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Abstract 

The purpose of this study was to examine factors that determine micro and small scale 

enterprises’ financing preference in line with pecking order theory and access to credit in 

Benishangul-Gumuz Regional State of Ethiopia. The study used primary data collected using 

cross sectional survey questionnaire. The sample of this study was 296 enterprises selected 

using proportional stratified random sampling technique. The data was analyzed using 

descriptive and logistic regression analysis. Accordingly, the results of logistic regression 

revealed that business experience, collateral, gender, motivation and enterprises’ sectoral 

engagement affect financing preference of enterprises in line with pecking order hypothesis.  To 

investigate access to credit determinants, only enterprises that need to raise capital through 

credit were considered. As a result, the logistic regression output revealed that business 

experience, size, sectoral engagement, collateral, interest rate, loan repayment period, financial 

reporting, preparation of business plan, location and educational background of entrepreneurs 

affect access to credit of enterprises. However, more evidence is needed on enterprises’ 

financing preference and access to credit determinants before any generalization of the results 

can be made for the fact that the empirical tests were conducted only on 296 entrepreneurs 

since 2019. Therefore, the findings are valid and practicable only for the entrepreneurs under 

the study and the results cannot be assumed to extend beyond this group of entrepreneurs to 

different study periods. Despite its limitations, the study makes an original contribution to the 

literature of small business finance by investigating determinants of micro and small scale 

enterprises’ financing preference in line with pecking order hypothesis and access to credit in 

Benishangul Gumuz regional state of Ethiopia as a developing country. 
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Introduction  

 In spite of their contribution to employment, Micro and small scale enterprises (MSSEs, 

hereafter) face various constraints while operating their business (Haron, Said, Jayaraman, & 

Ismail, 2013; Nguyen, Gan, & Hu, 2015; Belanova, 2013; Ali, Godart, Gorg, & Seric, 2016). 

Moreover, access to finance is by far the most critical bottleneck of MSSEs in Ethiopia (Assefa, 

Zerfu, & Tekle, 2014; Menkir, 2016; Tarfasa, Ferede, Kebede, & Behailu, 2016). In order to 

promote MSSEs as engines of growth, however, it is essential to understand the bottlenecks 

surrounding their access to finance (Mersha & Ayenew, 2017). Otherwise, the financial 

constraints they face in their operations will daunt their development negatively that could 

limit their potential to drive the national economy as expected (Manaye & Tigro, 2017).  

In literature of small business, there are various factors that may influence access to 

finance. Some argue that the fundamental reasons behind MSSEs’  constraints of access to 

credit  can be found in their peculiar characteristics, while others argue that MSSEs suffer from 

financing gaps because of supply side factors (Mazanai & Fatoki, 2012). Moreover, MSSEs may 

face financing gaps probably because of combination of factors originating from both the 

supply and demand sides (Stijn & Tzioumis, 2006). However, irrespective of its source, whether 

raised internally by MSSEs owners or externally through credit, finance is needed to start and 

expand business.  Thus, to identify literature based variables, systematic review was carried out 

on studies made by Alhassan & Sakara, 2014; Awlachew & Motumma, 2017; Elly & Kaijage, 

2017; Fufa, 2016; Gamage, 2013; Gebru, 2009; Haron, Said, Jayaraman, & Ismail, 2013; Kebede, 

Tirfe, & Abera, 2014; Kira & He, 2012; Kung’u, 2011; Kuruppu & Azeez, 2016; Makina, Fanta, 

Mutsonziwa, Khumalo, & Maposa, 2015; Manaye & Tigro, 2017; Marwa, Micro, 2014; 

Mashenene, 2015; Mersha & Ayenew, 2017; Mole & Namusonge, 2016; Nguyen & Wolfe, 2016; 

Nega & Hussein, 2016; Nguyen, Gan, & Hu, 2015; Nkuah, Tanyeh, & Gaeten, 2013; Osano & 

Languitone, 2016; Waari & Mwangi, 2015; Zarook, Rahman, & Khanam, 2013) in which the 

detail review is discussed in the literature part. 



 

 

 

 

With regard to financing decision of MSSEs, the most competing theories of financing 

decisions are static trade-off theory and pecking order theory (Johnsen & McMahon, 2005). On 

the one side, firm's optimal debt ratio is usually viewed as determined by a tradeoff of the costs 

and benefits of borrowing, holding firm’s assets and investment plans constant as of trade off 

theory. The firm is portrayed as balancing the value of interest tax shields against various costs 

of bankruptcy or financial embarrassment (Myers, 1984). On the other side, the pecking order 

model of corporate financing says that when a firm’s internal cash flows are inadequate for its 

real investment, firms need to raise fund from external sources through debt (Shyam-Sunder & 

Myers, 1999). However, an application of firm value optimization technique under static trade-

off theory demands substantial reliable data. But, MSSEs usually have weakly organized 

accounting system (Gebru, 2009).  

Therefore, the purpose of this study was to examine factors that determine micro and 

small scale enterprises’ financing preference to establish whether these enterprises had 

followed the pecking order hypothesis and access to credit in their operation in Benishangul-

Gumuz Regional State of Ethiopia using binary logistic regression. The remainder of this paper is 

structured as follows: Section two is about review of related literature. Section three discusses 

about research methodology followed by section four that presents empirical results and 

discussion. Finally, section five provides the conclusion thereafter forwards recommendation. 

 

 

Literature Review  

 

This section presents literature via reviewing works of different researchers on determinants of 

financing preference and access to credit of micro and small business. Globally, micro and small 

business play indispensable role in a nation’s economy. Given that small firms have become 

increasingly important component of economic development and the role of finance has been 

viewed as a critical element for development of the sector, it is important to understand the 

factors that influence their financing decision. With regard to small business, although there is 

no universally accepted definition, micro enterprises are firms with employees of 1 to 5 and 



 

 

 

 

total capital not exceeding birr 50,000 for service sector and birr 100,000 excluding land and 

building for industries in Ethiopia. Besides, small enterprises are entities that have employees 

from 6 to 30 with the total capital that ranges between 50,000 to 500,000 birr for services and 

100,000 to 1.5 million Birr for industries. To identify the most commonly used variables as 

financing preference and access to credit determinants, concentrated and careful systematic 

review of literature was carried out on relatively recent empirical studies. Accordingly, the 

review on the determinants is discussed below. 

