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Foreword

Through their entrepreneurial spirit and willingness to take
risks, private Chinese Small and Medium Enterprises (SMEs)
have largely contributed to the impressive rise and success of
China’s economy since the early 1980s. Yet their status con-
cerning capitalization, access to modern financial instruments
and internal risk control remains weak.

Since the 1990s, Konrad-Adenauer-Stiftung China has sup-
ported discussions on how to improve the legal and institu-
tional framework for SMEs as an important pillar of modern,
market based Chinese economy.

Especially in recent years, access to financial instruments and
capital became one of the most urgent problems for private
SMEs. Famous events as the Wenzhou credit crisis have at-
tracted both national and international attention and have
shed a light on severe shortcomings of the current Chinese
banking and financial sectors.

The following paper analyses the reasons why SME are not
sufficiently served by banks and other financial institutions
and discusses a broad range of still available, yet not fully
functional ‘tools’ to improve the access of SME to capital
funds. In his conclusions the author provides useful recom-
mendations which will hopefully be considered in the further
process of (re)drafting and improving the legal and institu-
tional framework of financing SMEs.

The study is funded by the German Ministry of Economic Coop-
eration (BMZ) and is part of KAS’ country project China. The con-

tent of this publication does not necessarily reflect the opinion or
position of the Konrad-Adenauer-Stiftung.

Dr. Peter Hefele

Director KAS Shanghai
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2. Abstract

Since the reform and open-
ing-up policy, the Chinese econ-
omy has made great progress. In
this period, Small and Medium-
sized Enterprises (SMEs), which
are flexible and creative, have
obtained broader space for de-
velopment. However, despite the
gradually increased proportion
and status of SMEs in our na-
tional economy, financial prob-
lems are still a severe bottleneck
of their development. Bank loans,
a traditional kind of formal ac-
cess to capital, are hard to ob-
tain for SMEs due to high trans-
action costs. Thus SMEs are in-
creasingly looking for some in-
formal approaches like usuries,
underground banks and rotating
savings and credit associations.
In recent years, several crises
happened, such as the famous
Wenzhou Private Lending Crisis
in 2011, caused by breaks of
fund chains. This was due to
inherent defects of these ap-
proaches and the absence of leg-
islation. Government has realized
the severity of the situation and
taken some measures like a local
financial reform in Wenzhou at
the beginning of 2012. While still
waiting for the outcomes, we
must also recognize that there
still exist many other short-
comings of the legal framework

for SMEs’ financial services which
can only be solved through (joint)
efforts of different actors in the
financial market.

In our research, we are try-
ing to find out the specific de-
fects of the legal system. We
also provide potential solutions,
which might lead to sound im-
provements of the current legal
system and thereby provide a
better environment for the deve-
lopment of SMEs.

The report includes five parts
as follows:

Part One: Overview of
Chinese SMEs Financing Sys-
tem

Firstly the concepts of small
and medium-sized enterprises
and financing system in China
are clarified.

The dispute over how to de-
fine small and medium-sized en-
terprises has a long history. In
1962, the first legal standard
was published and afterward re-
vised several times.

For our purpose, we use the
definition prescribed in Notifica-
tion on Print and Distribution of
the Regulation of SMEs Classifi-
cation Standard (by MIT * |

1 Ministry of Industry and Information
Technology
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CNBS?, NDRC? and China’s Minis-
try of Finance in June 2011),
which added the standard of mi-
cro-enterprises as well as made
some adjustments to the defini-
tion of SMEs.

According to whether the
fund comes from the enterprise
itself or from other entities out-
side it, enterprises’ financing can
be divided into internal financing
and external financing. Internal
means that the enterprise uses
its own profits as a source of
capital for new (re)-investment;
and the latter refers to obtaining
funds from outside. Our research
will concentrate on the latter.

When seeking for capital,
SMEs should consider several
factors, such as cost of capital,
capital in-position rate, capital
utilization rate, freedom of deci-
sion making, liquidity etc., and
make comprehensive judgments.

