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Abstract
Purpose – The purpose of this paper is to propose policy suggestions for the financing of small and
medium enterprises (SMEs) in the Asia-Pacific region. Recent literature suggests that lack of capital is
the most severe constraint for SME survival and growth. Enabling policymakers to assist SMEs in
their search for financing will boost economic growth.
Design/methodology/approach – The methodology includes both quantitative and qualitative
components. Current World Bank data on the strength of various financial institutions in the
countries of interest is analyzed to discover areas of improvement. Additionally, 32 experts from East
and South Asia were interviewed several times to determine areas of concern in financing SMEs. Their
responses and the evidence from the World Bank data form the basis of the policy prescriptions in
the paper.
Findings – Financing is a critical constraint for SMEs for several reasons. Many SME owners do not
manage working capital effectively, information asymmetry between banks and SMEs retards the loan
application and approval process, and underdeveloped equity markets deny SMEs future growth
opportunities. Policymakers can ameliorate conditions by serving as facilitators and communicators;
governments should not provide financing directly if possible.
Practical implications – It is hoped and expected that the policy prescriptions offered herein will
enhance the growth and survival prospects of SMES, thereby creating more employment, innovation,
and economic growth.
Originality/value – The main contribution of this work is its scope. While the financing of SMEs is a
familiar topic, the review of issues and policies in East and South Asia, and their distillation into
practical advice for officialdom, is what makes this manuscript unique.
Keywords Policy, SMEs, Cash flow, Financing, Capital markets, Asia-Pacific region
Paper type General review

Introduction
While not every small and medium enterprise (SME) turns into a large enterprise, they all
face the same issues in their early days: finding the right type of finance at an affordable
cost to start and grow the business. Although the various regions of the world differ
significantly in their socio-economic characteristics, the fundamental financing difficulties
that SMEs face around the globe are essentially similar (Boocock and Wahab, 2001). The
ability of SMEs to develop, grow, sustain, and strengthen themselves is heavily
determined by their capacity to access and manage finance. Unfortunately, SMEs,
including micro-enterprises and start-ups, in the developing countries of East and SouthJournal of Entrepreneurship and
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Asia consistently cite lack of access to finance as a serious obstacle to their development
and the necessity of effective governmental interventions have been suggested (Economic
and Social Commission for Asia and the Pacific (ESCAP), 2009). In this paper we include
the East Asian countries of Cambodia, China, Indonesia, Lao People’s Democratic Republic
(PDR), Malaysia, the Philippines, Thailand, and Viet Nam, and the South Asian nations of
Bangladesh, India, Nepal, Pakistan, and Sri Lanka for analysis.

SME financing refers to a range of mechanisms to provide additional funds for
development of SMEs. There are several noteworthy aspects of SME financing.
The ability to increase capital relatively quickly in response to SMEs’ growth is a key
feature; this is most evident with venture capital in high-tech sectors. Another salient
characteristic of SME financing is complementarity, as it augments existing traditional
sources of financing in many contexts. Effective finance is also sustainable in the
sense that the funding of successful SMEs begets more capital for future SMEs,
thereby creating a virtuous cycle.

This paper[1] begins with a brief description of SME definitions and types.
It continues with an examination of the current situation of SME financing in the region
and the financing needs of SMEs in different growth stages. We discuss various
financial instruments available for SMEs (cf. Berger and Udell, 2005; Zavatta, 2008).
We then review literature pertinent to SME financing and policy. Our methodology
consists of an analysis of World Bank data covering debt and equity markets of the
nations in our study, as well as a series of interviews with experts in the SME policy
sector. We conclude the paper with policy prescriptions generated by our methodology,
covering potential market distortion by public interventions.

Definition and typology of SMEs
Definitions of what constitutes an SME in East and South Asia vary quite widely from
country to country and even within single countries, depending on the business sector
concerned, such as agriculture, natural resources, manufacturing, services, and
retailing (ESCAP, 2009). There is no universal determinant or criterion of an SME.
Much depends on the character of the respective host country, and the profile of its own
particular corporate sector, from which a relative measure of an SME including
financing is then typically made, sometimes on a rather arbitrary basis. The three main
parameters that have been generally applied to define SMEs are:

(1) number of employees;

(2) turnover of business; and

(3) capital investments.

Table I summarizes the definitions of SMEs among selected East and South Asian
countries and multilateral organizations. Both the number of employees and the size of
investment are mainly used for such national definitions, while some countries also set
separate definitions among different SME segments, such as manufacturing and
services. Developing countries in East and South Asia typically define SMEs, including
micro-enterprises, as commercial entities with <100-300 employees (Asian Association
of Management Organizations (AAMO), 2007).

The definition in each national context facilitates the targeting of policy
interventions to a specific group of enterprises, such as the provision of technical
assistance, fiscal and financial concessions, and other incentives. It also makes the
physical identification of SMEs on the micro level possible, encouraging better
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articulation of the problems and prospects of the sector. It indicates that the more
precise the definition is, the more effective the crafting of SME policies[2].

Table II offers various categories for the SME typology influencing SME
foundation, survival, and growth. The table specifically explains the category-based
system where several indicators of business could be considered for SME development
policies. This system might be used to assist policymaking for taxation, capital
requirements, and market orientation/access (cf. International Finance Corporation,
2007). Each SME unit should fall in a particular grid based on the categories explained
below, which in turn provides policymakers guidance and flexibility while drafting
policies. For example, appropriate financing measures from policymakers may help
the company, which is innovative but is domestic market oriented, to enter into
foreign markets.

