMEs. In contrast, ROSCASs have not revived in the rural

® The non-performing loan ratio of RCCs at the end of Sep 2004 was 23.50 percent, while it decreased to 7.70
percent at the end of Mar 2010. Source: China Banking Regulatory Commission and the People’s Bank of China.

" The proportion of agriculture related loans was 65.38 percent at the end of 2010. Source: the People’s Bank of
China.



area after 1978 due to a crack-down of kinship and social network during the communist
period between 1949 and 1976, especially the Cultural Revolution towards the end of Mao’s
reign, which often makes family members and friends the only informal source of credit in
the rural area. Potential informal lenders are therefore restricted to a small group of people

who often live within the same village.

3. DATA, HYPOTHESES AND METHODOLOGY

This section describes the survey data, discusses the different hypotheses and econometric

methodology we will use to test them, and presents descriptive statistics.

We use a unique survey dataset for Chinese rural households (the “Rural Finance
Survey™), conducted in 2009 by National School of Development at Peking University and
funded by the Citi Foundation. The survey covered three provinces in China, Heilongjiang
(Northeast), Hunan (Central), and Yunnan (Southwest).® Three counties were selected from
each province, and three villages were selected from each county. This resulted in a final
sample of 1,951 households across three provinces, nine counties and 81 villages. Provinces
and counties were chosen based on representativeness, and villages and households are
sampled randomly from the name lists. The sample distribution of households by region is
shown in Panel A of Appendix 1. The questionnaire recorded detailed information on formal

finance (loans from banks and rural credit cooperatives) and informal finance (loans from

& These provinces are less developed than other provinces in the southeast part of China, and also ranks lower in
terms of business environment. Accordingly to the indicators in “Doing Business in China 2008 by the World
Bank, the northeast/central/southwest part of China ranks lower than the southeast part in the easiness of doing
business, e.g. starting a business, registering property, getting credit, and enforcing contracts.
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family, friends, and informal financial institutions, trade credit, and other sources), both at the
startup year and the end of 2008 for microenterprises.® In addition, demographic, income, and
wealth profiles of households are also recorded in the survey questionnaire. All variables

definitions are listed in Table 1.
[Table 1 here]

Table 2 shows some summary statistics of the dataset. Among the 1,951 households
surveyed 533 (27 percent) have a microenterprise. The sample distribution by industry is
presented in Panel B of Appendix 1. Among the microenterprises, 70 percent have only the
entrepreneur himself / herself, i.e. are self-employed. Among the 144 enterprises with
employees, the mean (median) value of the number of employees is 8.37 (2), while the largest
enterprise has 300 employees. The sample mean (median) value of the initial investment is
50,967 (10,000) RMB, which is about 7,473 (1,466) USD. The sample mean (median) value
of the household income is 20,857 (11,000) RMB in 2007. Compared with the annual
household income, initial investments are thus substantially large which indicates the need
for external financing. Average growth of microenterprises between 2007 and 2008 was six

percent, with a standard deviation of 37 percent, and ranging from -217 to 249 percent.
[Table 2 here]

The survey provides us with several gauges of access to and use of informal and

formal financial services. The use of informal and formal external finance is measured by

® According to the “SMEs Promotion Law of China”, the threshold of sales revenue (or number of employees)
for the microenterprise is listed as follows by industry: under 500,000 RMB for agriculture, forestry, husbandry,
and fishery industry; under three million RMB for manufacturing industry (or less than 20 employees); under
three million RMB for construction industry; under ten million RMB for wholesale industry (or less than five
employees); under one million RMB for retail, catering, information technology, leasing, and business service
industry (or less than ten employees); under two million RMB for transportation, storage and post industry (or
less than 20 employees); under five million RMB for property management industry (or less than 100
employees); under one million RMB for real estate industry. All other industries are categorized by the number
of employees with a threshold of ten. Among all sample firms that report sales revenue in 2008, all of them are
microenterprises according to the thresholds of the sales revenue.

11



dummy variables indicating whether a microenterprise has loans outstanding from informal
financial institutions or family members and friends (informal finance), and banks or rural
credit cooperatives (formal finance). At the startup year of microenterprises, 39 percent used
informal finance, and 16 percent of microenterprises used formal finance. In contrast, at the
end of 2008, 19 percent used informal finance, while 12 percent of microenterprises used
formal finance. Appendix 2 shows the loan sources by region and industry both for the

startup year and 2008 year end.

We also have several proxies for the access to financial services. First, we use the
wealth of households, as measured by the value of durable goods' as a gauge of internal
funds and proxy for possible collateral. Household wealth varies from zero to 684,182 RMB
(about 100,000 USD), and the average value is 10,916 RMB (about 1,600 USD).*! Second,
we use the distance from the nearest financial institution to measure the access to finance.
This might not only proxy for the geographic proximity to the formal financial institution, but
also for proximity to the informal financial institutions. Informal and formal financial service
providers cluster geographically in order to facilitate the banks' collection of soft information
(Agarwal and Hauswald, 2010), and it can lead to a higher accessibility of bank loans for

informal lenders which may be further intermediated to the final borrowers (Bose, 1998; Hoff

%In the survey questionnaire, the following items are included as durable goods: vehicle; tractor; motor or
electro tricycle; other transportation tool; pump; other agriculture machine; motorcycle; electro bicycle; color
TV; refrigerator; wash machine; computer; mobile phone; air conditioning; microwave oven; induction cooker;
water heater; video recorder; audio system. Following the literature on depreciation rate of physical capital
(0.106 by Bischoff and Kokkelenberg (1987); 0.126 by Epstein and Denny (1980); 0.100 by Ping et al. (2012)),
we use an annual depreciation rate of ten percent calculated in a compound style from the initial purchase year
to year 2008. We assume that all durable goods at the end of 2008 were purchased in the initial purchase year.
As durable goods may be purchased after the initial purchase year and the purchase price is often increasing
over the years, we are estimating a lower bound for the wealth of households at the end of 2008 in the above. In
contrast, we can calculate an upper bound value of household wealth by treating all durable goods at the end of
2008 with the purchasing price at 2009 (current price) without any depreciation. Similarly, we can also estimate
household wealth at the startup year of the microenterprises.

1 The exchange rate on Dec 31% 2008 was 6.82 RMB / USD. Source: Industrial and Commercial Bank of China
http://www.ichc.com.cn
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and Stiglitz, 1997). As a result, it will lead to a positive association between the distance to
informal and formal financial institutions. On average, households are 4.50 kilometers from
the nearest formal financial institution. Third, we use several gauges of the access to funds
from family members and friends, including the amount of gifts the household has received
and given, the family size, and the number of family members and friends that are potential
lenders. The amount of gifts received and given ranges from zero to 200,500 RMB with an
average of 3,689 RMB. Table 2 shows that the family size, or rather, the number of family
members, ranges from one to eleven with an average of 4.12. The number of family members

and friends that are potential lenders ranges from zero to 200 with an average of 6.98.

As households’ ability to access informal and formal sources of finance might be
correlated with other family head characteristics, the relationship between access to finance
and the decision to establish an enterprise and its growth might be spurious when ignoring
these characteristics. Liu (2005) shows that the Hukou registration (registered as urban / rural
citizens) is related with the career choice, i.e. rural citizens are less likely to work in the state
sector jobs, and more likely to be self-employed. Li et al. (2008) show that the communist
party membership can help private entrepreneurs obtain bank loans and further enhance firm
performance in China. Age, education and gender are often related with human capital
(Becker, 1993), which may also affect the behavior of microenterprises in rural China. We
therefore control for an array of family head characteristics, which include Hukou registration,
age, high school education or above, communist party membership, and gender of family
head. Specifically, six percent of family heads have an urban Hukou registration; the average
age is 49.50 years; twelve percent have an education of high school or above; ten percent

have communist party membership; and seven percent of household heads are females.