 

According to the pecking-order theory, firms with more fixed assets can easily access secured 

debt since tangible assets are used as collateral for debt. (Vijayakumaran & Vijayakumaran, 

2018). Micro and small enterprises with greater fixed asset have better chance to access credit 

from formal financial institutions than their counter parts. This is for the reason that fixed asset 

acts as a screening device and reduces the risk of lending for financial institutions (Kebede, Tirfe, 

& Abera, 2014). Financial institutions are more likely to approve loans to firms that are able to 

provide collateral. Due to the existence of asymmetric information, formal financial institutions 

base their lending decisions on the amount of fixed asset available. Collateral acts as a 

screening/rationing device and reduces the risk of lending for financial institutions. Small firms 

are disadvantaged in this regard, due to the fact that they lack collateral security and also they 

lack a proven credit track record (Osebo, 2014). These institutions demand collateral security to 

make credit to reduce default of repayment by MSSEs (Mole & Namusonge, 2016). Lack of 

collateral, which may be provided as a security lowers access to finance by MSSEs (Borji & 

Gashu, 2015). In most financial institutions, to finance MSSEs and to accept loan proposals, the 

collateral must be 100 % or more, equal to the amount of credit extension or finance product 

(Osano & Languitone, 2016). Thus, low value of collateral reduces access to finance by small 

business (Mashenene, 2015). In most scenarios, high collateral requirements are a binding 

constraint for smaller firms since the most common type of collateral used are land and 

buildings or personal assets. As elsewhere, in developing economies, Ethiopian banks prefer 

immovable collateral such as land rather than movable assets such as machinery. (World Bank 

Group, 2015). As the provision of collateral plays an indispensable role in easing MSSEs access 

to debt finance, MSSEs that have more fixed assets tend to utilize higher financial leverage. The 



 

 

 

 

reason for this is that these firms can borrow at lower interest rates as their loans are secured 

with these assets serving as collateral (Mersha & Ayenew, 2017).  

 

Gender of entrepreneurs also plays a significant role in behavior of humans in financing 

decisions. Females rely more on personal savings to finance their business (Kuruppu & Azeez, 

2016). Besides, it has a significant effect on credit access of small business owners. On the one 

side,   being a male owner increases the probability of obtaining loan. On the other side, female 

owned MSSEs are more credit constraint (Nguyen, Gan, & Hu, 2015). The pecking-order theory 

also suggests that, bigger firms are more likely to use less debt due to lower asymmetric 

information problems between insiders and outside investors  (i.e. larger firms provide more 

information to lenders than smaller firms, so the cost of issuing new equity is lower than the 

debt issuing cost) (Vijayakumaran & Vijayakumaran, 2018). Financial institutions are more likely 

to approve loans to firms that are relative better in terms of capital and number members 

implying that lending institutions and informal lenders base their lending decisions on the size 

of the firm/MSSEs (Fufa, 2016). 

 

In terms of sector, firms in the service sector have lower probability to borrow as compared to 

industry (Nguyen, Gan, & Hu, 2015).  Business sector in which a firm operates also explain 

financial decisions of entrepreneurs (Mersha & Ayenew, 2017). Interest rate is also considered 

as one determinant factor of access to credit. The rate of interest charged on credit determines 

the cost of credit. The cost credit is the amount the borrower is obligated to pay above the 

principal sum of the money lent. High interest rates increase the cost of credit. High interest 

rates on credit may discourage MSSEs from borrowing reducing the accessibility of credit 

among them (Mole & Namusonge, 2016). There is a negative relationship between high interest 

rate and access to debt financing from financial institutions by MSSEs. Hence, the higher the 

interest rate, the lower access to finance and vice versa (Mashenene, 2015). Keeping the above, 

owners prefer internal source for not paying higher interest. Following from the law of demand 

and supply, the higher the interest rate, the lower the level of intermediation will be. MSSEs 

have less debt financing because of high interest rates charged by financial institutions. 

 



 

 

 

 

In the context of MSSEs requiring extra capital to grow, regular financial reports can provide 

indications on their ability to produce steady cash flows and to service debt (Mersha & Ayenew, 

2017). When lending is based on data supplied through financial statements, firms that cannot 

produce independently vouched statements are denied credit. Hence, producing financial 

statements enhances the chance to secure bank credit. In fact, banks require financial 

statements as part of a loan application (Fanta, 2015). The geographical area where a firm is 

located in the proximity of banks or MFIs is also believed to have an influence on the firm’s 

ability to gain external finance. For example, MSEs located outside major cities face greater 

difficulties in acquiring external finance, especially long-term debt, compared with their 

counterparts operating in cities (Mersha & Ayenew, 2017). SMEs located in urban are successful 

in access to debt financing compared those located in rural areas. Physical closeness between 

lenders and borrowers produce an improved form of environmental scrutinize that aid SMEs to 

access credit from lenders. Consequently, there is a positive relationship between firm’s 

location and access to debt financing by SMEs (Kira & He, 2012). 

