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China has developed rapidly over the past 20 years. As the door to reform
opened in Shenzhen in 1978, the economic system transformed from a planned
economy to a more market-oriented economy, with small and medium-sized
enterprises (SMEs) playing an important role in the process. Despite their
importance, however, financing sources for SMEs have not been sufficient.
According to the World Bank’s 2003 Investment Climate Survey, compared to
other Asian countries, Chinese SMEs faced many financial constraints and
received less financial support from banks, with bank loans representing only 12%
of their working capital (Dollar et.al.2003). Compounded by the effects of the
global financial crisis of 2008, SMEs in China have faced many problems,
including a decline in stock prices, credit insecurity, increasing costs, and
decreasing exports. As a result, many SMEs in China had fallen into a serious
financial deficit situation since then, with some even declaring bankruptcy. These
bankruptcies were caused in part by a lack of financial support. This paper
discusses how to improve the financing difficulties of SMEs by comparing
different approaches to obtaining financial support.

It is widely recognized that the development of SMEs has a high correlation with
China’s overall economic growth. However, it is very difficult to observe the
financial environment of SMEs, and also very challenging to measure the
financial efficiency of different financial sources, due to informational opacity and

incomplete contracts that is typical of SMEs. This research attempts to identify a
suitable financial channel for SMEs. Moreover, the way in which different
financial sources affect the labor productivity of SMEs is analyzed. The financing
of Chinese SMEs is analyzed in the following three chapters.

Chapter 1 attempts to verify the effectiveness of the relationship banking
business model for Chinese SMEs experiencing financial difficulties. Compared
to big enterprises, the implications of financing difficuities for SMEs are more
serious due to informational opacity and incomplete contracts. The main function
of relationship banking is for banks to gather soft information about firms,
information that is usually difficult to access. By gathering soft information, banks
are able to mitigate the demands and requirements of firms. As a result, in the
long term, banks can provide constant financial support and offer advice to
assist SMEs in their development. In this analysis, data from Zhejiang province
in China is used to verify several hypotheses about relationship banking. It is
shown that there are distinct merits of relationship banking, while the demerits
remain unclear. Therefore, the relationship banking model may be one way to
resolve the financing difficulties of Chinese SMEs.

Chapter 2 analyses a different financial channel for SMEs. If a firm’'s access to
formal finance is limited, it may use trade credit as an alternative financing
method with its partners. In China, there are three main modes of corporate
finance: Bank loans, security issuance, and trade credit. Compared to bank
loans and security issuance, trade credit between business partners is a more
favored method for corporations, particularly for SMEs. Using a large panel
dataset of Chinese industrial firms, this study verifies the substitution and
complementation hypotheses between trade credit and bank loans. The
evidence suggests that compared to large firms, SMEs prefer to substitute the
use of bank loans with trade credit. In another words, when SMEs are unable to
obtain external financing from banks, they will increase their trade credit with
their partners in order to improve their financing difficulties. On the other hand,
large firms and state owned firms might use trade credit as a complement to
bank loans. The study also finds that the ownership structure of firms does not



affect their use of trade credit.

Chapter 3 examines the efficiency of financial sources by measuring productivity
with a firm-level panel dataset. By evaluating two financial sources, trade credit
and bank loans, it is found that enterprises experience productivity increases as
a result of using more trade credit and less bank loans. Another finding is that
large enterprises and state-owned enterprises tend to use bank loans more
frequently than trade credit. The last finding is that the trade credit may not affect
the productivity growth of SMEs significantly.

The final section concludes the findings of the whole paper and outlines the
considerations for future research. The evidence found in this research suggests
that SMEs’ difficulties in accessing finance cannot be easily resolved. In this
research, it is found that relationship banking may be used to resolve the
financing difficulties of Chinese SMEs. When their access to bank loans is
limited, SMEs use trade credit as a substitute. However, evidence remains to be
found about whether trade credit can improve the productivity of SMEs.
Therefore, a careful analysis of various approaches needs to be carried out in
order to identify the approach that is best suited to SMEs.
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