13



Village characteristics might also be important for the decision to become an
entrepreneur. Fan et al. (2004) show that increased government investment in infrastructure
may reduce rural poverty by creating improved employment opportunities in the nonfarm
sector in China. As a result, we also control for an array of village characteristics, including
access to running water, arable land per capita, and access to bus service in the village. Table
2 shows that 69 percent of villages have access to running water service; the average arable
land per capita in the village is 0.92 Mu (about 0.15 Acre); and 39 percent of villages have

access to bus service.

Using this household survey, this paper tests several hypotheses related to
microenterprises’ access to different financing sources. First, we gauge the extent to which
the decision to establish a microenterprise (i.e. entrepreneurship) is associated with access to
informal and formal financing sources. As initial investments for the microenterprises often
surpass self-owned funds, households need to borrow additional funds from informal or
formal sources. Access to finance may enhance the decision to become entrepreneurs in rural

areas by providing supplementary funds for initial investments for microenterprises.

Firstly, we use the following probit model to test the hypothesis on the

entrepreneurship and the access to finance:

(1)

14



where i stands for a household, j for village, and k for county and equals 1
if a household has a microenterprise, 0 otherwise. On the right hand side, we have three
categories of variables: family head characteristics (Hukou Urban, Head Age, Political
Connection, Senior Education, and Female), family characteristics (Durable Goods, Travel
Time to Financial Institution, Family Members and Friends as Potential Lenders, Gift, and
Family Size), and village characteristics (Running Water, Land Per Capita in the Village, and
Bus). The county dummies control for other important cultural and socio-economic
differences across counties and provinces that are not captured by the village-level variables.

is the heteroskedasticity robust error term. Given the binary nature of the dependent

variable, Microenterprise, the regressions are run with the probit model.

Secondly, we relate the size of the initial investment to access to informal and formal
financing sources. While initial investments mainly depend on the industry of
microenterprises, access to finance may also affect their size. We use the following OLS

regression model:

)
where | denotes industries. Initial Investment is the logarithm of 1 plus the amount of initial
investment in RMB at the startup year of a microenterprise. By using logs, we can interpret

the coefficient estimates as elasticities. In addition to all family head characteristics, family

15



characteristics, and village characteristics in equation (1), we add a village-level variable to
the initial investment equation (2), Competitors at Startup Year. We also include county and
industry specific fixed effects, thus controlling for different investment levels across different

counties and, critically, across different industries.

Thirdly, we relate the actual use of informal and formal external finance our proxies
of access to finance. Specifically, we regress dummy variables indicating whether a
microenterprise used informal or formal external finance in its startup year and in 2008 on
our proxies for access to finance, controlling for characteristics of the family head and the

family. Specifically, we run the following probit regression:

@)
The dependent variable is the use of informal or formal finance at start year or in 2008.
We include the same variables as in the previous two models, including county and industry

fixed effects, thus controlling for demand differences across counties and industries.

Finally, access to finance may also be related to the growth of microenterprises after
the startup year. Microenterprises with employees may have more investment if they have
access to finance (both informal and formal financing sources) and consequently a higher
growth rate. However, those without employees may be run for subsistence purpose, and

never grow even with sufficient access to finance. Following Ayyagari et al. (2010) and Beck

16



et al. (2005), we gauge whether firms’ sales growth is associated with the access to informal

and formal financing sources. To test this hypothesis we utilize the following OLS regression:

(4)

The growth of microenterprise is measured by annual sales growth rate during 2007-
2008; Finance includes a set of variables indicating the use of informal or formal finance;
Self-Employed is equals one if there are no employees except for the entrepreneur himself /
herself. We include the same set of control variables as in previous models, plus several firm
characteristics, including Firm Size — measured as the logarithm of 1 plus the sales in 2007 —
and Firm Age — measured as the logarithm of the number of years since start-up. As before,
county and industry dummies are included in equation (4) to control for growth differences

across counties and industries, orthogonal to the decisions of the individual microenterprises.

Table 3 shows the correlation coefficients between the variables. Panel A shows the
correlation coefficients for all households, while Panel B shows the subsample results for the
households with microenterprises. Panel A shows that households with more wealth in
durable goods, higher amounts of gifts received and given, larger family size, and those with
a head having urban Hukou registration and high school or above education, are more likely
to start a microenterprise. In contrast, households located far away from formal financial
institutions, residing in villages without access to running water and bus service, lower arable
land per capita, and those with an older or female head are less likely to start a
microenterprise. Panel B shows that all finance variables are positively correlated with sales
growth except the use of informal finance in the startup year, although all correlation

coefficients are statistically insignificant. In addition, all finance variables at startup year are

17



statistically positively, while self-employed is negatively associated with the size of initial
investment. Besides, firm size and age are negatively associated with the sales growth rate,

which is consistent with stylized facts (Clementi and Hopenhayn, 2006).

[Table 3 here]

4. RESULTS

This section presents our regressions results. We first gauge the relationship between access
to informal and formal financial sources and the decision to become entrepreneur, initial
investment and actual use of informal and formal external finance. We then relate the use of
informal and formal external finance to firm growth. It is important to stress that we

document correlations rather than implying causality with our regressions.

4.1 Finance, entrepreneurship and initial investment

Table 4 shows that our proxies for access to both informal and formal financial sources are
significantly associated with the likelihood of running a microenterprise. Here we present
Probit regressions for co-variates of entrepreneurship. Column (1) presents a regression with
characteristics of the family head; column (2) adds family characteristics that proxy for
access to financial services; column (3) adds village characteristics; column 4 restricts the

model specification in column 2 to the sample that is used in column (3) to account for the

18



potential sample selection problem. Given data constraints, the number of observations varies

across the three columns, though our findings are robust to this variation.*?
[Table 4 here]

Columns (2) — (4) show that the travel time to the nearest financial institution is
negatively related with the likelihood of running a microenterprise. Specifically, a ten percent
lower travel time to the nearest financial institution is associated with a six percent higher
likelihood of running a microenterprise. Wealth, as measured by durable goods, is positively
associated with the likelihood of running a microenterprise, with a ten percent increase in
wealth associated with a one percent increase in the likelihood. Household wealth can be seen
as both a proxy for internal financing capacity of microenterprises as well as for possible
collateral to receive outside informal or formal funding. The size of the family also enters
positively and significantly, suggesting that access to more family members for possible
funding or other support (e.g. labor) increases the likelihood that households run their own
microenterprises. On the other hand, the number of family members and friends as potential
lenders is not significantly associated with the likelihood of running a microenterprise.
Similarly, gifts received and given enters only weakly significant (at most at the ten percent
level) with a positive sign. Together, these results suggest that access to both formal
(financial institutions) and informal sources (family members) as well as own funds

(household wealth) are important for the decision to start a microenterprise in China.