 

 

 

There is some form of entrepreneurial continuum between voluntary and forced entrance 

conditions. Voluntary entrants have better entrepreneurial orientation than their forced 

entrant counterparts. Therefore, the degree of voluntary entrance can serve as proxy for the 

degree of entrepreneur ability. MSE owner who voluntarily started business has a relatively 

good deal of entrepreneurship behavior and relatively higher preference for external financing 

schemes (Gebru, 2009; Mersha & Ayenew, 2017). With regard to education, the higher the level 

of education of an entrepreneur, the easier it is to process information and adapt to the 

changing business world. MSSEs Managers who have better educational level can prepare 

business plan and financial statement which are very important predictors of access to finance 

from financial institutions (Amene, 2017). Therfore, level of education is a major factor that 

affects MSSEs’ access to credit from formal financial institutions. This  probably is either 

because a higher education means that entrepreneurs are more articulate and more likely 

therefore to persuade the formal financial institutions that they have a viable proposition or 



 

 

 

 

because financial institutions value entrepreneurs with higher education (Kebede, Tirfe, & 

Abera, 2014). With regard to location, geographic proximity to banks and customers has a 

relationship on a firm’s use of credit for the fact that banks that are geographically closer to 

their customer firms are better able to use soft qualitative information about their customers’ 

credit quality.Small eneterprises that are located in the towns and cities are more likely to be 

successful in their credit application compared to enterprises located in rural areas (Fatoki & 

Asah, 2011). 

 

Moreover, business experience has its own effect on financing decision. New enterprises are 

more likely to prefer low cost and less formal financing such as internal or bootstrap finances 

like grants, gift, sell of properties and hire purchase. However, as the enterprise gets 

established or matures, its capacity to seek formal financing increases, thereby becoming more 

likely to prefer or being in a higher category of formal financing (Awlachew & Motumma, 2017). 

Business experience can affect MSSEs’ access to finance in the sense that small business that 

have been in existence for a short period of time may find it difficult to access finance because 

they have not been tried and tested compared to their counterparts that have been in 

existence for longer (Zarook, Rahman, & Khanam, 2013). So, young and small firms appear to 

face more serious financial constraints relative to those that are larger and more 

established(World Bank Group, 2015)..  That is why younger enterprises report higher financing 

obstacles even after controlling for other firm characteristics (Beck, 2007). Being in a business 

for many years suggests that the firm is competitive in general and more transparent so that 

the information required by lenders to evaluate and process applications is readily available. 

Moreover, new firms are not likely to meet the collateral requirements of the banks since they 

have not accumulated sufficient assets (Gamage, 2013). Not only the above variables, business 

plan is also determining factor of access to credit. Almost any investor today will require a firm 

to present a business plan to access credit. Therefore, business planning is significantly 

associated with debt access. Most firms cannot access loans because of the lack of realistic and 

workable business plans. Theoretically, a written business plan positively affects the capacity of 

small business to obtain loans. (Abdesamed & Abdesamed, 2014). Good business plan is 

perceived as one of the most essential documents to be prepared by small business since lack 



 

 

 

 

of adequate information leads to information asymmetry and credit rationing. Therefore, there 

is positive relationship between business information and access to debt finance by small 

business (Fatoki & Asah, 2011; Amene, 2017) 

 

 

Research Methodology 

Research Design and Approach  

The research design was correlational explanatory research design based on a deterministic 

philosophy in which causes probably determine outcome followed by mixed approach.  

Data Type and Source 

The study used primary data collected from selected micro and small scale enterprises since 

2019. The main instrument for data collection in this research was structured questionnaire. 

The questionnaire was prepared in English language. Reliablity and validity of the instrument 

was also checked. It is evidenced in literature that reliability can be checked using test-retest 

measurements of the same construct administered to the same sample at two different points 

in time. Besides, validity can be assessed based on correlational coefficient of pilot test data in 

quantitative research (Bhattacherjee,2012). In this study, the survey instrument was first 

reviewed by lecturers of accounting and finance department in Assosa University for validity 

and then pre-tested to evaluate its suitability on 30 piloted entrepreneurs. Thereafter, a test-

retest method was used to examine the reliability of the instrument and the instrument was 

administered twice to the same group of subjects at an interval of one month and gave a 

correlation coefficient of 0.724 that indicates high reliability of the instrument for the fact that 

coefficient of 0.5 and above is deemed reliable as of Kothari (2004).  

 

Population, sample size and sampling technique 

            There were 1,140 micro and small scale enterprises according to the data obtained 

from Benishangul Gumuz Regional State of MSSEs agency during 2019. The target 



 

 

 

 

population of the study was, therefore, all micro and small business enterprises in the study 

area. Moreover, geographical and sectoral population distribution is given below in Table 1. 

 

Table 1: Population Distribution 

Sector Geographical location Sub 

Total  Assosa  Bambasi Homosha  Menge  Sherkole  Kurmuk  Oda  Mao-

komo 

Manufacturing  49 6 5 1 3 0 0 1 65 

Construction  277 17 10 32 11 1 4 22 374 

Service 173 40 6 8 0 2 13 13 255 

Agriculture  136 31 18 46 8 13 19 4 275 

Trade  127 21 4 4 2 7 5 1 171 

Total  762 115 43 91 24 23 41 41 1140 

Percentage  67% 10% 4% 8% 2% 2% 3.5% 3.5% 100% 

   

Indeed, sample size was determined based on the whole zonal active enterprises using a 

simplified formula which is developed by Yamane (1967). 

 

 

                                   Sample size = ( population size1+population size(level of precision2)) 

 

                               𝑆𝑎𝑚𝑙𝑒 𝑠𝑖𝑧𝑒 = ( 1,1401+1,140( 0.052)) = 296       Where, level of precision= 5% 

Therefore, representative of 296 enterprises were used from the target enterprises. With 

regard to sampling technique of the survey, the study used a combination of cluster, stratified 

and purposive sampling methods. First, four clusters (Assosa Wereda, Bambasi Wereda, Menge 

Wereda, and Homosha Wereda) were selected purposely due to their relative higher 

enterprises’ density. Thereafter, the enterprises were stratified in to manufacturing sector, 

construction sector, service sector, agricultural sector and trade to create sectoral homogeneity 

in each. Accordingly, proportional representative enterprises were selected through 

snowballing to come up with a total of 296 respondents as depicted in table 2 below.  