The business life cycle and the need for cash
Figure 1 explains that the crucial cash flow periods, or cash drains, for SMEs occur
from start-up to growth as well as at the transition stage. In the first period,
it is common for profitable SMEs to fail because, while they have paper profits, they do

Topic Category 1 Category 2
Category 3
(if applicable)

Stage of economic developmenta Low income Middle income High income
$1,025 or less,
e.g. Lao PDR

$1,006 to $12, 475,
e.g. Thailand

$12,476 or more,
e.g. Japan

Market orientation Domestic Gradual global Born global
Pace of innovation Incremental Radical
Use of technology Isolated Connected
Corporate life stage Nascent

(o2 years)
Young
(2-5 years)

Mature
(5+years)

Note: aFollowed the country classification of the World Bank (2012) based on income per-capita

Table II.
Categories for
SME typology

GROWTH STAGES

Startup Growth Maturity Decline Transition Growth
decline
or discon-
tinuation

Cash drain Cash drain

Break even point

C
A

S
H
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W P
O

S
IT

IV
E

N
E

G
AT

IV
E

Figure 1.
Business growth
stages and cash flows
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not have the cash in hand from their customers to pay the bills. In the second
period, it is necessary for money-losing SMEs to undertake measures to improve
profitability, by either increasing sales or reducing costs, which is required to
stay in business and to support further growth. While long-term financing, or positive
working capital generation, is necessary for enterprises’ continuous growth and
development, short-term, and quick, financing is often critical for SMEs during the
cash drains.

Figure 2 explains that time gap between receivables and payables, which is difficult
for SME to avoid, requires additional funds for operations. This time gap between cash
inflows and outflows is the biggest reason for SME failure.

SME financing: findings from academic literature
Empirical research strongly backs the notion that access to finances plays a critical
role in a person’s decision to become an entrepreneur. In their seminal paper on SME
financing constraints, Blanchflower and Oswald (1998) use inheritance as a proxy for
an external financial source and find that its effects on whether or not one becomes
an entrepreneur are economically and statistically significant. They found that
individuals who receive 5,000 pounds of inheritance are twice as likely to be
self-employed compared to those who receive no inheritance (Blanchflower and
Oswald, 1998). A more recent study by Gohmann (2012) adds a nuance to the
understanding that lack of finances deters the would-be entrepreneurs. He finds that
latent entrepreneurs, people who are wage-employed but who would rather be
entrepreneurs rarely have an accurate understanding of the true financing costs. Thus,
they are deterred more by the perception of financing costs rather than the actual costs
(Gohmann, 2012). This finding has an important implication that educating latent
entrepreneurs on true financings needs for start-up would allow them to make better
informed decisions regarding their employment.

Even after a person decides to engage in an entrepreneurial endeavor, financial
constraints are shown to impact his or her enterprise severely. A formative study by
Holtz-Eakin et al. (1994) finds that the size of an inheritance plays a direct role in the
survival of an entrepreneurial endeavor as well as the enterprise’s profits. The higher
the entrepreneur’s wealth, the higher the likelihood that the enterprise will continue
(Holtz-Eakin et al., 1994). There is also empirical evidence to suggest that the size
of wealth directly relates to the size of a start-up (Hvide and Moen, 2010). Both studies
mentioned above find that wealth plays a positive role in the performance of the
entrepreneurial enterprise.

Much of the previously discussed literature examined financing constraints of
entrepreneurs and SMEs in the West. However, empirical research suggests that
similar constraints would also be prevalent in East and South Asia, including the
developing economies of the continent. In fact, when Boocock and Wahab (2001)

Receivables

Payables

Sales

Procurement Payment to
suppliers

Customer
Payment

Time Gap

Operating funds needed

Figure 2.
Time gap between

receivables and
payables

7

Financing
small and
medium

enterprises



www.manaraa.com

compared the financing difficulties that SMEs face in the UK and in Malaysia through
surveys distributed to businesses with <50 employees in both countries, they did not
find significant differences despite significant differences in socio-economic
characteristics of the two nations as well as differences in SME characteristics such
as age of firms, use of external advisers, development of business plans, and education,
training and experiences of the entrepreneurs.

According to a 2009 Asian Development Bank survey of SMEs in 13 countries,
obtaining capital is the top constraint for firm formation and growth (Asian
Development Bank, 2009). Chittithaworn et al. (2011) surveyed SMEs in Thailand and
find that financing is among the top factors constraining entrepreneurs and their
enterprises in the country, along with SME characteristic, customer and market, the
way of doing business and external environment.

In Viet Nam, Rand (2007) conducted an analysis on SME credit data collected in 2000
and 2001, and estimated that 14-25 percent of all SMEs in the country face credit
constraints, who would increase their debt exposure by 40-115 percent if the borrowing
requirements were relaxed. Interestingly, Rand (2007) also finds that non-family-owned
enterprises are more likely to be credit constrained than similar family-owned
enterprises. The author suggests that this finding is perhaps an indication that policy
should be shifted from family-owned enterprises to limited liability companies and
private corporations (Rand, 2007).

Khandker et al.’s (2013) investigation of financing constraints in Bangladesh reveal
that fewer than 10 percent of SMEs have access to institutional finance, such as bank
loans or microcredit. The authors estimate that a lack of finance can decrease an
enterprise’s profit margin by as much as 13.6 percent (Khandker et al., 2013). This
finding depicts a severe deprivation of access to finance for SMEs in Bangladesh.

If a country lacks SME financing programs or only provides inadequate ones, then
SMEs often approach informal sources for their financing needs. An important study
by Tanaka and Molnar (2008) in China find that informal lenders tend to focus on the
borrower’s current operations, particularly the size of receivables, while formal lenders
such as banking institutions, largely focus on past performance. This suggests that
there is an active market for receivables factoring in China that can be a source of
finance for a constrained SME (Tanaka and Molnar, 2008).

In addition to informal financing sources, companies can also tap trade credit with
their suppliers. McMillan and Woodruff (1999) examine trade credit in Viet Nam and
find that the fewer the suppliers that a firm has the more likely it is to receive a trade
credit. To be specific, when an SME has multiple suppliers that it can do business with,
the extended credit is on average 0.15 percent less. They also find that the longevity of
the supplier relationship has a positive impact on trade credit. After two years of doing
business together, the credit is on average 0.14 percent higher than when the
relationship first started. Interestingly, the effect gradually diminishes with time
(McMillan and Woodruff, 1999).