Turning to the control variables, we note that — not surprisingly — households in urban

areas (i.e. family heads with urban Hukou registration) are more likely to run a

12 In robustness tests, we run the regression for column (1) with a restricted sample of columns (2) and (3), and
for column (2) with a restricted sample of column (3). The results are similar both in magnitude and significance.
We also conduct the same robustness checks for Table 5, and the results are quite similar. We suppress the
results for conciseness, but they are available upon request.
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microenterprise. Among the other characteristics of the family, only age enters consistently
across the regression with a significantly negative coefficient; families with older family
heads are less likely to run a microenterprise. Families whose heads have education levels of
high school or above are more likely to run microenterprises, although the coefficient is not
significant in columns (2) — (4) when we control for family and village characteristics.
Families whose heads are female are six to seven percent less likely to run microenterprises,
although the coefficient enters at most at the ten percent significance level. Party membership

and thus political connection cannot explain whether a household has a microenterprise or not.

Among the village variables, only the dummy variable indicating bus service enters
positively and significantly. Neither access to running water nor the average arable land per

capita is significantly correlated with the probability of running a microenterprise.

The regressions in Table 5 show that access to informal and formal financial services
is also important for the size of the initial investment for the microenterprises. Column (1)
presents a regression with characteristics of the family head; column (2) adds family
characteristics that proxy for the access to financial services; column (3) adds village
characteristics; column 4 restricts the model specification in column 2 to the sample that is

used in column (3) to account for the potential sample selection problem.

[Table 5 here]

Here, we use OLS regressions to relate family head, family and village characteristics
to the size of the initial investment in an microenterprise. Starting with the regressions in this
table, we now work with the smaller sample of micro-entrepreneurs. The results suggest that
the size of the initial investment increases with the wealth of the household, as measured by

durable goods, with the gifts that the family has received and given, and the size of the family.
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The size of the initial investment decreases with the distance to the nearest financial
institution, while the number of family members and friends as potential lenders does not
enter significantly. Interestingly and unlike in Table 4, none of the characteristics of the
family head enters significantly. Among the village characteristics, the competition at the
start of the enterprise, as measured by the log one plus the number of families with similar
microenterprises in the village enters significantly and negatively, suggesting that households
are investing less if there are already many other similar enterprises around, which could be
both demand-driven in the product market (e.g. caution in investment decision) and supply-
driven in financial market (e.g. caution by lenders). None of the other village characteristics
enters significantly. As for the decision to establish or not a microenterprise, the size of the
initial investment thus depends critically on the access to own funds, informal and formal

external funds.

Table 6 shows that access to external financial resources explains the use of informal
or formal finance in the startup year of the enterprise, but not in 2008. Here we regress
dummy variables for the use of external informal or formal finance on our set of explanatory
variables, both in the startup year and in 2008. The distance to the nearest financial institution
can explain the use of external finance only in the startup year of the microenterprise, but not
in 2008. This suggests that close geographic proximity is important for startup
microenterprises but not for more established ones. One potential explanation is that mature
firms often have more internal finance and collaterals than new startups, which makes the

access to external finance easier for mature firms.

Consistent with the previous findings, we find that wealthier households are more
likely to have had informal or formal external finance in the startup year of the

microenterprise and in 2008, although it is insignificant in column (3) of Table 6 for informal
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finance in 2008. Family size can explain whether firms use informal finance in the startup
year and in 2008, while gifts can, somewhat surprisingly, explain the use of formal finance
both in the startup year and in 2008, but not the use of informal finance either in startup year
or in 2008. As before, family members and friends as potential lenders cannot explain the use

of informal or formal external finance neither in the startup year nor in 2008.

[Table 6 here]

Most of the characteristics of the family head do not enter significantly in the
regressions, at least not in a consistent manner. An urban Hukou registration is negatively
associated with the use of informal finance at startup year and positively associated with the
use of formal finance at startup year, while the age of family head is negatively associated

with the use of informal finance in both startup year and in 2008.

4.2 Finance and growth for microenterprises

The results in Table 7 show that the use of informal but not of formal external finance is
related with higher firm growth, except for self-employed entrepreneurs. Here we use OLS
regressions to relate the sales growth between 2007 and 2008 with the dummy variables
indicating the use of formal and/or formal finance plus their interaction with a dummy
variable for self-employed micro-entrepreneurs, i.e. entrepreneurs who do not have any
employee from outside their immediate family. The results in column (1) of Table 7 shows
that the use of informal finance is associated with faster firm growth in the case of multiple-
employee firms, while the results in column (2) show that the use of formal finance is not

related to firm growth. Both the informal finance dummy and its interaction with self-
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employed dummy enter significantly, with coefficients that are of similar size but of opposite
sign (column (1)). This suggests that the use of informal external resources help enterprises
grow, but only if they have employees outside the immediate family. Neither the formal
finance dummy nor its interaction with self-employed dummy enter significantly (column
(2)), while the combination of formal / informal external finance dummy enters positively
and significantly and its interaction with self-employed dummy enters negatively but only
marginally significant (P-value is 0.124 in column (3)). We get similar results in columns (4)
— (6) when controlling for family head characteristics.*® The P-value of the interaction for
informal finance dummy and self-employed dummy is 0.148 in column (4), and the P-value
of the interaction for finance dummy and self-employed dummy is 0.229 in column (6).
Besides, we also find similar results in columns (7) — (9) when controlling for village
characteristics, where both the coefficients for informal finance dummy and its interaction

with self-employed dummy are statistically significant.
[Table 7 here]

The results are not only statistically, but also economically significant. Using informal
finance in the case of multiple-employee enterprises is associated with 17 percent higher
growth, which compares to a mean growth rate of six percent and a standard deviation of 37
percent. In contrast with Ayyagari et al. (2010), we find that informal finance may enhance
the growth of firms with employees while formal finance is irrelevant for the growth of all
firms. It is important to note the difference in samples, however. Ayyagari et al. (2010) use a

sample of relatively larger firms with a minimum of 20 (15) employees in the manufacturing

3 We also run the regression when controlling for family characteristics, i.e. Durable Goods, Travel Time to
Financial Institution, Family and Friends as Potential Lenders, Gift, and Family Size. We find similar results
with a slight difference in magnitude and significance. The same case applies to Table 8 when we use loan size
as finance variables. The results are suppressed for conciseness but are available upon request.
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(service) industry, of which 22% are state-owned and 40% are registered as corporations. In
contrast, 70% of our sample firms are self-employed microenterprises (i.e. without
employees), while only 12 firms have more than 20 employees (see footnote 1). In addition,
all microenterprises are privately owned and registered as household-based enterprises (i.e.
the so-called “individually-owned business”). The behavior of microenterprises is essentially
different with the SMEs and large firms, which may explain the conflicting results with

Ayyagari et al. (2010).

The results in Table 8 confirm our previous findings that informal financing is
associated with faster growth of enterprises with non-family employees, while formal finance
is not. Rather than dummy variables for the use of informal and formal finance, here we use
the logarithm of one plus total informal, total formal and total external financing, as well as
their interaction with a self-employed dummy. While the amount of total informal financing
enters positively and significantly, its interaction with the self-employed dummy enters
negatively and significantly (column (1)). We find the same results for the log of one plus
total external financing and its interaction with the self-employed dummy (column (3)), while
neither the amount of formal financing nor its interaction with the self-employed dummy
enter significantly in our regression (column (2)). We find similar results in columns (4) — (6)
when controlling for family head characteristics, although the sign of informal finance in
column (4) turns insignificant (P-value is 0.105). Furthermore, we find similar results when
controlling for village characteristics in columns (7) — (9) with a slight difference in

magnitude and significance.
[Table 8 here]

Together, the results in Tables 7 and 8 suggest that growth of microenterprises in rural

China can be mainly explained by the use of informal external finance, but not by the use of
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formal external finance. These results stand in contrast to our findings from the previous
section that access to both informal and formal finance can explain whether households start
their own enterprise. They suggest an important advantage for informal financial service
providers in screening and monitoring creditworthy micro-entrepreneurs, while they shed
doubt on the ability of formal financial institutions in rural China, especially Rural Credit
Cooperatives, to contribute to firm growth. They underline the important role of informal

finance in the presence of regulatory restrictions on formal financial institutions.