Table 2: Proportional Distribution of Representatives 

 Geographical  Location  



 

 

 

 

Sector Assosa Bambasi Homosha  Menge  Sub Total  

Target Sample  Target  Sample  Target  Sample  Target Sample  Target  sample 

Manufacturing  49 14 6 2 5 2 1 0 61 18 

Construction  277 81 17 5 10 3 32 9 336 98 

Service 173 51 40 12 6 2 8 2 227 67 

Agriculture  136 40 31 9 18 5 46 14 231 68 

Trade  127 37 21 6 4 1 4 1 156 45 

Total  762 223 115 34 43 13 91 26 1,011 296 

 

Variable Description and Model specification  

The choice of dependent and independent variables with their measurement is a matter 

of no choice while specifying an empirical model. In line with this, dependent variables of this 

study were financing preference and access to credit by micro and small scale enterprises. 

Besides, independent variables were combination of owner’s characteristics, firm related 

characteristics and creditor related variables which are described in table 3. 

Table 3: Nature and measurement of variables 

 

Variables  Nature Measurement Previous studies  that used 

the same measurement 

Dependen

t 

Financing 

preference  

Categorical  

 

1 if enterprises prefer 

internal sources & 0  raise 

fund externally through 

debt 

 

(Gebru.,2009; Kuruppu & 

Azeez, 2016) 

Access to 

credit  

Categorical  

 

1 if enterprises have access 

to finance  & 0  otherwise  

 (Osebo, 2014; Kebede,Tirfe, 

& Abera, 2014; Nguyen,Gan, 

& Hu, 2015; Mersha & 

Ayenew, 2017; Zelalem & 

Wubante, 2019) 

1 Collateral  Categorical 1 if  there is collateral  

& 0 otherwise 

(Kira, 2013; Kebede, Tirfe, & 

Abera, 2014; Osebo, 

2014;Nguyen, Gan, & Hu, 

2015; Osano & 

Languitone,2016; Mersha & 

Ayenew, 2017) 

2 Firm Size Continuous  Number of employees  (Zarook,Rahman,& Khanam, 

2013; Kira, 2013; Kebede, 

Tirfe, & Abera, 2014; 



 

 

 

 

Abdesamed & Abdesamed, 

2014; Osebo, 2014; Nguyen, 

Gan, & Hu, 2015; Mersha & 

Ayenew, 2017) 

3 Location of MSSEs Categorical  1=Assosa, 2=Bambasi,  

3=Menge ,4=Homosha 

 

(Fatoki & Asah, 2011;  Kira, 

2013) 

4 Business 

Experience 

Continuous Number of years in 

business 

 (Kira, 2013; Kebede, Tirfe, & 

Abera, 2014; Abdesamed & 

Abdesamed, 2014; Nguyen, 

Gan, & Hu, 2015; Mersha & 

Ayenew, 2017) 

5  Gender of owner  Categorical   1if  male owned  and 0 

other wise  

 (Kebede, Tirfe, & Abera, 

2014;Osebo, 2014; Nguyen, 

Gan, & Hu, 2015; Mersha & 

Ayenew, 2017) 

6 Enterprise’s sector Categorical 

 

 1=Manufacturing, 2=Trade,  

3= Construction,  

4=Service &  5=Agriculture 

 

(Zarook, Rahman, & 

Khanam, 2013; Kira, 2013; 

Kebede, Tirfe, & Abera, 

2014; Osebo, 2014; Nguyen, 

Gan, & Hu, 2015; Mersha & 

Ayenew, 2017) 

7  Entrepreneurial 

Interest  

Categorical  

 

1 if  owners join  by choice  

& 0 otherwise  

 (Gebru , 2009; Mersha & 

Ayenew, 2017) 

8  Owner’s education  Categorical  

 

4= No formal education, 

3=elementary, 2=secondary  

1=vocational and university 

 (Kira, 2013; Abdesamed & 

Abdesamed, 2014; Kebede, 

Tirfe, & Abera, 2014; Osebo, 

2014; Nguyen, Gan, & Hu, 

2015)  

9 Financial reporting  Categorical  

 

1 if there is record keeping 

& 0 otherwise 

 

 (Kira, 2013; Mersha & 

Ayenew, 2017 ; Amene, 

2017) 

10 Interest rate  Categorical  1 if  low   interest rate , 

otherwise  0 

(Kebede, Tirfe, & Abera, 

2014) 

11 Lending procedures Categorical 1 if easy procedure , 

otherwise   0 

(Kebede, Tirfe, & Abera, 

2014; Osebo, 2014) 

12 Business Plan Categorical  1 if there is business plan  &  (Fatoki & Asah, 2011; 

Abdesamed & Abdesamed, 



 

 

 

 

0 otherwise 2014; Amene, 2017; Zelalem 

& Wubante, 2019) 

13 Number of 

institutions  

Categorical 1 if  many institutions &  0 if  

few institutions  

 (Nguyen, Gan, & Hu, 2015)  

14 Loan repayment 

period  

Categorical  1 if   repayment  period is 

high  

& 0 if  low duration 

 

(Kebede, Tirfe, & Abera, 

2014; Osebo, 2014; Amene, 

2017) 

 

In this study binary logistic regression model was used to examine the relationship between 

independent variables and dependent variables (Financing preference and access to credit of 

MSSEs). The basis for selecting the binary logistic regression model was the nature of both the 

dependent variables which are financing preference and access to credit. The first dependent 

variable, financing preference, was rated and reported by the respondents with a discrete scale 

of 1 and 0, where 1 is financing preference from internal sources and 0 is for financing 

preference from external sources. Access to credit was also rated and reported by the 

respondents with a discrete scale of 1 and 0, where 1 is access to credit and 0 is for not 

accessing credit.  