The idea of long-term business relationships can also be extended to banking and
lending institutions. Through a study on SMEs in the USA in the period 1988-1989,
Berger and Udell (1995) found that the longer the business relationship between an
SME and a bank, the lower the borrowing rates and the less likely a requirement
for a collateral. On average, an SME with a ten-year lending relationship with its bank
pays 0.33 percent less on its loans than a comparable firm with only one year lending
relationship (Berger and Udell, 1995). Baas and Schrooten (2006) enhance this
understanding with their theoretical analysis of relationship lending using a Bertrand
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competition framework and model, where they find that lending institutions primarily
rely on accounting information when making financing decisions. Their theoretical
model suggests that better information management practices in SMEs would not
only improve their access to credit, but would do so with more favorable terms (Baas
and Schrooten, 2006). SMEs have weaker accounting systems and East and South
Asian developing countries have weaker accounting standards (ESCAP, 2012). Thus,
SMEs in developing countries are very much likely to suffer from inadequate
information management practices, implying that developing countries could start
with information management education and regulations in their attempts to spur
growth of SMEs.

In addition to improving its accounting systems, an SME wanting better access to
credit can also look into going public. Through their analysis of over 3,000 SMEs in the
UK, Chittenden et al. (1996) find that listed firms tend have better access to credit
compared to unlisted firms, even when controlling for age and profitability. Once an
SME is listed, there is increased access to long-term debt, less need for collateral
and liquidity that is independent of age and profitability. This may have to do with the
added credibility that comes with a public listing (Chittenden et al., 1996).

While various financial institutions supporting the development of SMEs in East
and South Asia have become increasingly active in the past decade, the commercial
banking sector remains the most important source of external financing for SMEs
(Park et al., 2008). Commercial banks offer diversified loans with different terms and
various supplementary financing instruments such as export credit and discounting.
Commercial banks in some countries also provide special loans targeted at priority
sectors and key segments of the population as identified by the government,
including SMEs.

However, SME development funds through commercial banks are not typically
successful. Bank loans to SMEs as a percent of total lending have fallen over the past
decade (Hall, 2009). Table III contains data based on a global survey of 91 banks
in 45 countries, conducted in 2008. It indicates that SMEs are strongly discriminated
against by banks during loan issuance. The survey result supports a commonly shared
idea that the smaller the size the higher the risk. It partially rationalizes banks’
discriminatory behaviors toward SMEs.

From the banks’ perspective, the scarcity of loanable funds, especially in East and
South Asian developing countries, means there is less incentive to seek out the
profitable SMEs when larger and more qualified clients are available. Formal

Share of total loans (%) Loan fees (% of size of loan)
Share of non-performing
loans (% of total loans)

Mean for
developed
countries

Mean for
developing
countries

Mean for
developed
countries

Mean for
developing
countries

Mean for
developed
countries

Mean for
developing
countries

Small
Enterprise 12.0 2.5 0.4 1.2 11.0 7.0
Medium
enterprise 10.1 13.7 0.4 1.0 8.4 5.5
Large
enterprise 27.9 32.8 0.2 0.8 2.5 4.1

Source: Developed from Beck et al. (2008)

Table III.
Different bank
loan features of
enterprises by

size, 2008
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financial institutions often face higher transaction costs when dealing with the rather
fragmented SME sector because the credit monitoring process requires an extensive
branch network with more staff. The poor accounting system of many SMEs and
insufficient collateral due to limited fixed investment also create obstacles to meeting
the terms and conditions for borrowing from banks (Economic and Social Commission
for Asia and the Pacific, 1998). Lack of risk management skills related to SME
lending has contributed to significant non-performing loan (NPL) problems in the past,
which demonstrated an inconsistency between commercial banks and SMEs, and
discouraged banks from further lending to SMEs.

In addition to the general case shown in the last two columns of Table III, East and
South Asia has also seen the rising percentage of non-performing SME loans in the
last few years. In China, the China Banking Regulatory Commission reported that
NPLs to SMEs hit 22.1 percent in China by the end of July in 2008, about two times of
the average 14.7 percent of China (Xinhua Economic News, 2008). The State Bank
of India, the country’s largest lender, also reported that NPLs were rising, particularly
in the SME sector (Choudhury and Rodrigues, 2010). The State Bank of Pakistan
reported that NPLs in the SME sector increased by Rs 5.1 billion to Rs 96 billion by the
end of 2010 (Small Business Banking Network (SBBN), 2011).

The need for financial institutions to provide more suitable products and services
for SMEs, develop comprehensive risk management skills, and improve information
transparency has been recognized. In particular, a number of financial institutions have
moved to offer non-financial assistance to SMEs for their capacity building to enhance
their profitability (e.g. Bank Perusahaan Kecil and Sederhana Malaysia Berhad, 2012;
Korean Development Bank, 2010).

Policy measures aimed at easing financing constraints
SME financing characteristics
Various financing methods for SMEs emerged at the end of the twentieth century in
developed economies to exploit opportunities that banks considered to be too small or
too risky for their loan portfolios. These methods are now finding a role in the
developing countries of East and South Asia at the start of this millennium (AAMO,
2007). Figure 3 displays the methods of SME financing, which are categorized based on
the sizes of enterprises and their credit history as well as creditors’ perceptions on risk
and return and the level of financial sector’s sophistication in an economy (cf. Berger
and Udell, 2005; Szabó, 2005; Zavatta, 2008). They are not mutually exclusive; often
policymakers use several methods in concert to support SMEs.

While commercial banking plays a key role in formal SME financing, informal
financing such as own funds and loans from relatives and associates, as well as internal
financing, such as retained earnings and trade credit, dominate the financial sources of
SMEs in East and South Asia (cf. Hussain et al., 2006; RAM Consultancy Services,
2005). Let’s take the example of Malaysia; Table IV illustrates financing sources for
Malaysian SMEs in different life cycle stages. Almost 68 percent of SMEs in the sample
make use of self-financing during their start-up period but this figure falls down
quickly with the growth of the firms. Venture capital shares a similar trend to
self-financing even though the percentage is much lower. In comparison, long-term
loans become more and more accessible to established and matured SMEs, and bank
loans are the most important source for them. Other financial sources such as
government schemes and non-bank institutional financing are equally distributed to
SMEs in each stage of development with a number around 10 percent.
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Besides formal financial institutions, informal financing networks also appear to play
a significant role in SME financing. A study conducted in Viet Nam reveals that as
much as 35 percent of financing for SMEs may be coming from informal networks
(Rand, 2007). Moreover, research suggests that informal lenders tend to emphasize
different factors when approving a loan compared to formal institutions. The former is
more likely to focus on the current performance of the applicant, particularly its
accounts receivable, while the latter is more likely to look into the credit history and
past performance (Tanaka and Molnar, 2008).