While we find that the access to formal finance (i.e. distance to the nearest financial
institution) is positively associated with the decision to become an entrepreneur and the size
of the initial investment, we do not find any significant effect of the use of formal finance (i.e.
loans outstanding from banks and credit cooperatives) on the growth of microenterprises.
One potential reason is that households may be severely constrained in obtaining finance at
the start-up year for the microenterprises, which makes the access to finance (i.e. both
informal and formal finance) essential for the decision to become an entrepreneur. Banks may
turn out be to inefficient lenders with the expansion of microenterprises (e.g. due to
information asymmetry and connected borrowers), while informal financial institutions fill in
the gap using their proprietary information. Another reason could be that banks lend to
informal financial institutions, which further intermediate loans to borrowers (Hoff and
Stiglitz, 1997). As a result, the access to formal finance is positively associated with the
access to informal finance (i.e. see panel A of Table 3 for the negative correlation between
the travelling time to the nearest financial institution and the number of family members and
friends as potential lenders) and the use of informal finance (i.e. see column (1) of Table 6).
Thus, the access to formal finance may enhance the start-up decision of microenterprises and

the size of initial investment. Finally, the access to formal finance may proxy the access to
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markets in general, i.e. the distance to the nearest financial institution is often correlated with
the distance to the major markets, which may enhance the decision to become entrepreneurs
and the size of initial investment. In sum, the access to formal finance is different with the
use of formal finance, which may lead to diverging results among the start-up decision, the

initial investment, and the subsequent growth of microenterprises.

5. CONCLUSION

The effect of access to finance on entrepreneurship and microenterprise growth is of vital
importance for poverty reduction and economic growth in developing countries. Using a
survey dataset on Chinese rural households, we find that access to finance is positively
associated with the decision to start microenterprises and with the size of initial investment.
In addition, we find that the use of informal finance is associated with higher growth of rural
microenterprises with employees, while there is no effect for those without (i.e. self-
employed). We do not find any significant relationship between the use of formal finance and

firm growth.

Our findings are complementary to the literature on the relationship between informal
and formal finance and firm growth in China. Unlike previous papers we focus on rural China
and micro- or household-based entrepreneurs. Our findings provide important insights into
the relative importance of different financial service providers in rural China. They confirm

previous evidence on the dearth and inefficiency of formal financial institution in rural China
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and point to the important role of informal financial service providers in filling the gap left by

banks and credit cooperatives.

China’s government has been actively pushing for the development of rural areas and
non-export domestic sectors. Our findings point to the important role that access to financial
services should have on this agenda. They point to the urgency of strengthening the
contractual and regulatory frameworks for formal financial institutions in rural areas. The
formal financial institutions have not played a proper supporting role in rural China since the
retreat of branches in the mid-1990s. There are a number of things that the financial
institutions and government should do in order to promote the development of
microenterprises and poverty reduction in rural China. Increasing the competition in the
credit market, for example, may be a solution (Chong et al., 2013; Park et al., 2003). On the
one hand, a fiercer credit market competition can drive banks and credit cooperatives to
expand the borrower set through more investment in relationship lending (in a similar style as
informal financial institutions), which may help pick those “good” borrowers in the rural area
(i.e. those households running microenterprises with external employees). One the other hand,
it may also push these financial institutions to provide better service for existing borrowers,
i.e. simpler loan applications procedures, faster loan approval process, and less corruption of
loan officers. While it is infeasible to eliminate the informal finance, the formal financial
institutions may utilize its cost advantage (i.e. lower interest rate than informal finance) to

provide complementary funding for those rural households in shortage of fund.
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Table 1. Variable Definitions

Category Variable Name Variable Definitions
Microenterprise =1 if a family has a microenterprise, 0 otherwise
Dependent _ . .
Variable Sales Growth 2008 = log(sales in 2008) - log(sales in 2007)
Initial Investment The logarithm of 1 plus the initial investment of a microenterprise in RMB
Hukou Urban = 1 if the family head has an urban Hukou registration, 0 otherwise
Head Age The logarithm of the age of family head at a firm’s start year
Family Head

Characteristics

Senior Education
Political Connection

Female

= 1if the family head has a high school, college or higher education
=1 if the family head is a party member, 0 otherwise

=1 if the family head is female, 0 otherwise

Family
Characteristics

Durable Goods

Travel Time to Financial
Institution

Family Members and Friends
as Potential Lenders

Gift

Family Size

The logarithm of 1 plus the value of durable goods, calculated with an annual
depreciation rate of ten percent

The logarithm of 1 plus the travel time from the household to the nearest financial
institutions in minutes

The logarithm of 1 plus the number of family members and friends who are potential
lenders

The logarithm of 1 plus the gift received and given in 2008
The number of family members

Village
Characteristics

Running Water
Land Per Capita in the Village
Bus

=1 if a village has running water, 0 otherwise
Land Per Capita in the Village is the average arable land per capita in a village
= 1if a village has bus service, 0 otherwise

Firm-Level
Variable

Informal Finance

Formal Finance

Total Finance

Informal Finance at Start Year
Formal Finance at Start Year
Informal

Formal

Finance

Informal at Start Year

Formal at Start Year

Finance at Start Year

Self-Employed

Firm Size

Firm Age

Competitor at Start Year

Loans outstanding from family members, friends, informal financial institutions, trade
credit, and others in 2008 year end

Loans outstanding from banks and credit cooperatives in 2008 year end
The summation of Formal Finance and Informal Finance in 2008 year end

Loans outstanding from family members, friends, informal financial institutions, and
others at a firm’s start year

Loans outstanding from banks and credit cooperatives at firm’s start year
=1 if Informal Finance is positive, 0 otherwise

= 1if Formal Finance is positive, 0 otherwise

= 1if Total Finance is positive, 0 otherwise

= 1if Informal Finance at Start Year is positive, 0 otherwise

=1 if Formal Finance at Start Year is positive, 0 otherwise

=1 if either Informal Finance at Start Year or Formal Finance at Start Year is positive,
0 otherwise

= 1 if a microenterprise does not have other employees excluding the entrepreneur
himself / herself, 0 otherwise

The logarithm of 1 plus the sales in 2007
The logarithm of the number of years since the startup of a microenterprise

The number of competitors in the same village at a firm’s start year
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Table 2. Summary Statistics