According to  Gujarati (2004), the cumulative logistic probability distribution model for 

this study could be econometrically specified as follows: 
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Where   ‘e’   is the base of natural logarithm; Pi   is the probability of success; Xi represents the 

ith   explanatory variables; α & βi are regression parameters to be estimated 

 

If Pi, the probability of success, is given by equation 1 above, then (1-pi), probability of failure 

could therefore be:  
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 Thus, for ease of interpretation of the coefficients, a logistic model could be written 

in terms of the odds and log of odd by taking natural logarithm of equation 2. Indeed, we can 

rewrite the above equation as: 

  

                                                                                      (3) 

 

Now, Pi/ (1-Pi)   is the odd ratio which is the ratio of the probability of success (Pi) to the 

probability of failure. Now if we take the natural logarithm of equation 3, we could have the 

following result.  
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If the stochastic error term, Ui is taken into account for estimation purpose, the logit model 

becomes: 

UiiXiZi
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     The logistic regression can therefore be specified as:  

Yi = α +β1X1+ β2X2+ …… βnXn+ Ui 

In this study, two dependent variables which are financing preference and access to 

credit were used. In both cases, MSSEs are assumed to have two choices which are “preference 

of internal financing” or “preference of debt financing” in the first scenario and MSSEs’ “access 

credit” and “no access to credit” in the second case. Therefore, the binary choice logistic 

regression model that assumes dichotomous dependent variable which takes either 1 or 0 

value was used. Accordingly, probability of success, Pi, represents probability of preferring 

internal source in the first case and probability of having access to credit for the second. On the 

other side, probability of failure, (1-Pi), represents probability of preferring external source in 

the first scenario and probability of not having access to credit for the second. 
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Empirical result and Discussion  

Both descriptive and logistic regression analysis were applied using STATA software version 13 

for statistical treatment. In this section, descriptive statistics is carried out. 

Table 4: Financing preference of entrepreneurs  

Financing Preference  Frequency Percent 

External source  162 54.73 

Internal source  134 45.27 

Total 296 100.00 

 

Source:   Author’s computation based on firm survey (2019) 

Majority of the enterprises, almost 54.73 % of the enterprises prefer to finance their 

businesses by external source of fund through credit. On the other side, 45.27 % prefer to raise 

fund internally from their own source. 

Table 5: Operational sectors of Enterprises  

22 

[ 

 

 

 

Sector Frequency Percent 

Agriculture  18 6.08 

Trade 45 15.20 

Construction  98 33.11 

Service 67 22.64 

Manufacturing  68 22.97 

Total 296 100.00 

 

 

Source:   Author’s computation based on firm survey (2019) 



 

 

 

 

In this study, five operational sectors were incorporated including enterprises engaged in trade, 

service, agricultural, construction and manufacturing sectors. Accordingly, the evidence 

indicates that 6.08% are engaged on agricultural sector, 15.2% are engaged on trade sector, 

33.11% are engaged on construction, 22.64% are engaged on service sector, and the remaining 

22.9% are engaged on Manufacturing sector.  

 

Table 6: Business Experience of Enterprises  

 

 

Business experience Frequency Percent 

1-3 years  210 70.94 

4-5 years  79 26.69 

Above 5 years  7 2.37 

Total 296 100.00 

 

Source:   Author’s computation based on firm survey (2019) 

The survey revealed that majority of the respondents with 70.94 % had operated their 

businesses for a period of fewer than three years followed by 26.69% with business experience 

that ranges between 4 and 5 years while those who had been in operation for more than five 

years shared the least percentage which is 2.37 %. Therefore, majority of the enterprises are at 

their start up stage.  

Table 7: Gender of respondents  

 

 

 

Gender Frequency  Percent 

Female  120 40.54 

Male 176 59.46 

Total 296 100.00 

Source:   Author’s computation based on firm survey (2019) 



 

 

 

 

The results of the questionnaire indicated that 40.54%) were female and the remaining 59.46% 

were male. 

Table 8: Entrepreneurial interest of owners  

 

 

Motivation  Freq. Percent 

Not Motivated  170 57.43 

Motivated  126  42.57 

Total 296 100.00 

Source:   Author’s computation based on firm survey (2019) 

 

Among the enterprises, with regard to motivation of owners, almost 57.43 % of the 

owners did not join to the sector by their choice and the rest 42.57% of the owners joined to 

their business with interest. 

Table 9: Entrepreneurs’ access to land 

 

 

Land Frequency Percent  

Private owned  164 55.41  

Rented  47 15.88  

Government  85 28.72  

Total 296 100.00 

Source:   Author’s computation based on firm survey (2019) 

Among the enterprises, majority of the respondents in the survey (55.41%) use their own land 

for operation, 15.88 % operated their businesses on rented houses while the remaining 

percentage (28.72%)  operate their business using premises from the government.  

 

Table 10: Enterprises’ access to finance  

 

Access to Finance  Frequency Percent  

Non participant 60 37.04  



 

 

 

 

Participant 102 62.96  

Total 162 100.00 

 

 Source:   Author’s computation based on firm survey (2019) 

The survey revealed that 62.96% of the respondents replied that their request for loan was 

accepted by lenders whereas 37.04 % of the respondents reported rejection of their request. 

Table 11: Sectoral Engagement of Enterprises with external source preference  

Sector  Frequency  Percent  

Agriculture  9 5.56 

Trade 28 17.28 

Construction  48 29.63 

Service 38 23.46 

Manufacturing  39 24.07 

Total 162 100.00 

Source:   Author’s computation based on firm survey (2019) 

The study revealed that among the enterprises that prefer external debt as means of 

financing, 5.56% are engaged on agricultural sector, 17.28% are engaged on trade sector, 29.63 

% are engaged on construction, 23.46% are engaged on service sector, and the remaining 

24.04% are engaged on Manufacturing sector. Therefore, relatively, more of the enterprises 

engaged in construction sector Prefer external source of financing. 

 

 

 

On the one side, according to the survey, 40.74 % of owners of micro and small enterprises 

responded that they prepare business plan which could assist the operation of their businesses. 

On the other hand, 59.26% of the owners answered that they do not have business plan for 

their business and described that they faced number of problems one of which being lack of 

access to loan because business plan is a proposal that describes a business opportunity to 

financing. Among the enterprises that need to finance their operation from external sources 



 

 

 

 

through credit, 75.31% were operated in Assosa Wereda, 12.35 % Bambasi Wereda, 8.02% in 

Menge and 4.32 % were operating in Oda.  