Policy experiences
To help ease financing constraints of SMEs, both developed and developing countries,
have implemented a number of financing measures, mainly credit guarantee schemes

Source:  Modified from Szabó (2005)

Angel finance
IPO/Stock
market

Venture capital
High High

Middle

Low

Middle

Low

Creditor/investor’s
perception on
risk and return

Financial instruments
Financial sector
sophistication

Micro, startup Small Medium

Seed

capital

Micro finance
Long-term loan

Short-term loan

Factoring

Leasing

Working capital

Trade credit

Personal saving

No credit record Limited credit
record

Moderate
credit record

Corporate bond

Credit guarantee

Figure 3.
Methods of finance

for SMEs

Phase of life cycle/financing sources Start-up Established Matured

Self-financing 68.0 21.0 25.0
Government schemes 7.8 13.0 9.0
Venture capitals 10.8 8.5 4.5
Short-term loans from banks 20.8 28.6 23.1
Medium-term loans from banks 10.4 32.6 21.8
Long-term loans from banks 7.4 23.7 37.2
Non-bank financial institutions 8.7 7.1 10.9
Notes: Short-term loan is granted for less than one year; medium-term loan is for one to three years;
and long-term loan is for more than three years
Source: Rozali et al. (2006)

Table IV.
Financial sources for

Malaysia SMEs,
2004, percentage
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and soft loans, coupled with other policy instruments such as tax breaks and subsidies.
Although the focus of this paper is on developing economies of East and South Asia,
there is much to be learned from experiences of developed countries, not only because
SMEs face similar constraints, but also because developed countries implemented
many of these measures while they were developing.

Japan. In the late 1990s, as a response to the Asian Currency Crisis, Japan
implemented a credit guarantee program where the government backed 100 percent of
qualified SME loans. Despite the good intentions, Uesugi et al.’s (2008) comparative
evaluation of performance between program participants and non-participants
reveal that the participants’ performance declined after receiving guaranteed loans
relative to non-participants, with the exception of high net-worth firms. This finding
suggests that it is possible for well-intended credit guarantee programs to end up
hurting recipient SMEs largely through the effects of moral hazard (Uesugi et al., 2008).
In addition to the impact on borrowers, the program had an impact on lenders’
loan portfolio. As the program covered the full default cost, lenders were less
incentivized to require collateral and to adequately monitor the guaranteed loans
(Uesugi et al., 2008).

In addition to credit guarantee programs, Japan has experience implementing
other, more targeted measures to spur SMEs access to finance. In 1995, Japan enacted
a Creative Business Promotion Law (CBPL), a ten-year law that combined measures of
tax breaks and credit guarantees to assist innovative SMEs. The effort was successful
in influencing growth of the SMEs in terms of assets, while growth in sales and
employment was not found to be significant (Honjo and Harada, 2006). A little later,
Japan also tried an R&D subsidy program to spur growth and innovation in high-tech
SMEs. An analysis of the beneficiary SMEs by Koga (2005) reveals that the subsidized
R&D ended up complementing private R&D instead of replacing it as many people
feared previously. The program proved to be especially successful among mature
firms, who directed the subsidies mostly into hiring additional research personnel
(Koga, 2005). When comparing the CBPL with the R&D subsidy program, it is
important to note that while the CBPL promoted asset growth, the R&D subsidy
promoted employment growth. Thus, policymakers should keep this difference in mind
when determining which financing program to institute.

Republic of Korea. Republic of Korea also experimented with various programs
attempting to alleviate financing problems of SMEs. In 1990, Republic of Korea
introduced a credit guarantee fund simultaneously with a requirement that financial
institutions allocate a minimum portion of their portfolio to SMEs. The measures were
effective in significantly increasing SME access to external finance, with an increase of
1,500 percent participation in the guaranteed loan program between 1990 and 1998,
although it is difficult to evaluate which of the measures on its own, if at all, played a
more important role (Nugent and Yhee, 2002).

Later in the early 2000s, Republic of Korea reintroduced the credit guarantee
program on its own, which was also found to have positively impacted SMEs in the
country (Kang and Heshmati, 2007). Kang and Heshmati’s (2007) empirical models
show that a percentage increase in funds borrowed through a guarantee fund increased
sales growth by 0.26 percent, and improved employee productivity by 0.21 percent,
both at a statistically significant level. However, the effect of the guarantee fund on
employment growth was inconclusive as statistical significance was not reached.
In addition, it is important to note that the impact varied with recipient characteristics,
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where a great positive impact was placed on larger and older firms, perhaps
highlighting the importance of management experience and maturity (Kang and
Heshmati, 2007).

Developing countries in Asia. There is substantial experience coming from
developing East and South Asian countries as well. Malaysia, for instance, has had
a credit guarantee program since 1972. However, for much of its history, the
participating lenders bore much of the default costs, where due to mainly poor program
administration, only a small portion of loss claims were processed (Boocock and
Shariff, 2005). In 1995-1998, only 6 percent of loss claims submitted by lenders to the
fund were processed, while the rate further dropped to 3.8 percent in 1999 at the onset
of the Asian Financial Crisis (Boocock and Shariff, 2005). The World Bank’s soft loan
scheme in Sri Lanka is another example of a program aimed at alleviating
financing constraints in a developing country in East and South Asia. Aivazian
and Santor’s (2008) examination of the soft loan scheme reveals that the program
increased investments in fixed assets and equipment at statistically significant levels.
However, the authors are reluctant to label the program a success as the evidence
for the overall economic efficiency of the program is rather inconclusive (Aivazian and
Santor, 2008).