Microenterprise equals 1 if a family has a microenterprise, 0 otherwise. Hukou Urban equals 1 if a family head
has an urban Hukou registration, 0 otherwise; Head Age is the logarithm of a family head’s age; Senior
Education equals 1 if a family head has an education of high school or above, 0 otherwise; Political Connection
equals 1 if a family head is party member, O otherwise; Female equals 1 if a family head is female, O otherwise;
Durable Goods is the logarithm of 1 plus the value of durable goods; Travel Time to Financial Institution is the
logarithm of 1 plus the travel time in minutes from a family to the nearest financial institution; Family Members
and Friends as Potential Lenders is the logarithm of 1 plus the number of family members and friends who are
potential lenders; Gift is the logarithm of 1 plus the gift received and given in 2008; Family Size is the number
of family members; Running Water equals if a village has running water service; Land Per Capita in the Village
is the average arable land per capita in a village; Bus equals 1 if a village has bus service, 0 otherwise. Sales
Growth 2008 is the annual sales growth rate calculated as log difference between sales in 2008 and sales in 2007,
Initial Investment is the logarithm of 1 plus the initial investment in the startup year of a microenterprise in
RMB; Informal equals 1 if the microenterprise has informal finance at the end of 2008, 0 otherwise; Formal
equals 1 if a microenterprise has formal finance at the end of 2008, O otherwise; Finance equals if a
microenterprise has either informal or formal finance at the end of 2008, O otherwise; Informal at Start Year
equals 1 if a microenterprise has informal finance at start year, 0 otherwise; Formal at Start Year equals 1 if a
microenterprise has formal finance at start year, 0 otherwise; Finance at Start Year equals 1 if a microenterprise
has either informal or formal finance at start year, 0 otherwise; Informal Finance Size equals the logarithm of 1
plus informal finance at the end of 2008 are positive; Formal Finance Size equals the logarithm of 1 plus formal
finance at the end of 2008 are positive; Finance Size equals the logarithm of 1 plus the informal and formal
finance; Self-Employed equals 1 if a microenterprise does not have other employees excluding the entrepreneur
himself / herself, O otherwise; Firm Size is the logarithm of 1 plus the sales in 2007; Firm Age is the logarithm

of the number of years since firm startup.

Category Variable Name N Mean  Median Std.Dev ~ Min P25 P75 Max
Microenterprise 1,950 0.27 0.00 0.45 0.00 0.00 1.00 1.00
Hukou Urban 1,950 0.06 0.00 0.24 0.00 0.00 0.00 1.00
Head Age 1,947 3.87 3.89 0.26 0.00 3.71 4.06 4.45
Senior Education 1,943 0.12 0.00 0.32 0.00 0.00 0.00 1.00
Political Connection 1,949 0.10 0.00 0.30 0.00 0.00 0.00 1.00
Female 1,947 0.07 0.00 0.25 0.00 0.00 0.00 1.00
Durable Goods 1,951 5.23 7.03 3.89 0.00 0.00 8.37 13.30
All Households Travel Time to Financial Institution 1,914 2.62 2.40 0.85 0.00 1.79 3.05 5.49
Egg%;}"ﬁ%ﬂéa”d Friends as 1821 162 161 093  0.00 110 220 530
Gift 1,892 6.23 7.31 3.16 0.00 5.99 8.16 12.23
Family Size 1,950 412 4.00 151 1.00 3.00 5.00 11.00
Running Water 1,916 0.69 1.00 0.46 0.00 0.00 1.00 1.00
Land Per Capita in the Village 1,852 0.92 0.69 0.63 0.00 0.47 1.39 2.53
Bus 1,899 0.39 0.00 0.49 0.00 0.00 1.00 1.00
Sales Growth 2008 344 0.06 0.00 0.37 -2.17 0.00 0.13 2.49
Initial Investment 503 8.40 9.21 3.42 0.00 7.25 10.60 1451
Informal 513 0.19 0.00 0.39 0.00 0.00 0.00 1.00
Formal 514 0.12 0.00 0.32 0.00 0.00 0.00 1.00
Microenterprises Finance 512 0.26 0.00 0.44 0.00 0.00 1.00 1.00
Informal at Start Year 516 0.39 0.00 0.49 0.00 0.00 1.00 1.00
Formal at Start Year 517 0.16 0.00 0.37 0.00 0.00 0.00 1.00
Finance at Start Year 516 0.49 0.00 0.50 0.00 0.00 1.00 1.00
Informal Finance Size 513 1.87 0.00 3.92 0.00 0.00 0.00 12.85
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Formal Finance Size
Finance Size
Self-Employed

Firm Size

Firm Age

514
512
532
387
529

1.20
2.62
0.70
8.96
1.90

0.00
0.00
1.00
9.68
1.95

3.33
451
0.46
3.39
0.92

0.00
0.00
0.00
0.00
0.00

0.00
0.00
0.00
8.52
1.10

0.00
7.60
1.00
10.82
2.64

13.12
13.30
1.00
14.91
3.69
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Table 3 Panel A. Correlation Table for Microenterprise. Microenterprise equals 1 if a family has a microenterprise, 0 otherwise; Initial Investment is the logarithm of 1
plus the initial investment in the startup year of a microenterprise in RMB; Hukou Urban equals 1 if a family head has an urban Hukou registration, 0 otherwise; Head Age is
the logarithm of a family head’s age; Senior Education equals 1 if a family head has an education of high school or above, 0 otherwise; Political Connection equals 1 if a
family head is party member, O otherwise; Female equals 1 if a family head is female, O otherwise; Durable Goods is the logarithm of 1 plus the value of durable goods;
Travel Time to Financial Institution is the logarithm of 1 plus the travel time in minutes from a family to the nearest financial institution; Family Members and Friends as
Potential Lenders is the logarithm of 1 plus the number of family members and friends who are potential lenders; Gift is the logarithm of 1 plus the gift received and given in
2008; Family Size is the number of family members; Running Water equals if a village has running water service; Land Per Capita in the Village is the average arable land
per capita in a village; Bus equals 1 if a village has bus service, 0 otherwise. * Significance at 5% level.

Microenterprise

Initial Investment

Hukou Urban

Head Age

Senior Education

Political Connection

Female

Durable Goods

Travel Time to Financial Institution

Family Members and Friends as
Potential Lenders

Gift

Family Size

Running Water

Land Per Person in the Village

Bus

[1]
[2]
3]
(4]
[5]
[6]
[71
(8]
[9]
[10]

[11]
[12]
[13]
[14]
[15]

[

1
0.0582*
-0.1034*
0.0901*

0.0000

-0.0530*
0.1000*

-0.1267*
0.0169

0.0939*
0.1430*
-0.0748*
-0.1356*

-0.0498*

[2]

1
-0.0019
-0.0203
0.1150*

0.0250
0.0173
0.4067*

-0.2338*
0.1022*

0.2286*
0.1205*
-0.0126
0.0910*

0.0878

[3]

1
0.0181
0.1502*
0.0739*
0.0378
0.0681*

-0.0677*
-0.0604*

-0.0588*
-0.1319*
-0.0851*
-0.0959*

-0.0440

[4]

1
-0.0701*
0.1145*
0.0418
-0.0711*

0.0274
-0.0612*

0.0074
-0.0490*
-0.0024
-0.0285

-0.0100

[5]

1
0.1449*
-0.0423
0.0951*

-0.1187*
0.0393

0.0777*
0.0253
0.0082
-0.0165

-0.0072

[6]

1
-0.0375
0.0360

0.0027
0.0524*

0.0501*
0.0092
0.0113

-0.0510*

0.0172

[71

1
-0.0423

0.0367
-0.0694*

-0.0489*
-0.0516*
0.0527*
-0.0637*

-0.0624*

(8]

1

-0.1453*
0.1837*

0.1330*
0.1038*
-0.0209
0.1101*

0.2015*

[9]

-0.0985*

-0.1465*
0.0779*
-0.0928*
-0.0815*

-0.1936*

[10]

0.1256*
0.0449
0.0035

0.1060*

0.1260*

[11]

1
0.0334
-0.1167*
0.0544*

-0.0117

[12]

1
-0.0620*
-0.2345*

-0.1775*

[13]

1
0.0907*

0.2490*

[14]

0.5574*
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Panel B. Correlation Table for Initial Investment and Sales Growth. Initial Investment is the logarithm of 1 plus the initial investment in the startup year of a
microenterprise in RMB; Sales Growth 2008 is the annual sales growth rate calculated as log difference between sales in 2008 and sales in 2007; Informal equals 1 if a
microenterprise has informal finance at the end of 2008, 0 otherwise; Formal equals 1 if a microenterprise has formal finance at the end of 2008, 0 otherwise; Finance equals
if a microenterprise has either informal or formal finance at the end of 2008, 0 otherwise; Informal at Start Year equals 1 if a microenterprise has informal finance at start year,
0 otherwise; Formal at Start Year equals 1 if a microenterprise has formal finance at start year, 0 otherwise; Finance at Start Year equals 1 if a microenterprise has either
informal or formal finance at start year, 0 otherwise; Self-Employed equals 1 if a microenterprise does not have other employees excluding the entrepreneur himself / herself,

0 otherwise; Firm Size is the logarithm of 1 plus the sales in 2007; Firm Age is the logarithm of the number of years since the startup of a microenterprise. * Significance at 5%
level.

