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ABSTRACT

Capital structure has proved to be a lasting puzzle in corporate finance (Myers, 1984). The
pecking order theory outlines the most desired financing hierarchy — internal funds, debt and
equity. In general, firms prefer internal to external funds and debt issues to equity (Myers, 1984).
Most often, firms either have funds deficiency or availability of surpluses. Pecking order theory
proposes that firms should give preference to debt issues during deficiency and when the limits
are exhausted, equity should be the last resort. In surplus situations, the preference should be

given to retire debt using surpluses instead of equity buybacks.

In literature, most studies tested the pecking order for whole set of firms using net debt issues.
They find a common homogenous pecking order coefficient value. Evidently, a common
coefficient exhibits a distorted picture of firm’s financing hierarchy. During deficit situation,
preference should be given to gross debt issues and in surplus conditions, firms should retire debt
than equity (as suggested by pecking order theory). This approach provides a better picture on the

firms’ extent to issue or retire debt in both situations.

Based on the above perspective and limited literature on the pecking order theory of emerging
economies, a comprehensive study has been carried out to test the pecking order theory of Indian
and Chinese firms during deficit and surplus situations separately. The study also examines the
extent to which deficit firms redeem existing debt during deficiency using new proceeds and
issue new debt in surplus conditions either to retire old debt or retain funds for future needs. The
study has used secondary as well as primary data to analyze the financing patterns as outlined by

the pecking order theory (POT). The secondary data analysis has been carried out using a
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conceptual framework to classify firms into deficit and surplus groups. Further, both a basic and
an extended model of pecking order have been used in the present study. Ordinary least square
regression and other descriptive statistics have been used to test the results. Besides, a survey
amongst the corporate finance managers from India has also been conducted to supplement the

findings from the secondary data analysis.

The notable findings of the secondary data is that Indian as well as Chinese firms issue debt when
deficiency arises, indicating adherence to the pecking order. The debt issues are exceptionally
higher in the case of China. Chinese firms prefer more short-term debt, while Indian firms
generally keep more long-term debt in their capital structure. Despite large debt issues, Indian
and Chinese firms have satisfactory debt ratios. Thus, both set of firms during deficit conditions
follow a ‘modified pecking order’ where both the pecking order and trade-off theory are
followed. A major chunk of new debt proceeds is used to finance deficits in the case of India.
Whereas, Chinese firms redeem debt faster (using new debt proceeds) due to shorter tenure of

most of the debt.

In surplus conditions, the pecking order adherence is strong among Chinese firms but weak in
the case of Indian firms. Chinese firms do not retain sizeable funds; the overwhelming
proportion of these funds is more often utilised to retire the existing debt (short-term debt). In
contrast, Indian firms are reluctant to retire debt at a fast pace when they have surpluses. The
reasons are: (i) surplus firms typically have low debt to equity ratios, and (ii) due to more long-
term debt in their capital structure, firms may prefer to redeem debt at the time of maturity and

therefore retain most of the funds for future investments.



The survey findings indicate that Indian firms have marked preference for internal to external
funds and banks constitute the second important source to finance their needs. Between sources
of external financing, deficit firms as well as firms with both deficit and surpluses prefer debt to
equity, while majority of surplus firms prefer equity. The major reasons of debt preference are its
being cheaper than equity, flexibility in debt component and easier to raise. During deficiency,
firms avoid future capital expenditures and issue long-term debt. In contrast, surplus firms
primarily prefer to deposit surpluses with banks for a short-period for their future financing
requirements and then, redeem debt (to some extent) to reduce their existing debt levels.
Majority of the firms indicate their preference to maintain target capital structure by keeping

their debt-equity ratios equal to or less than 1.

Based on the findings of the research, the following recommendations have been made: (i) There
is a need of redemption clause in debt agreements between banks and corporate firms. In the case
of China, liquidity risks should be assessed while granting additional loans (ii) Indian firms to
finance deficits should opt for equity financing during very high or extremely high debt levels.
(ii1) Chinese firms should opt for more long-term debt to decrease their liquidity risks (iv) The
initiatives should be taken by government to encourage equities and should also strengthen

corporate bond markets in the financial system of both countries.
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