Experiences from other countries/international contexts. Outside Asia, there are
valuable lessons to learn from all other countries around the world as well. Beck et al.
(2008) examine partial credit guarantee programs around the world with 76 funds in
46 countries on five continents, and find that the most likely flaw of such programs are
the shortfalls in their risk management efforts and inadequate use of risk-based
pricing. The study also finds that default rates positively correlate with fund age,
which the authors suggest may be due to the lags associated with loan issuance and
subsequent default (Beck et al., 2008). Levitsky (1997) performed a meta-analysis on
case studies of various credit guarantee schemes, both full and partial, all around
the world: 23 developed countries, six countries in Eastern Europe, 15 countries in
Latin America, 11 countries in Asia and six in Africa. He concluded that a program has
higher likelihood of succeeding in countries with sound banking institutions with
dedicated SME portfolio staff as well as competitive financial sector where there is
considerable competition for clients by the competing banks (Levitsky, 1997).

Bennett et al. (2005) examine credit guarantee programs in Chile, Egypt, India, and
Poland. By looking at the impact of credit guarantee programs on lender behavior,
they determine that such programs can indeed be effective in promoting sustainable
changes in SME financing (Bennett et al., 2005). However, to do so, the authors identify
several key macro and micro factors. Macro factors are as follows:

(1) open and competitive banking industry;

(2) expanding business sector;

(3) a policy environment where government initiatives do not crowd out
market-driven initiatives;

(4) sufficient liquidity and stable interest rates;

(5) a framework for business that is supportive of enterprise of all forms;

(6) support from a competent agency; and

(7) a credit bureau that provides efficient access to credit information.
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Micro factors (credit guarantee scheme) are as follows:

(1) emphasis on fostering competition among lenders;

(2) approach that targets a permanent deepening of the financial sector;

(3) understanding of and empathy with market forces;

(4) continual client focus;

(5) long-term vision and approach;

(6) a balanced partnership between donors, credit guarantee scheme, and lenders;

(7) ownership by lenders;

(8) an influential champion especially during its establishment stage; and

(9) extensive transfer of appropriate lending technology.

Other policy considerations
In addition to implementing credit guarantee schemes and soft loans, policymakers
can address financing constraints of SMEs by assisting the due diligence efforts
of SMEs engaged in the financing process. Rand’s study of credit constraints of
Vietnamese manufacturing firms reveal that many SMEs resort to costlier, informal
sources of finances due to the time-consuming, bureaucratic processes that entail
formal sources of finance (Rand, 2007). This suggests that policymakers can improve
SME financing by standardizing and streamlining loan procedures, so the SMEs can
tap formal sources of financing for their time-sensitive financing needs.

Baas and Schrooten’s (2006) research reveals SMEs would enjoy not only a better
access to financing, but do so at lower cost, if they could provide banks and lending
institutions with better quality accounting information, thereby reducing information
asymmetry. This result is further supported by Hyytinen and Vaananen’s (2006) study
that finds inadequate information to be the main cause of external financing issues that
SMEs face. This finding suggests that governments can also help SME financing needs
by standardizing accounting and reporting performed by SMEs. Policymakers can also
make it easier for SMEs to access equity markets. Chittenden et al. (1996) find that
once firms achieve flotation, they gain improved access to long-term debt with less
need for collateral. This may have to do with the greater credibility that comes with
public listing.

Aung Kyaw (2008) performs an in-depth study of SME financing constraints in
Myanmar and provides an extensive list of insightful policy recommendations.
Although Kyaw specifically focusses on Myanmar, many of the recommendations
can be applied to other developing economies of Asia. The key recommendations are
summarized as follows:

• Prioritize financing to export-oriented SMEs.
• Divert state-sponsored enterprises from industries where there is direct

competition with local SMEs and direct their activities instead to industries
where SMEs cannot compete effectively, such as those that require substantial
capital investment.

• Strengthen bankruptcy law. Uncertainty around bankruptcy leads to inefficient
allocation of credit by banks who end up over-emphasizing collateral.
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• Establish a national fund to support SME activity, e.g., funding a credit
guarantee scheme.

• Develop a centralized database of SMEs that can later be linked to a credit
bureau:

– reduce information asymmetry;
– provide data for studies and research on formulating effective policy

measures; and
– better accounting and financial records keeping standards.

• Promote education among entrepreneurs on important subjects such as financial
management, financial record keeping and business plan preparation.

Methodology: interviews and comparison metrics
Our methodology involves two components. Having reviewed relevant literature
about SME financing and policies to improve it, we utilize specific data that can focus
policymaking efforts for the developing countries in East and South Asia. We use the
Doing Business Indicators from the World Bank to gain a sense of investors’ perception
of financial risk and the relative sophistication of both debt and equity markets.
We analyze this according to the stage of economic development of the country; our
comparative analysis follows from the discussion surrounding Table II, differences
among nations, as well as Figure 3 depicting the levels of sophistication of the financial
sector. Policy metrics for methods of financing at low levels of sophistication, such as
personal saving, working capital, and trade credit, are not widely available. Some of the
measures, such as the strength of bankruptcy law and the completeness of credit
bureau information, hearken directly to the above literature review (e.g. Kyaw, 2008).
The data give an overall view of a given nation’s financial institutions[3] and a sense of
the constraints that SMEs face.

The second approach is more specific, in that it involves interviews of experts in the
SME policy sector from East Asia and South Asia. The purpose of this approach was to
gain the perspective “on the ground” and to provide context for the World Bank data
(Glaser and Strauss, 1967). Following the first draft of this paper, two regional expert
group meetings were held separately (nearly three days in total) to review the
manuscript and obtain additional data (Glaser and Strauss, 1967). The attendees
included SME development agencies, commercial banks, SME/EXIM banks, credit
guarantee agencies, international development agencies, international financial
institutions, business associations, industry experts, and academics from the region
(35 people in total from 15 countries). Their feedback, also through follow-up
communications, was incorporated to the extent possible. We documented specific
policy implications and guidelines based on various countries’ strategies, their
practices, and their applicability in the context of financing of SMEs in East and South
Asia. Combining the wisdom of these sources with the World Bank data leads to the
major policy prescriptions in the next section, though we offer some general policy
advice after reviewing each section of the data.

Table V depicts comparison metrics for the eight developing countries of East Asia
and the five developing countries of South Asia for sourcing debt. Together these
13 nations account for approximately half of the world’s population and over a quarter
of global production (CIA World Factbook, 2013). We also indicate the stage of
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Table V.
Comparison metrics
for debt sourcing
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economic development according to the World Bank, as we did in Table II. We begin
with debt, which is at a middle level of financial sophistication, and consider equity
next, since it is at a higher level of capital market development.