(1] [2] 3] [4] [5] (6] [71 (8] [9] [10]

Sales Growth 2008 [1] 1

Initial Investment [2] 0.0558 1

Informal [3] 0.0353 0.2429* 1

Formal [4] 0.0730 0.2054* 0.2113* 1

Finance [5] 0.0694 0.2972* 0.8203* 0.6182* 1

Informal at Start Year [6] -0.0045 0.4385* 0.3153* 0.0605 0.2521* 1

Formal at Start Year [7] 0.0537 0.2887* 0.0893* 0.5293* 0.3355* 0.0174 1

Finance at Start Year [8] 0.0153 0.5164* 0.2776* 0.2826* 0.3752* 0.8241* 0.4513* 1

Self-Employed [9] -0.0364 -0.1584* -0.0618 -0.0822 -0.0709 -0.0764 -0.035 -0.0688 1

Firm Size [10] -0.1343* 0.1356* -0.0590 -0.0016 -0.0477 0.0353 0.0370 0.0687 -0.0511 1
Firm Age [11] -0.0853 -0.2615* -0.0954* -0.0967* -0.1255* -0.1260* -0.1152* -0.1572* 0.0222 0.3593*
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Table 4. Probit Regressions for Microenterprise. Dependent variable is Microenterprise, which
equals 1 if a family has a microenterprise, 0 otherwise. Hukou Urban equals 1 if a family head has an
urban Hukou registration, 0 otherwise; Head Age is the logarithm of a family head’s age; Senior
Education equals 1 if a family head has an education of high school or above, 0 otherwise; Political
Connection equals 1 if a family head is party member, 0 otherwise; Female equals 1 if a family head is
female, O otherwise; Durable Goods is the logarithm of 1 plus the value of durable goods; Travel Time
to Financial Institution is the logarithm of 1 plus the travel time in minutes from a family to the nearest
financial institution; Family Members and Friends as Potential Lenders is the logarithm of 1 plus the
number of family members and friends who are potential lenders; Gift is the logarithm of 1 plus the gift
received and given in 2008; Family Size is the number of family members; Running Water equals if a
village has running water service; Land Per Capita in the Village is the average arable land per capita
in a village; Bus equals 1 if a village has bus service, 0 otherwise. Marginal effects and Pseudo R-
squared are reported. Column (4) restricts the specification of column (2) to the sample of column (3).
All regressions include county dummies. Heteroskedasticity robust standard errors are in brackets,

significance * at 10%, ** at 5%, *** at 1%.

\C/:{ézg'g Variable Name ) @ @) @)
Hukou Urban 0.118** 0.136** 0.122** 0.115*
[0.054] [0.058] [0.062] [0.060]
Head Age -0.188*** -0.166*** -0.173*** -0.167***
[0.043] [0.044] [0.045] [0.045]
Family Head Senior Education 0.091*** 0.048 0.060 0.060
Characteristics [0.035] [0.036] [0.037] [0.037]
Political Connection -0.016 -0.029 -0.031 -0.028
[0.034] [0.035] [0.035] [0.035]
Female -0.072* -0.063 -0.068* -0.068*
[0.037] [0.039] [0.039] [0.039]
Durable Goods 0.008*** 0.009*** 0.009***
[0.003] [0.003] [0.003]
Tra\_/el Time to Financial 0.057%** -0.060%** -0.064%**
Institution
[0.014] [0.015] [0.014]
[0.012] [0.012] [0.012]
Gift 0.007* 0.006 0.006
[0.004] [0.004] [0.004]
Family Size 0.034*** 0.038*** 0.038***
[0.008] [0.008] [0.008]
Running Water 0.029
[0.036]
Village \I_/?ﬂggF;er Capita in the -0.048
Characteristics [0.034]
Bus 0.084*
[0.045]
County Dummies Yes Yes Yes Yes
Observations 1,934 1,721 1,640 1,640
Pseudo R-squared 0.052 0.084 0.095 0.092




Table 5. OLS Regressions for Initial Investment. Dependent variable is the logarithm of 1 plus the
initial investment for the microenterprise in RMB. Hukou Urban equals 1 if a family head has an urban
Hukou registration, 0 otherwise; Head Age is the logarithm of a family head’s age; Senior Education
equals 1 if a family head has an education of high school or above, 0 otherwise; Political Connection
equals 1 if a family head is party member, O otherwise; Female equals 1 if a family head is female, 0
otherwise; Durable Goods is the logarithm of 1 plus the value of durable goods; Travel Time to
Financial Institution is the logarithm of 1 plus travel time in minutes from a family to the nearest
financial institution; Family Members and Friends as Potential Lenders is the logarithm of 1 plus the
number of family members and friends who are potential lenders; Gift is the logarithm of 1 plus gift
received and given in 2008; Family Size is the number of family members; Competitors at Start Year is
the logarithm of 1 plus the number of families with similar microenterprises within a village; Running
Water equals if a village has running water service; Land Per Capita in the Village is the average arable
land per capita in a village; Bus equals 1 if a village has bus service, 0 otherwise. Column (4) restricts
the specification of column (2) to the sample of column (3). All regressions include county dummies.
Heteroskedasticity robust standard errors are in brackets, significance * at 10%, ** at 5%, *** at 1%.

