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1. SMEs’ VARYING FINANCIAL NEEDS: THE POLICY-MAKER’S 
PERSPECTIVE 

 
1.1.  SME access to finance: a subregional comparison 

 
“Small and medium-size enterprises account for the largest share of employment 
in the developing world. They are also more likely than large firms to be credit 
constrained.  These businesses need working capital to operate, to grow and to 
compete in the marketplace. So access to finance is crucial to their success.” 

World Bank, Doing Business 2015.  

As the above quotation intimates, limited access of SMEs to even the most basic 
financing tends to be a relatively generic issue, whether they are located in less 
developed, developing and developed countries. It is a generic problem across the globe, 
and no less valid in the Asia-Pacific region. The differences between countries and 
regions tend to lie in the degree of intensity of this constraint, which can vary 
significantly. For example, SMEs in less developed countries typically have a much 
more difficult time accessing finance than their counterparts in developed countries. This 
is due to a number of factors, including their own risk profiles and suitability for external 
funding (ie. demand side weaknesses), as well as the relative strength and capacities of 
the banking and finance sector (ie. supply side inadequacies).  In addition, the capacities 
and resources of government agencies in developed countries tend to be greater, which 
then allows for larger and more effective policy interventions to try and overcome 
market failures or address regulatory constraints. There can also often be greater market 
and regulatory failures at work in less developed and developing economies, compared 
with more developed countries. 

Indeed, developed countries tend to have a more developed financial and regulatory 
support structure that serves to reduce the risk and costs of lending to SMEs, and thus 
allows the market to be a more efficient provider of such finance. These can include 
stronger ownership rights, their adjudication and enforcement, which makes it easier for 
banks to foreclose on assets pledged as security for loans that have defaulted, for 
example. They will also more likely to host private credit bureaus that provide credit 
history for almost all firms that have ever taken a loan, again reducing the risk entailed 
for the finance provider. A good personal borrowing history by an individual that needs a 
loan to start a business venture may encourage a bank to provide the finance, based more 
on his/her credit history than whether or not collateral is available.  Ratings agencies and 
secured transaction registries can also be useful in this regard.  And with recent advances 
in ICT, the use of ‘big data’ allows financiers to forecast with greater confidence on the 
likelihood of an applicant’s credit standing.  But in countries where such ‘big data’ do 
not exist, or are fragmented or go unshared (for whatever reason), these kinds of support 
structures, so useful in mitigating SME risk, cannot be implemented so easily, or require 
substantial efforts and cost to be developed. 

Just as not all countries are the same in their ability to provide SME finance, it is 
similarly the case that not all SMEs are the same. And thus, not all SMEs’ financing 
needs are the same. As a consequence, SME financing should ideally span a range of 
activities, products, services and mechanisms for funding the development of SMEs.  
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SME financing is not wholly divorced from other kinds of banking and finance, but it 
does tend to have its own special characteristics intended to serve the particular needs of 
SMEs. One is the ability to mobilize capital relatively quickly, in response to start-up or 
growth opportunities, and market windows, that can rapidly arise (and equally rapidly 
close). Another salient characteristic is one of complementarity, with SME financing 
augmenting more traditional sources of financing in many contexts. But the precise 
financing needs and expectations of SMEs (whether in the form of debt and/or equity) 
tends to vary, depending on (but certainly not limited to) such factors as: 

(a) Home country profile; 
(b) Industrial, agricultural or services sector in which the SME is operating; 
(c) Perceived business risk of the SME and its business venture; 
(d) Asset structure of the SME (e.g. tangible versus intangible, capital-intensive 

versus less capital-intensive, high or low labour content); 
(e) Debt-to-equity ratio of the SME (i.e. how ‘leveraged’ the business is); 
(f) Anticipated future growth rate of the SME; 
(g) Profitability of the business; 
(h) A range of social and cultural factors; 
(i) The wider macro-economic health of the country (and even the global 

economy) at a particular time, influencing the SMEs’ business prospects; and 
(j) Current size, stability and complexity of the financial sector, influencing the 

propensity to lend to SMEs and other high risk sectors. 

 The principal SME finance instruments can be broken down into the six broad 
categories, namely: informal, internal, debt-based products and services, equity-based 
funding avenues, non-collateralized debt products, and government grants or subsidies.  
Each of these instruments will be briefly discussed: 

 Informal finance refers to all financial transactions, between two parties, that 
occur outside the regulatory framework and enforcement of a central banking 
and finance authority. Such funds may come from personal savings, borrowing 
from relatives or ‘loan sharks’.  The primary concern with this kind of 
financing is that it is beyond the regulatory body’s ability to regulate and 
enforce the process, such as protecting users and prosecuting abusers (such as 
usuries), as well as inhibiting its ability to enact its fiduciary, monetary and 
systemic banking sector responsibilities. 

 Internal financing is the method of generating funds through a company’s core 
business, such as through withheld profits and using working capital. In 
developing countries, including those in Asia and the Pacific, informal and 
internal financing typically dominates SMEs’ financial sources, particularly 
for start-up ventures and micro and small enterprises.  

 Debt-based financing, which is also a major (and formalized) source of 
funding for SMEs, typically takes the form of credit lines, term loans, rolling 
overdrafts and other debt products that must be fully repaid over time, with 
interest. Most debt financing is provided by commercial banks. This is 
typically the most common (and therefore most important) form of financing 
that SMEs -- and others -- think of when they consider access to finance.  The 
most common form usually entails the borrower providing some kind of 
collateral as security against the loan, should he/she be unable to service the 
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loan, as stipulated in the loan contract. There may also be various supporting 
services, such as credit guarantee schemes, used to encourage (by mitigating 
some of the risks of) lending to SMEs and other eligible businesses. 