For access to debt, the last five columns give indications of national performance.
The Getting Credit[4] rank is a function of the Total Credit column, which is the sum of
Legal Rights and Credit Information. The Credit Registry column does not figure into
the rankings; it is additional information about the national credit environment.
We observe that Malaysia ranks first out of 185 countries with the highest possible
total credit score of 16. In contrast, Lao PDR is last among the thirteen countries with
an overall rank of 167th and a total score of only four. Five countries are tied for 70th:
China, Thailand, Pakistan, Nepal, and Sri Lanka.

Before going into detail about the respective countries and their scores, it is useful
to gain an overall picture of how these nations compare with regard to both their
economic development and their ability to address credit risk. Figure 4 depicts the
scatterplot of each country’s rank for businesses obtaining credit by per-capita GDP.
There are four notable clusters. In the bottom left corner we find six countries,
India, Viet Nam, Cambodia, Pakistan, Nepal, and Bangladesh. Despite their relatively
low level of economic development, they are in the upper half of country rankings.
In the bottom right corner we have three nations, Indonesia, the Philippines, and Lao
PDR, which are both lagging in development and in their ability to make credit
available. In the middle are three countries, China, Thailand, and Sri Lanka, which are
equal to Pakistan and Nepal in the credit rankings but at a higher level on national
income. Last, there is Malaysia far up the Y-axis, a true outlier for the group in its credit
ranking and in income.

0 20 40 60 80 100 120 140 160 180

P
er

ca
p 

G
D

P

Credit Rank

China

Indonesia

Philippines

Viet Nam

Thailand

Malaysia

Cambodia

Lao PDR

India

Pakistan

Bangladesh

Nepal

Sri Lanka

18,000

16,000

14,000

12,000

10,000

8,000

6,000

4,000

2,000

0
Figure 4.

Credit rank by
per-capita GDP

17

Financing
small and
medium

enterprises



www.manaraa.com

The Credit Information scale ranges from 0-6 and captures the quality of credit
information available. It awards higher scores for the use of multiple sources of credit
information on individuals and firms, e.g., retail, utilities, financial services, whether
both positive and negative information is included, and the degree to which both
businesses and individuals are represented. With the exception of Lao PDR, all of the
East Asian nations are at three or above. Among South Asian countries, both India and
Sri Lanka are high at five, while Bangladesh is the low scorer at two. Gathering and
disseminating credit information is clearly a huge task for countries at the level of
development of Lao PDR and Bangladesh, but perhaps if policymakers could at least
begin the process they would do their SMEs a service. One of the big issues in lending
to SMEs is the lack of credit information, and funding SME start-up and growth with
debt will remain hampered until the information is available.

The Legal Rights index measures the strength of collateral and bankruptcy laws
protecting both borrowers and lenders. Some items include the rights of creditors in
the event of insolvency, the degree to which businesses can use categories of assets as
collateral, and whether there is a collateral database/registry indexed by debtor name.
Among the eight countries of East Asia, Malaysia (ten) and Viet Nam (eight) are
exemplary in the legal protection afforded to debtors and creditors. Indonesia (three),
Lao PDR (four), and the Philippines (four) are below average on this scale; policymakers
in these countries should buttress the regulations around borrowing to facilitate
SME access to debt. Among the five South Asian countries, India (eight) stands out, but
all of them score a five or better. Note that both Malaysia and India have common-law
systems, which have been observed to afford better protection to investors overall
(La Porta et al., 1998).

A further source of credit information is the percentage of adults (age 15+) that
appear on at least one national credit registry with information on their borrowing
history for the past five years. This measure is the sum of the percentages on both
public and private registries in the Doing Business Credit Registry data for each
country (World Bank, 2013). While it is possible for some double-counting,
i.e., individuals may be on both public and private registries, this would not result in
a material difference in the overall picture this information provides. Countries that
have registries have predominance, if not exclusivity, for one or the other, e.g., all of
India’s registrants are on private credit bureaus while all of China’s are found on public
credit registries. Moreover, this is just an approximation of how many adults are on
credit rolls of one kind or another.

We find that Malaysia, unsurprisingly, leads in this category as it has the others;
a minimum of 82 percent perhaps 100 percent of its adult population is registered.
Even the lower bound puts it well ahead of its nearest rival, Thailand, which has only
44.1 percent registered. Lao PDR, Nepal, and Bangladesh have <1 percent registered.
India and China, due to their total population as well as the percentage that are rural
and difficult to reach, have only 14.9 and 27.7 percent registered, respectively. It would
be a real boon to economic development for policymakers to redouble their efforts in
collecting credit information in the countryside, since rural enterprises are an important
source of SME start-up and growth.

Table VI displays comparison metrics for equity sourcing. The first category is
Protecting Investors[5], which considers safeguards for minority shareholders against
directors in related-party transactions.

The numbers in this column represent the rank of the individual country out of
185 countries surveyed by the World Bank for investor protection; a lower number is
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preferable. The rank order is a function of a simple average of the three components
of equity investor protection: the extent of disclosure index, the extent of director
liability index, and the ease of shareholder suits. The range of the ranks covers
nearly the entire survey, with Malaysia ranking an enviable fourth while Lao PDR is
second from the bottom at 184th.

Figure 5 portrays the Investor Rank by per-capita GDP scatterplot for a snapshot
of where the developing nations of East and South Asia cluster.

Moving from left to right, we see first that Malaysia and Thailand are in a class
by themselves when it comes to protecting investors; they rank in the top 20 and also
enjoy relatively high levels of income. Next is a grouping of five nations: Bangladesh,
Pakistan, India, Indonesia, and Sri Lanka, which score between 20th and 60th for
investor protection and are at relatively modest income levels. They do well
considering their level of development. A third group of Nepal, Cambodia, and China
rank between 80th and 100th; the first two are low-income countries while China is an
upper-middle-income nation. The last group are lagging: the Philippines Viet Nam, and
Lao PDR. They have the most room to improve investor protections.