Part Two: Sources of Fi-
nancing in Security Exchange
Market for SMEs

In part two, we analyse three
main potential sources of financ-
ing in the security exchange
market, namely, Initial Public Of-
fering (IPO) in Growth Enterprise

2 China's National Bureau of Statistics
3 National Development and Reform
Commission
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Market (GEM), SMEs Private
Placement Bonds and Enterprise
Asset Securitization.

The launch of GEM is aiming
at assisting the development of
SMEs, especially high-growth
and innovative high-tech ones.
In this respect GEM contributes
to the establishment of a multi-
layer capital market system in
China. However, although the
entering requirements are lower
in GEM compared to the Main
Market, most SMEs, even with
promising business prospects,
still cannot meet those require-
ments. Therefore, we suggest a
further reduction of the barriers
to entry GEM and more supervi-
sion after SMEs’ IPO in GEM wiill
offer more financing opportuni-
ties to SMEs.

SMEs Private Placement
Bond is a new financing instru-
ment for SMEs launched in May
2011 by the stock markets of
Shanghai and Shenzhen. Unlike
traditional main bonds instru-
ments such as corporation bonds,
enterprises bonds, short-time fi-
nancing bonds and medium-term
notes, SMEs Private Placement
Bonds have less requirements for
issuers, less limitation on inves-
tors and better protecting me-
chanisms for investors. Due to
inherent credit risks and lack of
information of SMEs, the issuing
costs and default risks of this



Private Placement Bond are high.
More specific regulations need to
be formulated to solve these
problems.

Asset Securitization, which
started from the 1960s in the
United States and was an impor-
tant financial derivatives innova-
tion, has become one of the
most significant instruments in
the American Capital Market. But
in China, the basic assets of the
asset  securitizations  started
much later and concentrated
mainly on accounts receivable of
industries in monopolistic mar-
kets, such as telecom industry
account receivables, public facili-
ties account receivables and
highway toll collection rights. So
it’s still difficult for SMEs to seek
funding through this approach.
We think that enterprises with
low credit rating should be al-
lowed to hedge by other forms of
receivables

Part Three: Sources of Fi-
nancing in the Interbank
Bond Market

China’s bond market consists
of two main parts: the exchang-
ing market and the Over-the-
counter (OTC) market. The In-
terbank Bond Market, which
belongs to the later one and was
first established in 1997, has al-
ready been the main bond mar-

ket in China with various kinds of
debt products. Among them,
there are Short-term Commercial
Papers (SCP), Super Short-term
Commercial Papers (SSCP), Me-
dium-term Notes (MTNs), Small
and Medium-sized Non-financial
Enterprise Collection Notes and
Asset-Backed Notes (ABN) which
might be considered a potential
source of funding for SMEs.

Compared to the ones of the
exchanging market, investors in
the Interbank Bond Market are
more professional in evaluating
issuers’ credit status and are
able to accept the investment
risk to a higher degree due to
their comparatively large capital
funds. But the high credit risk of
SMEs has blocked these ap-
proaches to some degree, too.
To make the above-mentioned
instruments more applicable for
SMEs, much efforts must be
taken by different participants in
Interbank Bond Market, i.e. in-
vestors should enhance their risk
assessment ability and risk toler-
ance with more professional op-
eration mechanisms and staff;
SMEs should develop an account-
ing system and internal control
mechanism; supervisors should
contribute to designing more
reasonable and applicable issuing
and dealing procedures.

15



Part Four: The fourth part
analyzes the promotion of
SMEs in China’s venture capi-
tal financing system.

The use of venture capital
(VC) as a kind of high-tech and
knowledge-based, technology-
intensive investment, is not just
confined to the high-tech enter-
prises, but can also be success-
fully used for traditional SMEs.
Above this venture capitalists
provide risk capital, provide suit-
able companies for investment,
and manage the whole financing
process.