Econometric Analysis 

In this section regression analysis is carried out using odds ratio and marginal effect. In 

this study, the econometric analysis section consists of two step analysis. The first step is used 

to analyze financing preference of entrepreneurs to test pecking order theory of capital 

structure by binary logistic regression model. On the second step, only enterprises that need to 

raise capital through credit are considered. In this section discussion of financing preference 

determinants for micro and small scale enterprises is carried out. Prior to running logistic 

regression, however, explanatory variables were checked for the existence of multicollinearity 

problem by using Variance Inflation Factor (VIF). The study reveals that the VIF values are all 

well below 10.  Therefore, it can be safely conclude that there is no collinearity problem within 

the data. 

 The association between financing preference and its determinants was explained by 

using binary logistic regression model. In the logistic regression model, thus, the dependent 

variable, financing preference, was rated and reported by MSSEs’ owners with a discrete scale 

of 0 and 1, where 1 indicates financing preference from internal sources like personal saving 

and retained earnings and 0 indicates preferring external sources. The Hosmer and Lemeshow 

test for the goodness of fit in the logistic model has Prob > chi2 = 0.8971 suggesting that the 

model is quite a good fit.  

 

 As indicated in table 12, econometric results from binary logistic regression on 

financing preference of entrepreneurs’ show that 5 of the 8 variables are highly influential on 

financing choice which includes business experience, collateral, gender, motivation and 

enterprises’ sector.  The other variables including firm size, education and access to land failed 

to show significant influence. 

 

Table 12: Binary logistic regression output for determinants of financing choice for MSSEs 

 

Financing preference  Odds ratio Robust  Std. Z P>|z| dy/dx 



 

 

 

 

Error  

Business Experience 1.448879 .1515305 3.55 0.000 .091081 

Size 1.019316 .0152382 1.28 0.201 .0046996 

Collateral 3.885199 1.093248 4.82 0.000 .3192377 

Gender of owner 2.787597 .792821 3.60 0.000 .2432498 

Entrepreneurial Interest 1.655454 .4624081 1.80 0.071 .123763 

Agriculture  1.220513 .6996323 0.35 0.728 .0493848 

Trade  .4695177 .2088995 -1.70 0.089 -.1747292 

Construction  1.331923 .4934836 0.77 0.439 .0707003 

Service  .8045939 .3119231 -0.56 0.575 -.0528945 

Manufacturing   

No formal Education 1.357352 1.025741 0.40 0.686 .0750903 

Primary School  2.122742 1.625447 0.98 0.326 .1849294 

Secondary School  .9409705 .73583 -0.08 0.938 -.0149055 

Vocational and above  

Privately owned  1.552812 .4909606 1.39 0.164 .1073382 

Rent  .6924726 .319417 -0.80 0.426 -.0882264 

Government  

Constant  .0277514 .0271331 -3.67 0.000  

Number of obs   =        296 

     Wald chi2(14)   =      56.00 

         Prob > chi2     =     0.0000 

Log pseudo likelihood = -167.36886                 

 Pseudo R2       =     0.1789             

number of groups =        10 

      Hosmer-Lemeshow chi2(8) =         3.53 

                  Prob > chi2 =         0.8971 

 

 

 

 

 

 

 

 

 



 

 

 

 

 Ceteris paribus, as described in table 12 above, gender of micro and small scale 

enterprises’ owners was found to have positive relation with financing decision of MSSEs in 

light with pecking order theory and statistically significant at 1 percent. The odds ratio of the 

variable indicates the probability of choosing internal financial source of MSSEs that are owned 

by male owners is 2.78 times higher than female owned counterparts. The marginal effect of 

this variable shows that the probability of choosing internal financing  for male  owned MSSEs 

increases by 24.32 percent as compared to female  owned MSSEs. Therefore, it is evident that 

male owned MSSEs more likely prefer internal financial sources as compared to female owned 

MSSEs. The result of this study contradicts with Kuruppu & Azeez (2016) which found internal 

financing source preference of female entrepreneurs. 

Entrepreneurial interest of micro and small scale enterprises’ owners was found to have 

positive relation with financing decision of MSSEs following pecking order theory and 

statistically significant at 10 percent. The odds ratio of the variable indicates that the probability 

of choosing internal financial source of MSSEs that are established by interested owners is 1.65 

times higher than those who join to the business without interest due to lack of other choices. 

In addition, the marginal effect of this variable shows that the probability of choosing internal 

financing for motivated MSSEs’ owners increases by 12. 37 percent as compared to their 

counterparts. Therefore, it is found that motivated entrepreneurs more likely prefer internal 

financial sources supporting pecking order hypothesis. This result contradicts with the finding of 

a study made by Gebru (2009) in MSSEs of Tigray regional state that revealed voluntary 

entrants have better entrepreneurial orientation than their forced entrant counterparts for the 

fact that the MSE owners who voluntarily started business have a relatively good deal of 

entrepreneurship behavior and relatively higher preference for external financing scheme.  

Sectoral engagement of micro and small scale enterprises was found to have negative 

relation with financing decision of MSSEs’ owners and statistically significant at 10 percent. The 

odds ratio of the variable indicates the probability of choosing internal financial source of 

MSSEs that are engaged in trade sector is .46 times lower than those who are engaged in 

manufacturing sector. The marginal effect of this variable shows that the probability of 

choosing internal financing for MSSEs’ owners engaged in service sector decrease by 17. 47 

percent as compared to those engaged in manufacturing sector. This result contradicts with 



 

 

 

 

finding of a study made by Kuruppu & Azeez (2016) that revealed lessor probability of external 

finance preference for small enterprise owners engaged in trade sector relative to 

manufacturing business 

sector. In addition, collateral of micro and small scale enterprises was found to have positive 

relation with financing decision of MSSEs owners and statistically significant at 1 percent in light 

of pecking order hypothesis. The odds ratio of the variable indicates the probability of choosing 

internal financial source of MSSEs who have collateral is 3.88 times higher than their counter 

parts. The marginal effect of this variable shows that the probability of choosing internal 

financing for MSSEs’ owners who have collateral increase by 31. 92 percent as compared to 

their counterparts in light of pecking order theory of financing decision.  