The Extent of Disclosure Index includes both the level of approval needed for
related-party transactions and the amount of disclosure required for such transactions,
e.g., is the transaction disclosed on the annual report, and is the nature of the conflict of
interest for the director noted? A higher number for this index is better. What is notable
is that countries as different as China, Indonesia, Thailand, and Malaysia all earn top
marks (ten) for the amount of disclosure required. Both Lao PDR and the Philippines
score low (two) in this category, while the five South Asian nations are moderately high
with India at seven and the others at six. Both Lao PDR and the Philippines should
take greater action to increase transparency and thus reduce the potential for minority
shareholder abuse. Reform is more possible for the Philippines as a lower-middle
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income nation that could use further development of its equity capital markets to
expand its SME sector. Reform for Lao PDR may be more of a long-term objective
since as a low-income nation it is less likely to rely on highly sophisticated sources of
financing such as equity and venture capital to fund its SMEs.

Director Liability indicates the options available to minority shareholders to hold
individual directors and the board as a whole accountable for any damages as a result
of self-dealing and related-party transactions. Components of this index include the
degree of punishment (fines and imprisonment), the degree of wrongdoing (fraud,
negligence, or merely prejudicial to other shareholders), the power of courts to rescind
a transaction, and the degree to which a director must pay damages and repay profits
from shady transactions. China steps down from its lofty disclosure score to a mere one
on director liability; there is ample disclosure but it is difficult to hold directors liable
for breach of fiduciary duty. Viet Nam, Lao PDR, and Nepal also score only a one on
director liability, while Malaysia and Cambodia lead the way with a tally of 9. Overall,
holding directors accountable is an area where policymakers might improve in order to
encourage more equity financing to SMEs in East and South Asia. Again, this is both
more feasible and more pressing for the relatively wealthier nations, which can use
more balanced funding for the next level of economic development.

Ease of Shareholder Suits is the degree to which minority shareholders can gain
access to documents and cross-examine defendants and witnesses in the event of filing
a lawsuit, as well as whether the standard of proof for a civil suit is less than that
required for a criminal case. Here the South Asian countries are relatively strong: Nepal
leads with a score of nine whereas the other four have a respectable score of seven. East
Asia is a different matter. Cambodia, Lao PDR, and Viet Nam are difficult places for
minority shareholders to bring suit; these countries all score a two. Indonesia and China
are barely better at three and four, respectively. Only the Philippines (eight), Malaysia
(seven), and Thailand (six) score well for allowing shareholders ease of filing suits.
Policymakers should mandate both more access and timely access to documentation
to minority shareholders, and permit them more leeway to challenge board decisions, in
order to spur equity financing.

Results and implications for policymakers
We learned from our document review and expert interviews that while there exist
a number of schemes to address SME financing gaps, they are contingent upon:
an attitudinal environment that welcomes innovation and entrepreneurship, formal
legal institutions that protect property rights, and institutional financing procedures
that are consumer-friendly. Policymakers therefore need to ensure that the existing
overall business climate is conducive for people to engage in entrepreneurial activities
with adequate and timely financial assistance. This advice dovetails with some of the
findings from our study of the World Bank data. We summarize our results from the
qualitative methodology under the italicized headings below.

Maximizing working capital
In a number of developing countries in East and South Asia, the sophistication of their
financial sector still remains low and debt and equity markets have yet to be developed
adequately; thus, formal, institutional financing is difficult for SMEs to access.
For those countries (e.g., least developed countries), one of the most effective policy
options in the short run would be to maximize working capital of SMEs through the
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effective utilization of both informal financing (e.g. own funds and trade credit) and
internal financing (e.g. retained earnings). Both informal financing and internal
financing could provide large flexibility to SMEs’ working capital management mainly
by reducing the needs of external financing (e.g. bank loans). Policymakers can
encourage SMEs to use those financial instruments in order to maximize their working
capital by: developing a pro-business regulatory framework and tax system; protecting
property rights; and improving managerial skills of entrepreneurs and SME owners.
Within this context, policymakers may wish to collaborate to provide services
and training through an existing web of business associations/networks, such as local
chambers of commerce and industry.

Narrowing the gap in SME financing
Some agencies have pointed out that in developing countries there has been a growing
financial gap between commercial debt financing and microfinance (International
Finance Corporation, 2010; Japan Finance Corporation (JFC), 2011). While the
traditional term loans have focussed on financing large firms or SMEs with relatively
healthy performance and sufficient financial records, microfinance targets the poor,
low-income groups, and informal sector with small size of loans as well as high interest
rates. Between those target groups by commercial banks and micro finance
institutions, small (and micro) enterprises have difficulty in raising funds from
commercial banks because they have inadequate collateral and financial record while
they are not satisfied with microfinance loans due to its small size and high interest rate
(see Figure 6). To narrow the gap, policymakers may consider some options. First,
microfinance as it has been growing rapidly in the region may expand its operations to
target small businesses, providing a large loan with a discounted interest rate. Second,
commercial banks may wish to extend their financial services to those small players
perhaps in cooperation with public credit guarantee agencies, where public support is
required. Third, governments could launch and further develop various direct financial
assistances to them.

Develop and balance both debt and equity markets
Although the roles of debt and equity markets are clear theoretically, in practice these
two financial systems differ widely across countries in East and South Asia. In general,
countries with bank-centered debt financing systems tend to be less conducive to
entrepreneurial activity than stock market-centered systems. However, a bank-centered
system may be a preferable option for countries with poor information infrastructures
(Benston, 1994). On the other hand, stock markets take more time to develop. Within

Source: Modified from JFC (2011)
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East and South Asia, some of the major stock markets in China; Hong Kong,
China; Singapore; Taiwan Province of China; India; and Republic of Korea are
well-established, while other developing economies are working hard to strengthen
their stock markets. Policymakers in most East and South Asian countries should focus
on SME access to debt primarily through their banking sector, but with an eye toward
establishing the regulations essential to a functional stock market, e.g., financial
reporting requirements and statutes protecting minority shareholders.