 Equity-based financing spans a range of activities whereby investors provide 
funds (and sometimes also non-financial assistance also) in exchange for an 
ownership share or other interest in the business. It includes a wide range of 
financing sources such as business angel networks, venture capital, private 
equity, and even share issuance through initial public offerings (IPOs). There 
are also debt-equity hybrid instruments, such as convertible loans, whereby a 
loan is converted into shares at a later date, if contractually agreed by both 
parties. 

 Non-collateralized debt products are typically a way of issuing financing while 
circumventing the need for collateral, which can often pose a problem for 
SMEs. The most common types of asset-based financing are factoring, invoice 
discounting and inventory financing. Financial leasing is another common 
method of financing the acquisition of equipment by SMEs.  

 In some countries, the public sector sometimes actively promotes the 
development of SMEs by providing grants, subsidies, or guarantees. These are 
often provided through devoted state agencies or through commercial financial 
institutions, with clear criteria that establish which SMEs are eligible to apply.  
The efficacy of using such instruments to overcome or mitigate market failure 
tend to be controversial, given the use of public funds and the risk of losses to 
the state budget, but are popular with policymakers that wish to support SME 
sector development. 

Figure 1 seeks to depict much of this in graphic form, focusing on the relative risk and 
return expectations attached to each SME financing form (see the left-hand column, 
from high to low), the degree of sophistication (and therefore likely transaction costs) 
depicted in the right-hand column, also from high to low. The central area depicts the 
differing SME finance products and services in a matrix that combines both the risk/ 
reward/sophistication/transaction cost expectations mentioned before, combined with the 
typical needs and financing options of (a) micro and start-up, (b) small and (c) medium 
sized enterprises.  Thus, for a start-up venture, probably angel financing comes with the 
highest degree of risk and need of investor sophistication, relative to the ease of using 
some personal savings of the entrepreneur concerned (if he or she should have some) to 
get the business going.  For larger SMEs, investment by a private equity/venture capital 
investor, followed by an initial public offering (IPO) is probably as sophisticated a form 
of financing that one might consider, relative to getting a short-term loan for use as 
working capital. 
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Figure 1. Stylized representation of the various SME finance options 
 
 
 

 

Source: Abe and others (2012). 
 

 

Further details and discussion on all of these SME finance instruments are explored later 
in the paper, with an emphasis on providing an Asia-Pacific perspective.  At this stage it 
is already evident that the potential range of SME financing options available in some 
countries is quite substantial, with an aim of meeting the specific needs of SMEs at 
different stages in their development, and seeking to do different things with the funding 
on offer. Needless to say, in some less developed and developing countries, not all these 
options are available - for a wide range of reasons - whether they be regulatory, market-
influenced, historical, and/or capacity related.   

Turning to Asia and the Pacific, a recent joint study by the ADB and OECD (2014) on 
‘Enhancing Financial Accessibility for SMEs’ notes the following broad profile in 
Asia’s access to finance for SMEs, as compared with other regions of the globe (table 1): 

(a) Enterprises in Asia have less access to credit and overdraft facilities than their 
counterparts in other regions. 

(b) SMEs in Asia have lower access to credit than large firms in Asia.  

(c) SMEs in Asia were only slightly more likely to report financial constraint than 
larger Asian firms, though much less than in other regions.  

(d) SMEs in Asia were least likely to have made recent investment, and most were 
reliant on retained earnings for both investment and working capital.  
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(e) SMEs in Asia were least likely to apply for a loan. 

(f) SMEs in Asia were more likely to be required to provide collateral for loans 
and were more likely to be financed by state-owned banks.1   

Table 1. Enterprise characteristics and access to financial services (%), Asia  
    and non-Asia compared. 

 

   Source: ADB-OECD (2014), p. 31. 

The World Bank’s latest ‘Doing Business’ survey also provides some revealing data 
pertaining to the Asia-Pacific region (World Bank, 2015).  One of the ten metrics used to 
measure the relative ease of doing business in the 189 territories covered is access to 
credit (the most basic form of finance). Tables 2 and 3 show the rankings of East Asian 
& Pacific countries and South Asian countries by this particular metric based on the 
2015 survey.2 Surprisingly perhaps, Cambodia ranks first in the former subregion, ahead 
of (less surprisingly) Singapore and Hong Kong, China; and Malaysia.  At the other end 
of the spectrum, Myanmar, Papua New Guinea and Timor-Leste rank lowest on access 
to credit. In the South Asian subregion, India ranks top-most for access to credit, 
followed by Bhutan, while Bangladesh ranks bottom, followed by Pakistan. 

                                                 
1 See ADB-OECD (2014), pp. 30-32.  The same reports notes (pp. 37-38): “Given the prominent role of 
state- owned banks in SME lending in Asia, increasing the supply of SME financing would also require the 
expansion of the private sector in financing, which needs to be supported by improvements in firms’ 
financial reporting and the availability of credit bureaus, which works to reduce informational asymmetry 
in the market. The supply of adequate, affordable, and responsible credit would help Asian firms to grow 
and enhance their productivity. In the long run, this would translate into higher wages for workers and 
contribute to inclusive growth in the region.” See p. 138. 

2 The reader should note that UNESCAP’s regional classification does differ from the World Bank’s 
regional groupings for the Asia-Pacific region. 
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