Business experience, measured by year of establishment, has a positive effect on 

financing decision at 1percent significant level statistically in favor of pecking order theory of 

financing decision. The odds ratio in favor of internal financing is increased by 1.44 times as the 

business experience increases by one year. In addition, the marginal effect implies that, ceteris 

paribus, the probability of choosing internal financial source increases by 9 percent as business 

experience increases by a year.  This result contradicts with Awlachew & Motumma (2017) 

which found internal financing source preference of newly established firms. 

In the following logistic regression result, only those enterprises with external financing 

preference were considered. Therefore, ‘access to credit’ refers to those respondents who 

were able to receive credit from a lending institution, taking a dichotomous response variable 

of ‘yes indicated by 1’ or ‘no indicated by 0’ for those who had credit and those who did not 

respectively. 

Table 13: Binary logistic regression output for determinants of MSSEs’ access to credit  

Access to Finance  Odds Ratio Robust 

Std. Err. 

Z P>|z| dy/dx 

Business Experience  25.02736 17.47958 4.61 0.000 .3360495 

Size  1.118705 .0511221 2.45 0.014 .0117067 

Agriculture  1.743648 1.806012 0.54 0.591 .0480608 

Trade  2.485743 3.170472 0.71 0.475 .0763496 

Construction  .4126838 .378931 -0.96 0.335 -.1065709 

Service  16.95304 24.20197 1.98 0.047 .1917092 



 

 

 

 

Manufacturing  Reference  

Collateral  30.81225 30.63382 3.45 0.001 .3344499 

Interest rate  .1365352 .1174511 -2.31 0.021 -.2119259 

Loan repayment period  .1318583 .1586324 -1.68 0.092 -.145497 

Gender  2.199182 2.170373 0.80 0.425 .0836379 

Financial Reporting  29.81018 35.44641 2.86 0.004 .2641792 

Lending procedure  2.215662 2.202821 0.80 0.424 .0984125 

Formal Registration  1.952885 1.763223 0.74 0.459 .0664577 

Business Plan 35.49375 32.35682 3.92 0.000 .3490687 

Assosa  .8057219 1.024949 -0.17 0.865 -.0216332 

Bambasi  23.93971 35.68499 2.13 0.033 .1575461 

Menge  4.080869 7.827546 0.73 0.463 .0951464 

Homosha Reference  

No formal Education  .0259615 .0433449 -2.19 0.029 -.3724623 

 Primary School  .0034252 .0053947 -3.60 0.000 -.8863744 

Secondary School  .0109665 .0192112 -2.58 0.010 -.7791879 

 Vocational and above Reference  

Number of institutions  .5051351 .4534486 -0.76 0.447 -.0812596 

Constant  .0007358 .0019307 -2.75 0.006  

  Number of obs   =  162 

   Wald chi2(21)   =  53.59 

    Prob > chi2     =  0.0001 

Log pseudo likelihood = -27.890359               

   Pseudo R2       =     0.7388 

number of groups =        10 

  Hosmer-Lemeshow chi2(8) =         0.85 

                  Prob > chi2 =         0.9990 

 

 As indicated in table 13 above, the Hosmer and Lemeshow test for the goodness of fit 

in the logistic model has Prob > chi2 =0.9990 which indicates the model is quite a good fit. As 

indicated in the regression output, business experience has a positive effect on access to credit 

at 1 percent significant level statistically. The odds ratio in favor of access to credit is increased 

by 25.02 times as the business experience increases by one year. In addition, the marginal 

effect implies that, ceteris paribus, the probability of accessing credit increases by 33.6 percent 

as business experience increases by a year. The finding of this study is consistent with Beck, 

2007; Zarook, Rahman, & Khanam, 2013 and Gamage, 2013  suggesting that being in a business 



 

 

 

 

for many years indicates  that the firm is competitive in general and more transparent so that 

any information required by lenders to evaluate and process applications is readily available 

relatively. 

 Enterprise size has a positive and statistically significant effect on MSSEs’ access to 

credit at 1% level of significance. Holding other factors constant, the odds ratio in favor of 

access to credit is increased by 1.11 times as the number of employee increases by one. The 

marginal effect shows that the probability of accessing credit increases by 11.1 percent for 

MSSEs as employee number increases by a unit. This result is consistent with Fufa (2016) 

implying that lenders base their lending decisions on the size of firms and credit approval is 

easy for firms as enterprise size increases. 

 The logistic regression results indicates that holding other factors constant, the 

probability of accessing credit for MSSEs that are engaged in service sector  is 16.95 times 

higher than those engaged in manufacturing sector at 5 percent significance level statistically. 

The marginal effect shows that the probability of accessing credit increases by 19.17 percent for 

those MSSEs that are engaged in service sector than those engaged in manufacturing sector. 

The result of this study contradicts with finding of Nguyen, Gan, & Hu, 2015 which revealed 

firms in the service sector have lower probability to borrow as compared to industry. 

 The output of binary regression revealed that the variable collateral, represented by 

possession of fixed asset, has a positive and statistically significant effect on MSSEs’ access to 

credit at 1% level of significance level statistically. The odds ratio indicates that MSSEs which 

have fixed asset are 30.81 times more likely to access credit than their counter parts. The 

marginal effect, in addition, shows that the probability of accessing credit increases by 33.44 

percent for those MSSEs that have collateral than their counter parts. This result is consistent 

with finding of studies made by Kebede, Tirfe, & Abera, 2014; Osebo, 2014;  Mole & 

Namusonge, 2016 which found high demand of collateral by financial institution to make credit 

for their security. 