Reduce information asymmetry
Inadequate or insufficient information is one of the main obstacles hampering finance
to SMEs. With information asymmetry, banks cannot be sure of the creditworthiness of
SMEs, and potential equity investors may forego the equity offerings of SMEs unless
otherwise policymakers do implement expensive safeguards. SMEs, however, usually
lack the financial and administrative skills to provide this information, or may even
lack the basic knowledge about what kind of information should be prepared. Policy
intervention can be essential to address this issue. Policymakers not only need to
educate SMEs about related regulations, standards, and practices but they must also
strive to streamline them. There is a careful balancing act policymakers must consider
between the needs of creditors/investors to feel secure and informed, and the ability of
SMEs to meet these needs. Regulating policies are needed to promote transparent
lending terms and conditions of financial institutions. An information-sharing
mechanism among institutional lenders and investors such as credit rating and
databases containing SME credit information and borrowing history could be adopted
by policymakers to increase information sharing and transparency.

Facilitate equity funding
Many governments have programs for the direct injection of equity (or seed/start-up
capital) into SME ventures; however, the operational results of such programs are not
encouraging. Direct government programs generally lack both the appropriate
incentive structures and the expertise to administer the program in a professional
manner (Organisation for Economic Cooperation and Development, 2009). A better
alternative is for policymakers to work alongside private sources of equity to meet
SME needs, while building the institutional capacity of equity markets with
pro-business securities regulation. Transparency and shareholder protection allow
higher-end types of financing, such as venture capital, to flourish while being
comprehensible enough to invite SME participation, albeit often with professional legal
counsel. Within this context, the public sector is expected to serve as a conduit to
build trust between SMEs and private capitals. Apt examples involve capital injection
to private equity funds targeting certain objectives (e.g. high-tech and start-ups),
supporting angel groups to professionalize their industry, and helping venture capitals
to develop networks and connect with potential stakeholders.

Combine financial services and business development services (BDS)
A suitable combination of financial and non-financial services for SME development is
needed. In this sense, BDS providers, including various business associations such as
chambers of commerce and federations of industries, can add value to bank lending due
to their proximity to the clients and their direct knowledge of the enterprises’ financial
status and past performance. This complementary nature between BDS providers and
financial services helps to minimize both the risk and transaction cost to creditors and
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investors, and makes access to credit and equity less costly and cumbersome for SMEs.
Policymakers should encourage SMEs to work BDS providers and banks to resolve
both financial and operational issues.

Strengthening the bank-SME relationship
Despite the efforts of policymakers to enable SMEs to access bank loans, there is still
much room for improvement. As mentioned earlier, banks may not appreciate the
SMEs’ dire need for quick capital, while SME owners may not understand bank policies
for mitigating risk. While policymakers may craft effective strategies, their efforts may
be frustrated when applied in practice. Intermediaries may lack either the incentives or
the competence to build and sustain bank-SME relations. There needs to be an ongoing
program of communication and education that policymakers implement both for SMEs
and for banks, about expectations. Such a program must be both convenient and
relevant to both SMEs and banks in order to be credible. We also summarize the key
issues and suggestions for strengthening bank-SME relationships in Table VII.

Introduce a four-tier national financial system
Figure 7 illustrates a four-tier national system for SME financing. This system aims to
establish the significance and importance of restructuring the institutional network of
the financial sector into a simplified framework for clear division of labor so that its
reach and institutional coordination are further improved.

Besides having the apex bank for SMEs, micro-financing institutions (MFIs)’s role in this
framework also assumes greater importance. They should be given national recognition and
legal status in the country’s financial system so that they are able to serve an increasing
number of micro-enterprises. The four-tier national financial system is described as follows:

(1) First tier: an apex bank (or agency) for SMEs at the top that oversees policy
prescriptions, credit guarantee schemes, new financing schemes and programs,
BDS and training, and the flow of credit (and equity) to the sector. Above all,
the apex bank should augment financial resources for all the concerned players
and give them institutional support from time to time.

(2) Second tier: national financial institutions, commercial banks, specialized DFIs,
such as export-import banks, credit guarantee agencies, credit information
providers (e.g. credit registries), venture capitalist associations/networks, and
support institutions, such as national BDS provider associations/networks and
national chambers of commerce and industry, should play the role of credit
providers or facilitators to the organized sector of SMEs. In addition, corporate
bond markets (and stock markets as an extreme case) also fall in this category
for open market borrowings (and share offering).

(3) Third tier: subnational development financial institutions, regional banks, BDS
providers, and local chambers of commerce and industry have a manageable
specified region or a command area for serving the specific sector.

(4) Fourth tier: at the base of the pyramid, MFIs cover the unorganized
micro-enterprises and self-help groups through the provision of microcredit.
MFIs have been placed at the base of the system because it has to cover the
biggest segment and largest number of enterprises and individual
entrepreneurs in the field. The MFI system is experienced and best suited to
keep close contact with clients and to ensure full recovery of loans. They are
also equipped to give non-financial support to entrepreneurs.
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Conclusions
Financing remains a major constraint for SME survival and growth in East and
South Asia as in other parts of the world. The problem is particularly acute for
developing countries. Using data from the World Bank as well as qualitative
methods, we have pinpointed some areas of improvement for the use of debt and equity
for policymakers. Maximizing working capital, lowering information asymmetries,
developing capital markets, strengthening the bank-SME relationship, and creating
a four-level financial system for SMEs would provide the greatest benefit. In all cases,
policymakers will have to consider the local context, particularly the existing level of
economic development, to enact these suggestions in a viable manner.

Notes
1. Some material from this manuscript, including the definition and typology of SMEs and

certain policy prescriptions, as well as several figures and tables, appeared originally in
Economic and Social Commission for Asia and the Pacific (ESCAP) (2012) Policy Guidebook
for SME Development in Asia and the Pacific.

2. This is a generalization, since too nuanced definitions of SMEs would create many small
categories and thereby increase the total transaction costs of reaching all of them, thus
undermining effective policy.

3. We use “institutions” here in North’s (1990) sense of the term as meta-systems or “rules of
game” around which organizations arrange their activities. The World Bank data measures
financial institutional strength in this sense, and all businesses, including SMEs, respond to
the incentives/disincentives inherent in these systems.

Source: AAMO (2007)
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4. The methodology is originally from Djankov et al. (2007) but may also be found at www.
doingbusiness.org/methodology/getting-credit.

5. The definitions and descriptions of the indices are taken from the World Bank Protecting
Investors Methodology web site at www.doingbusiness.org/methodology/protecting-
investors.
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