1) @ @) 4)
Hukou Urban -0.037 -0.142 0.523 0.566
[0.655] [0.673] [0.708] [0.690]
Head Age -0.276 -0.131 -0.537 -0.338
Family - - [0.666] [0.670] [0.681] [0.690]
Head Senior Education 0.485 0.537 0.441 0.411
Characterist [0.367] [0.371] [0.399] [0.406]
168 Political Connection 0.076 -0.203 -0.392 -0.311
[0.532] [0.476] [0.496] [0.496]
Female 0.474 -0.098 -0.254 -0.340
[0.617] [0.642] [0.643] [0.662]
Durable Goods 0.247*** 0.209*** 0.228***
[0.038] [0.039] [0.039]
Hst\i/fult:;?]e to Financial 0.740%% 0,842 0,751
[0.183] [0.197] [0.195]
E??I’I;)étel’ist Ez?;:t%a'\l/lﬁg;%eerrss and Friends as 0.086 0.054 0.056
Ics [0.155] [0.157] [0.162]
Gift 0.142*** 0.108* 0.125**
[0.053] [0.058] [0.059]
Family Size 0.305** 0.285** 0.279**
[0.123] [0.139] [0.138]
Competitors at Start Year -0.386***
[0.140]
Running Water -0.678
Village ) [0.431]
Characterist o i
ics Land Per Capita in the Village 0.037
[0.431]
Bus 0.891
[0.580]
Constant 8.907*** 6.922** 10.821*** 8.699***
[2.723] [2.687] [2.762] [2.753]
County Dummies Yes Yes Yes Yes
Industry Dummies Yes Yes Yes Yes
Observations 496 439 378 378
R-squared 0.230 0.401 0.392 0.368
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Table 6. Probit Regressions for the Use of Finance. For column (1), the dependent variable is
Informal Start Year which is a dummy variable which equals 1 if a microenterprise has informal
finance at the start year, 0 otherwise; for column (2), the dependent variable is Formal Start Year which
is a dummy variable which equals 1 if a microenterprise has formal finance at the start year, 0
otherwise; for column (3), the dependent variable is Informal which is a dummy variable which equals
1 if a microenterprise has informal finance at the end of 2008, 0 otherwise; for column (4), the
dependent variable is Formal which is a dummy variable which equals 1 if a microenterprise has
formal finance at the end of 2008, 0 otherwise. Hukou Urban equals 1 if a family head has a urban
Hukou registration, 0 otherwise; Head Age is the logarithm of the family head’s age; Senior Education
equals 1 if a family head has an education of high school or above, 0 otherwise; Political Connection
equals 1 if a family head is party member, O otherwise; Female equals 1 if a family head is female, 0
otherwise; Durable Goods is the logarithm of 1 plus the value of durable goods at the start year for
column (1)-(2), and the logarithm of 1 plus the value of durable goods at end of 2008 for column (3)-
(4); Travel Time to Financial Institution is the logarithm of 1 plus travel time in minutes from a family
to the nearest financial institution; Family Members and Friends as Potential Lenders is the logarithm
of 1 plus the number of family members and friends who are potential lenders; Gift is the logarithm of
1 plus gift received and given in 2008; Family Size is the number of family members; Running Water
equals if a village has running water service; Land Per Capita in the Village is the average arable land
per capita in a village; Bus equals 1 if a village has bus service, 0 otherwise. Marginal effects and
Pseudo R-squared are reported in the table. All regressions include county and industry dummies.
Heteroskedasticity robust standard errors are in brackets, significance * at 10%, ** at 5%, *** at 1%.

(2) ) ® @
Informal Formal Informal Formal
Start Year Start Year
Hukou Urban -0.229*** 0.175* 0.134 0.005
[0.077] [0.102] [0.114] [0.039]
Head Age -0.297** 0.074 -0.241*** 0.086
[0.128] [0.072] [0.091] [0.053]
Family Head Senior Education 0.151* 0.013 -0.071 0.054
Characteristics [0.077] [0.044] [0.048] [0.036]
Political Connection 0.003 0.086 0.047 0.052
[0.091] [0.076] [0.074] [0.048]
Female 0.101 -0.040 -0.026 -0.021
[0.129] [0.044] [0.085] [0.027]
Durable Goods 0.019*** 0.014*** 0.007 0.035***
[0.007] [0.004] [0.019] [0.010]
Travel Time to Financial Institution -0.100*** -0.045** 0.009 -0.012
[0.034] [0.020] [0.027] [0.013]
Family Family Members and Friends as -0.024 0.002 -0.014 0.002
Characteristics [0.027] [0.015] [0.019] [0.009]
Gift 0.002 0.010* 0.003 0.006*
[0.009] [0.005] [0.007] [0.003]
Family Size 0.050*** 0.007 0.024 -0.007
[0.019] [0.011] [0.015] [0.007]
Running Water -0.126 0.126*** -0.011 0.052*
[0.083] [0.043] [0.062] [0.030]
Village Land Per Capita in the Village -0.021 -0.107** -0.002 -0.045
Characteristics [0.069] [0.048] [0.055] [0.032]
Bus 0.134 0.017 -0.006 -0.064*
[0.108] [0.061] [0.079] [0.036]
County Dummies Yes Yes Yes Yes
Industry Dummies Yes Yes Yes Yes
Observations 404 404 404 404
Pseudo R-squared 0.165 0.217 0.079 0.269
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Table 7. OLS Regressions for the Firm Growth on the Use of Finance. Dependent variable is Sales
Growth 2008. Informal equals 1 if a microenterprise has informal finance at the end of 2008, 0
otherwise; Formal equals 1 if a microenterprise has formal finance at the end of 2008, 0 otherwise;
Finance equals 1 if a microenterprise has either informal or formal finance, 0 otherwise; Self-Employed
equals 1 if a microenterprise does not have other employees excluding the entrepreneur himself /
herself, 0 otherwise; Firm Size is the logarithm of 1 plus the sales in 2007; Firm Age is the logarithm of
the age of a microenterprise; Hukou Urban equals 1 if a family head has a urban Hukou registration, 0
otherwise; Head Age is the logarithm of the family head’s age; Senior Education equals 1 if a family
head has an education of high school or above, 0 otherwise; Political Connection equals 1 if a family
head is party member, 0 otherwise; Female equals 1 if a family head is female, 0 otherwise; Running
Water equals if a village has running water service; Land Per Capita in the Village is the average arable
land per capita in a village; Bus equals 1 if a village has bus service, O otherwise. All regressions
include industry and county dummies. Heteroskedasticity robust standard errors are in brackets,
significance * at 10%, ** at 5%, *** at 1%.

(Y] &) (©) 4) ®) (6) O] ®) 9)
Informal Finance 0.166** 0.160* 0.177**
[0.083] [0.095] [0.085]
Formal Finance 0.121 0.114 0.113
[0.097] [0.104] [0.096]
Finance 0.167** 0.154* 0.162**
[0.076] [0.087] [0.076]
\F;:r?gtc)fes Lnfszrlrfrjgnil)?:;gg -0.172* -0.154 -0.185*
[0.097] [0.106] [0.100]
EOSFQ?_'E%:)?E;Z g -0.063 -0.054 -0.105
[0.193] [0.198] [0.191]
Finance x Self-Employed -0.157 -0.136 -0.172*
[0.102] [0.113] [0.102]
Self-Employed -0.058 -0.076 -0.049 -0.055 -0.069 -0.048 -0.058 -0.073 -0.048
[0.057] [0.056] [0.055] [0.058] [0.058] [0.056] [0.059] [0.057] [0.057]
Firm Firm Size -0.036** -0.037** -0.038** -0.034* -0.034* -0.035* -0.038** -0.038** -0.039**
Characteristics [0.018] [0.018] [0.018] [0.019] [0.018] [0.019] [0.018] [0.019] [0.019]
Firm Age -0.038 -0.035 -0.037 -0.047 -0.044 -0.046 -0.037 -0.036 -0.036
[0.034] [0.033] [0.034] [0.035] [0.034] [0.035] [0.035] [0.034] [0.034]
Hukou Urban -0.003 -0.001 -0.001
[0.055] [0.055] [0.055]
Head Age 0.135 0.135 0.133
[0.104] [0.102] [0.108]
Family Head Senior Education 0.031 0.023 0.029
Characteristics
[0.049] [0.049] [0.049]
Political Connection -0.011 -0.014 -0.008
[0.050] [0.051] [0.050]
Female 0.147 0.144 0.139
[0.113] [0.113] [0.116]
Running Water 0.092 0.083 0.089
[0.057] [0.058] [0.057]
Village '\-/?ﬂnger Capita in the 0.053 0.056 0.053
Characteristics [0.058] [0.055] [0.056]
Bus -0.270**  -0.271***  -0.267**
[0.115] [0.104] [0.111]
Constant 0.456 0.466 0.466 -0.077 -0.078 -0.060 0.408 0.419 0.414
[0.328] [0.333] [0.342] [0.496] [0.494] [0.497] [0.338] [0.346] [0.350]
County Dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry Dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 335 335 335 329 329 329 315 315 315
R-squared 0.094 0.090 0.096 0.101 0.099 0.103 0.127 0.122 0.128
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Table 8. OLS Regressions for the Firm Growth on the Loan Size. Dependent variable is the Sales
Growth in 2008. Informal Finance Size equals the logarithm of 1 plus informal finance at the end of
2008 are positive; Formal Finance Size equals the logarithm of 1 plus formal finance at the end of 2008
are positive; Finance Size equals the logarithm of 1 plus the informal and formal finance; Self-
Employed equals 1 if a microenterprise does not have other employees excluding the entrepreneur
himself / herself, O otherwise; Firm Size is the logarithm of 1 plus the sales in 2007; Firm Age is the
logarithm of the age of a microenterprise; Hukou Urban equals 1 if a family head has a urban Hukou
registration, O otherwise; Head Age is the logarithm of the family head’s age; Senior Education equals
1 if a family head has an education of high school or above, 0 otherwise; Political Connection equals 1
if a family head is party member, O otherwise; Female equals 1 if a family head is female, 0 otherwise;
Running Water equals if a village has running water service; Land Per Capita in the Village is the
average arable land per capita in a village; Bus equals 1 if a village has bus service, 0 otherwise. All
regressions include industry and county dummies. Heteroskedasticity robust standard errors are in
brackets, significance * at 10%, ** at 5%, *** at 1%.