 Interest rate has a negative and statistically significant association with MSSEs ’access 

to credit at 5% significance level statistically. The odds ratio indicates that MSSEs with negative 

attitude about interest rate are 0.13 times less likely access credit than their counter parts. The 

marginal effect shows that the probability of accessing credit decreases by 21.19 percent for 



 

 

 

 

those MSSEs’ owners who believe that interest rate of loan is higher than their counter parts. In 

addition, loan repayment period has a negative and statistically significant association with 

MSSEs ’access to credit at 10% significance level statistically. The odds ratio indicates that 

MSSEs with negative attitude about loan repayment period are 0.13 times less likely access 

credit than their counter parts. This is to mean that opinion about loan repayment period does 

not affect the probability of MSSEs owners’ access to credit. This result is consistent with 

finding of previous study made by Osebo (2014). 

 The output of binary regression revealed that financial reporting has a positive and 

statistically significant effect on MSSEs access to credit at 1% level of significance statistically. 

The odds ratio indicates that MSSEs that prepare financial reporting are 29.81 times more likely 

to access credit than their counter parts. The marginal effect shows that the probability of 

accessing credit increases by 26.41 percent for those MSSEs that prepare financial reporting 

than their counter parts. This result is consistent with Fanta (2015) which found producing 

financial statements enhances the chance to secure bank credit. 

 The odds ratio shows that the probability of MSSEs’ access to credit with business 

plan is 35.49 times higher than their counter parts. The marginal effect also indicates that the 

probability of MSSEs access to credit with business plan increases by 34.9% compared to MSSEs 

that don’t have business plan at 1 percent level of significance statistically. Theoretically, a 

written business plan positively affects the capacity of small business to obtain loans 

(Abdesamed & Abdesamed, 2014).  This result is consistent with Fatoki & Asah (2011) that 

found positive relationship between preparation of business information and access to debt 

finance by small business. 

 Location of enterprises has a positive and significant influence on MSSEs’ access to 

finance. The odds ratio indicates that, holding other factors constant, probability of access to 

finance for MSSEs that operate at Bambasi Wereda is 23.93 times higher than those operated in 

Assosa Wereda. Moreover, educational level of the MSSEs’ owner has a positive and 

statistically significant effect on MSSEs’ access to credit at 5% level of significance statistically. 

The odds ratio indicates that MSSEs who have not formal education are 0.026 times less likely 

to access credit compared with those who attend TVET and above. The odds ratio for primary 

school education is 0.003. This indicates that compared to MSSE owners who have attended 



 

 

 

 

TVET and above, those with who attend primary school are 0.003 times less likely to get credit 

at 1 % level of significance statistically. In the same vein, the odds ratio indicates that MSSEs 

owners who attend education in secondary school are 0.01 times less likely to access credit 

compared with those who attend TVET and above. This result is consistent with Kebede, Tirfe, 

& Abera (2014) which found positive relationship between level of education and access to 

credit because a higher education means that entrepreneurs are more articulate and more 

likely to persuade lenders to provide credit. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Conclusion  

 The purpose of this study was to examine factors that determine micro and small scale 

enterprises’ financing preference in line with pecking order theory and access to credit in their 

operation in Benishangul-Gumuz Regional State of Ethiopia using logistic regression via two 

stage analysis. The first step is used to analyze financing preference of entrepreneurs and its 

determinants to test whether the firms followed pecking order hypothesis in their financing 

decision using data collected from 296 enterprises. The evidence revealed that almost 54.73 % 



 

 

 

 

(162) of the enterprises prefer to finance their businesses by external source of fund through 

credit. On the other side, 45.27 % (134) prefer to raise fund internally from their own source. 

Therefore, majority of the entrepreneurs did not follow a financing decision suggested by 

pecking order hypothesis. The results of logistic regression analysis revealed that business 

experience, collateral, gender, motivation and enterprises’ sectoral engagement affect 

financing preference of enterprises. 

 On the second step, only enterprises that need to raise capital through credit (162 

enterprises) were considered to investigate the determinants of access to credit. Accordingly, 

the survey revealed that 62.96% (102) of the respondents replied that their request for loan 

was accepted by lenders whereas 37.04 % (60) of the respondents reported rejection of their 

request. The logistic regression result revealed that business experience, size, sectoral 

engagement, collateral, interest rate, loan repayment period, financial reporting, preparation of 

business plan, location and educational status of entrepreneurs affect access to credit of 

enterprises. The implication for practice is that the study might help the entrepreneurs in 

addressing the factors affecting financing preference and access to credit to take actions 

towards developing their performance by choosing best financial decision to create value. 

Therefore, MSSEs’ owners should share business experience, improve entrepreneurial interest, 

prepare business plan and produce financial report for the fact that these variables are 

powerful in explaining outcomes of the study.  

Despite a large number of studies have been documented on financing decision , 

surprisingly there are insignificant  number of studies carried out to examine financing 

preference determinants of small business particularly for enterprises of developing countries. 

This paper, therefore, contributes to fill the gaps in the literature by empirically investigating 

the determinants of financing preference in line with POH and access to credit in Benishangul 

Gumuz regional state of Ethiopia. There are many limitations associated with this paper 

although it has its own contribution to the literature of small business finance. This study 

examines micro and small scale enterprises’ financing preference and access to credit 

determinants regardless of their industry characteristics from one regional state of Ethiopia 

using structured questionnaire. A onetime structured questionnaire, however, may not provide 

a detail understanding about the situation. Therefore, it is believed that future panel surveys 



 

 

 

 

and availability of other data with in depth qualitative data may be important in order to have a 

comprehensive solution for the access to finance constraining factors. The study recommends 

that further research should be done on a larger sample of entrepreneurs all over the country 

since the current study only focused on the factors influencing financing preference and access 

to credit in one region using structure questionnaire. Another consideration that should be 

noted is that future research could look in more detail at the financing preference and access to 

credit determinants among small business entrepreneurs by conducting a comparative study of 

the Ethiopian situation with other developing countries. 
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