In recent years, China has
introduced several vc-friendly
measures, i.e.: "Interim Meas-
ures on Venture Capital Man-
agement”, "Provisions Concern-
ing the Administration of For-
eign-funded Business-starting
Investment Enterprises”, “Circu-
lar of Ministry of Commerce on
the Examination and Approval
Issues for Foreign-invested Ven-
ture Capital and Venture Man-
agement Enterprises”*, "Circular
of the General Office of the State
Council on Forwarding the Guid-
ing Opinions of the National De-
velopment and Reform Commis-
sion, the Ministry of Finance and
the Ministry of Commerce on

4 Shang Zi Han [2009] No. 9, March 5,

2009.
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Standardized Establishment and
Operation of Venture Capital
Guiding Fund" and other regula-
tions. The implementation of
these regulations provides a
strong policy environment for the
development of venture capital
investment. However, the gov-
ernment is recommended to con-
tinue to perfect fiscal policy and
tax policy. For example, tax in-
centives might be given to Pri-
vate Equity (PE) investment
companies to reduce operational
costs, as well as governmental
subsidies to high-tech SMEs. All
these measures shall encourage
PE capital to invest into SMEs
that are most in need of capital,
and promote their development.

Part Five: Indirect Financ-
ing Sources for SMEs

Bank loans are a traditional
source of enterprise financing.
But due to SME’s low credit wor-
thiness, banks wusually cannot
achieve sufficient revenues while
bearing great lending risks. So
they tend to raise their entrance
barriers for this kind of enter-
prises by setting high lending
rates or credit quality require-
ments.

> Guo Ban Fa [2008] No. 116, October
18, 2008.



Intellectual property mort-
gage can expand the scope of
guaranties when applying for
bank loans and could provide a
possible indirect access to capi-
tals for creative SMEs. But the
existing stipulations are rather
basic guidelines than concrete
regulations about the rights and
obligations, and lack operability.
We suggest improving the legal
framework of intellectual prop-
erty mortgages and to establish
and perfect an intellectual prop-
erty valuation system, risk diver-
sification mechanisms for intel-
lectual property mortgages and
an intellectual property trading
market both by legal regulations
and by industry’s autonomous
rules.

Small-loan companies mainly
provide loans of low amount to
peasant households and SMEs
only on local or regional level.
These companies have flexible
mechanisms of determining loan
rates and the rates are usually
high. Compared to the interna-
tional standards, Chinese small-
loan companies are still at the
primary stage of development.
In addition, they do not play a
proper role in the current SMEs
financing system, because of
their undefined Ilegal status,
heavy burden of taxation, lack of
professional supervision and
other problems. Those items can

be solved through optimized leg-
islations and rules, too.

Part Six: Other Sugges-
tions on Improving SMEs’ Fi-
nancing Legal System

Besides the three aforemen-
tioned financing sources, im-
provements shall also be made
in some other fields of the SMEs’
financing system.

Firstly, small and medium-
sized financial institutions and
private financing institutions
must be developed. As for the
small and medium-sized financial
institutions, legislations should
establish unified standards of en-
try as well as clarify these insti-
tutions’ legal status, the scope of
business, business rules, the
punishment for violations of
these stipulations etc.. As for the
private financing institutions,
legislations should bring them
into the formal financial system,
and supervise their operation,
while still allowing them a certain
degree of freedom.

Secondly, the legal system of
finance lease should be improved.
With the advantage of low prior
investment, few requirements for
information disclosure and high
financing rate, finance lease will
provide a good opportunity for
SMEs to acquire capital. But fi-
nance lease in China has not

17



formed its own independent legal
system, relevant content scat-
tered among a number of laws
and regulations with little con-
nections. We recommend that an
independent finance lease law
should be drafted, supplemented
by related regulations in ac-
counting law, tax law etc.

Lastly, SMEs’ credit rating
and credit guaranty system has
to be improved, too. As SMEs’
credibility could be analysed by
credit rating agencies and their
high credit risk could be lowered
through various kinds of credit
guaranties.

No matter what approaches
the SMEs choose to get capital,
risk and cost reduction are the
major challenges they face. In
this respect developing credit
rating systems to ensure the im-
partiality of credit rating results
and establishing a reliable credit
guaranty system to decrease the
financing risk and cost will cer-
tainly contribute to the en-
hancement of the SMEs’ financ-
ing legal system.
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