() &) (©) 4) (®) (6) U ®) 9)
Informal Finance Size 0.017** 0.015 0.017**
[0.008] [0.009] [0.008]
Formal Finance Size 0.012 0.010 0.010
[0.009] [0.009] [0.009]
Finance Size 0.017** 0.014* 0.015**
. [0.007] [0.008] [0.007]
\F/':g;gfe S Informal Finance Size ~ -0.166* -0.013 -0.016*
x Self-Employed [0.091] [0.010] [0.010]
Formal Finance Size -0.060 -0.002 -0.007
x Self-Employed [0.171] [0.021] [0.021]
Finance Size -0.157* -0.010 -0.014
x Self-Employed [0.091] [0.011] [0.010]
Self-Employed -0.059 -0.076 -0.047 -0.059 -0.072 -0.053 -0.062 -0.076 -0.054
[0.056] [0.055] [0.055] [0.058] [0.058] [0.056] [0.058] [0.057] [0.057]
Firm Firm Size -0.038**  -0.038**  -0.040** -0.035* -0.034* -0.037* -0.039**  -0.038**  -0.040**
Characteristics [0.018] [0.018] [0.019] [0.019] [0.019] [0.019] [0.019] [0.019] [0.019]
Firm Age -0.037 -0.035 -0.036 -0.047 -0.044 -0.046 -0.037 -0.036 -0.036
[0.034] [0.033] [0.034] [0.035] [0.033] [0.034] [0.035] [0.033] [0.034]
Hukou Urban -0.007 -0.001 -0.005
[0.056] [0.055] [0.056]
Head Age 0.136 0.134 0.133
[0.104] [0.102] [0.108]
Family Head Senior Education 0.030 0.023 0.029
Characteristics
[0.049] [0.049] [0.049]
Political Connection -0.011 -0.014 -0.008
[0.050] [0.051] [0.051]
Female 0.147 0.146 0.140
[0.113] [0.113] [0.116]
Running Water 0.092 0.083 0.088
[0.057] [0.058] [0.057]
Vilage '\‘;’I‘I’}g gzer Capita in the 0.053 0.055 0.054
Characteristics [0.058] [0.055] [0.057]
Bus -0.271*%*  -0.269***  -0.266**
[0.115] [0.102] [0.110]
Constant 0.473 0.467 0.481 -0.065 -0.073 -0.047 0.423 0.422 0.429
[0.331] [0.333] [0.343] [0.498] [0.494] [0.498] [0.340] [0.346] [0.353]
County Dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry Dummies Yes Yes Yes Yes Yes Yes Yes Yes Yes
Observations 335 335 335 329 329 329 315 315 315
R-squared 0.095 0.091 0.099 0.100 0.099 0.103 0.127 0.122 0.128
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Appendix 1

Panel A. Sample Distribution of Surveyed Families by County

- Number of Number of Families with

Province County Families Microenterprises
Yiliang 246 62
_Yupnan . Nanjian 212 36

(129 counties in the province)
Songming 232 74
Hunan Sangzhi 202 55
(122 counties in the province) ~ Yueyang 216 85
Liling 240 97
Longjiang 200 33
Heilongjiang .

(128 counties in the province) Dongning 230 40
Mohe 173 51
Total - 1,951 533

Panel B. Sample Distribution of Microenterprises by Industry

Industry Name Number of Observations
Agriculture, Forestry, Animal Husbandry and Fishing 41
Mining 8
Manufacturing 63
Construction 52
Transportation 75
Commerce 154
Catering 40
Health Care 10
Culture and Entertainment 8
Service 62
Other 20
Total 533
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Panel A. Loan Sources by County

Appendix 2

Percent of Microenterprises with

Percent of Microenterprises with

Percent of Microenterprises with

Informal Finance Formal Finance Finance
Province C,\?:;gy N Start Year 2008 Year End Start Year 2008 Year End Start Year 2008 Year End
Yiliang 62 0.26 0.22 0.24 0.20 0.44 0.35
Yunnan Nanjian 36 0.35 0.18 0.21 0.09 0.50 0.21
Songming 74 0.44 0.16 0.27 0.11 0.52 0.22
Sangzhi 55 0.35 0.14 0.23 0.25 0.50 0.32
Hunan Yueyang 85 0.37 0.17 0.05 0.04 0.39 0.18
Liling 97 0.46 0.24 0.17 0.11 0.57 0.29
Longjiang 33 0.67 0.39 0.03 0.06 0.67 0.39
Heilongjiang Dongning 40 0.36 0.10 0.15 0.13 0.46 0.20
Mohe 51 0.34 0.13 0.08 0.08 0.38 0.19
Total - 533 0.39 0.19 0.16 0.12 0.49 0.26
Panel B. Loan Sources by Industry
Percent of Microenterprises with Percent of Microenterprises with Percent of Microenterprises with
Informal Finance Formal Finance Finance
Industry Name N Start Year 2008 Year End Start Year 2008 Year End Start Year 2008 Year End
Agricuture r';oarﬁztg'smgma' 4 0.15 0.10 0.18 0.15 0.28 0.21
Mining 8 0.63 0.43 0.25 0.57 0.63 0.71
Manufacturing 63 0.41 0.26 0.23 0.11 0.56 0.29
Construction 52 0.15 0.17 0.13 0.10 0.23 0.26
Transportation 75 0.56 0.26 0.32 0.17 0.75 0.37
Commerce 154 0.42 0.19 0.10 0.11 0.48 0.26
Catering 40 0.45 0.18 0.11 0.05 0.53 0.21
Health Care 10 0.40 0.00 0.10 0.20 0.50 0.20
Culture and Entertainment 8 0.63 0.43 0.25 0.43 0.63 0.57
Service 62 0.31 0.13 0.09 0.03 0.38 0.13
Other 20 0.45 0.05 0.16 0.05 0.50 0.10
Total 533 0.39 0.19 0.16 0.12 0.49 0.26
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